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The meaning of life is not to be discovered only after death in some hidden, 
mysterious realm; on the contrary, it can be found by eating the succulent fruit 
of the Tree of Life and by living in the here and now as fully and creatively as 
we can.
Paul Winter Kurtz (1925–2012); American sceptic and secular humanist

O nly one professor should have been nominated as role model for students; only one 
colleague as university professor benchmark; only one human as friend exemplar; 

one man as perfect husband and father. He is the one who understood the meaning of life 
in full by eating the succulent fruit of the Tree of Life and by living in the here and now. 
I worked with him in our early university career, and again many years later. This man 
contributed to the previous edition of this book, with the intention of cooperating in many 
more editions. Tragically, on 15 June 2015, while cycling up the Col du Galibier in the 
French Alps, enjoying life to the full, my colleague and friend Gep Eisenloeffel suffered 
a stroke and passed away in the arms of his wife, Nienke. I miss him dearly still, and my 
thoughts remain with Nienke and their daughter Katrien.

Life continued of course, and apart from an empty heart I also had an empty diary. 
During the summer of 2015 I had planned to start work with Gep on the next edition of 
this book, especially on the international perspective sections. Katrien very kindly donated 
Gep’s library to our brilliant student from Leiden University, Wester Wagenaar, who had 
also contributed to the previous edition. Wester picked up the work, and although not yet 
as experienced as Gep, he has done a marvellous job.

As in previous editions, this seventh edition brings together the work of great people 
in the management field, chiefly from the field of strategy. I thank them for creating 
new knowledge and insights, for their inspiration and hard work, and for developing the 
management field to where it is today. Writing this book would not have been possible 
without the current academic knowledge base and the authors of many phenomenal 
papers. I also apologize for not being able to include all of the excellent contributions: as 
the architect of this edition I read many excellent papers, but since there is a limitation to 
a book’s size I could select only a few. It was simply not possible to include all the great 
papers and, therefore, several tough and (sometimes) personal choices had to be made.

I would like to thank the professors who select the book as the basis of class discussions, 
to help students develop their strategic mind. As in previous editions, many improvements 
to this seventh edition are based on the feedback of professors who have used earlier 
editions in their classrooms. I am grateful for their valuable insights, and for sharing their 
experiences. Many thanks also to other academic colleagues: the anonymous reviewers 
of the manuscript and particularly Paul Knott, who has been so kind to update his great 
Fonterra short case again.

I would also like to thank all of my colleagues at Nyenrode Business University, 
including management, support staff and faculty, and particularly my strategy department 
colleagues: Wolter Lemstra for his in-depth and detailed review of the manuscript on the 
basis of his academic knowledge and student feedback, Jeroen van der Velden for updating 
the short case on 3M, Claudia Janssen for providing recent insights on the short case on 
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Not only is there an art in knowing a thing,
but also a certain art in teaching it.
Cicero (106–43 BC); Roman orator and statesman

W hat is a good strategy for teaching and learning about the topic of strategy? Judging 
by the similarity of the strategic management textbooks currently available, there 

seems to be a general consensus among business professors on the best approach to this 
task. It is not an exaggeration to say that strategic management education is dominated 
by a strong industry recipe (Spender, 1989). Almost all textbooks share the following 
characteristics:

 ■ Few differing perspectives. Only a limited number of perspectives and theories are 
presented, often as accepted knowledge, from which prescriptions can easily be derived.

 ■ Step-by-step structure. A step-by-step strategic planning approach is used as the books’ 
basic structure, to decompose strategy making into a number of simple sequential 
activities.

 ■ No primary material. The key academic articles and books on strategy are reworked 
into the textbook authors’ own words to create consistent and easily digestible pieces 
of text.

 ■ Domestic orientation. Despite fancy subtitles referring to globalization, the choice of 
perspectives, theories, examples and cases are heavily biased towards the textbook 
authors’ own domestic context.

It is interesting to speculate on the causes of this isomorphism in the ‘strategic 
management education’ industry. Institutionalists would probably point to the need for 
legitimacy, which leads textbook authors to conform to widely accepted practices and to 
avoid major innovations (e.g. Abrahamson, 1996; Powell and DiMaggio, 1991). Social 
psychologists would likely suggest that over the years shared cognitive structures have 
developed within the strategic management community, which makes the prevailing 
educational paradigm difficult to challenge (e.g. Smircich and Stubbart, 1985; Walsh, 
1995). Theorists taking a new institutional economics perspective would probably 
interpret the uniformity of strategic management textbooks as a form of lock-in, caused 
by the large investments already made by publishers and business professors based on 
a shared educational ‘standard’ (e.g. Arthur, 1996; David, 1994). Whatever the reason, 
it is striking that the character of strategic management textbooks has not significantly 
changed since the founding of the field.

But what would strategy education look like if educational orthodoxy was actively 
challenged and the industry rules broken? How might strategy be taught if the current 
constraints were thrown aside and the teaching process was boldly reinvented? In 
short, what would happen if some strategic thinking was applied to the teaching of 
strategy?

PrefAce
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During the last 20 years, I have constantly asked myself these questions. My conclusion 
is that all four of the above features of current strategic management textbooks greatly 
inhibit the development of independent strategic thinkers and therefore urgently need to 
be changed. It is for this reason that I decided to create a book myself, with the following 
characteristics:

 ■ Multiple strategy perspectives. A broad range of differing, and often opposite, 
perspectives and theories are presented, reflecting the richness of current debate among 
academics and practitioners in the field of strategic management.

 ■ Issue-based structure. An issue-based book structure is used, with each chapter 
focusing on a key strategic issue, which is discussed from a variety of angles, leaving 
readers to draw their own conclusions.

 ■ Original readings. A large number of original articles and book chapters are included, 
to offer readers a first-hand account of the ideas and theories of influential strategy 
thinkers.

 ■ International orientation. A strong international orientation is at the core of this book, 
as reflected in the choice of topics, theories, readings, examples and cases.

In the following paragraphs the rationale behind the choice for these characteristics is 
explained. Following this discussion, the structure of the book and the ways in which it 
can be employed is further clarified.

uSinG MuLtiPLe StrAteGY PerSPectiveS

Learning without thought is labour lost; thought without learning is perilous.
Confucius (551–479 BC); Chinese teacher, editor, politician and philosopher

What should students learn on a strategic management or business policy course? It seems 
an obvious question to start with, especially for professors who teach about objective 
setting. Yet, in practice, the large majority of strategic management textbooks do not 
make their teaching objectives explicit. These books implicitly assume that the type of 
teaching objectives and teaching methods needed for a strategic management course do 
not radically differ from any other subject. Basically, strategy can be taught in the same 
way as accounting or baking cookies. Their approach is based on the following teaching 
objectives:

 ■ Knowledge. To get the student to clearly understand and memorize all of the major 
‘ingredients’.

 ■ Skills. To develop the student’s ability to follow the detailed ‘recipes’.

 ■ Attitude. To instil a disciplined frame of mind, whereby the student automatically 
attempts to approach all issues by following established procedures.

This is an important way of teaching – it is how all of us were taught to read and write, 
do arithmetic and drive a car. This type of teaching can be referred to as instructional, 
because students are told what to know and do. The instructor is the authority who has 
all of the necessary knowledge and skills, and it is his/her role to transfer these to the 
students. Thus, the educational emphasis is on communicating know-how and ensuring 
that students are able to repeat what they have heard. Students are not encouraged to 
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question the knowledge they receive – on the contrary, it is the intention of instructional 
teaching to get students to absorb an accepted body of knowledge and to follow established 
recipes. The student should accept, absorb and apply.

However, while instructing students on a subject and programming their behaviour that 
might be useful in such areas as mathematics, cooking and karate, we believe it is not 
a very good way of teaching strategy. In our opinion, a strategic management professor 
should have a different set of teaching objectives:

 ■ Knowledge. To encourage the understanding of the many, often conflicting, schools 
of thought and to facilitate developing insight into the assumptions, possibilities and 
limitations of each set of theories.

 ■ Skills. To develop the student’s ability to define strategic issues, to critically reflect on 
existing theories, to creatively combine or develop conceptual models where necessary 
and to flexibly employ theories where useful.

 ■ Attitude. To instil a critical, analytical, flexible and creative mindset that challenges 
organizational, industry and national paradigms and problem-solving recipes.

In other words, strategy professors should want to achieve the opposite of instructors – not 
to instil recipes, but rather to encourage students to dissect and challenge recipes. Strategic 
thinking is in its very essence questioning, challenging, unconventional and innovative. These 
aspects of strategic thinking cannot be transferred through instruction. A critical, analytical, 
flexible and creative state of mind must be developed by practising these very qualities. Hence 
a learning situation must encourage students to be critical, must challenge them to be analytical, 
must force them to be mentally flexible and must demand creativity and unconventional 
thinking. Students cannot be instructed to be strategists, but must learn the art of strategy by 
thinking and acting for themselves – they must discuss, deliberate and do. The role of the 
professor is to create the circumstances for this learning. We therefore refer to this type of 
teaching as facilitative.

This teaching philosophy has led to a radical departure from traditional textbooks 
that focus on knowledge transfer and application skills, and that have often been written 
from the perspective of just one paradigm. In this book, the fundamental differences of 
opinion within strategic management are not ignored or smoothed over. On the contrary, 
an important objective of this book is to expose students to the many, often opposite, 
perspectives in the field of strategy. It is our experience that the challenge of comparing 
and reconciling rival strategy perspectives sharpens the mind of the ‘apprentice’ strategists. 
Throwing students into the midst of the central strategy debates, while simultaneously 
demanding that they apply their thinking to practical strategic problems, is the most likely 
way to enhance the qualities of creativity, flexibility, independence and analytical depth 
that students will need to become true strategic thinkers.

focuSinG on StrAteGY iSSueS

Some people are so good at learning the tricks of the trade that they never get to 
learn the trade.
Sam Levenson (1911–1980); American teacher and comedian

While it is the objective of this book to increase students’ strategic thinking abilities 
by exposing them to a wide range of theories and perspectives, it is not the intention to 
confuse and disorient. Yet in a subject area like strategic management, in which there is 
a broad spectrum of different views, there is a realistic threat that students might go deaf 
listening to the cacophony of different opinions. The variety of ideas can easily become 
overwhelming and difficult to integrate.
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For this reason, the many theories, models, approaches and perspectives have been 
clustered around 11 central strategy issues, each of which is discussed in a separate 
chapter. These 11 strategy issues represent the key questions with which strategists must 
deal in practice. Only the theorists whose ideas have a direct bearing on the issue at hand 
are discussed in each chapter.

The advantage of this issue-based book structure is that it is decision-oriented – each 
chapter is about a key type of strategic decision that needs to be made. Students are 
challenged to look at a strategic issue holistically, taking various aspects and perspectives 
into account, and to arrive at a proposed course of action. This type of decision-focus 
closely reflects what strategizing managers need to do in practice. Step-by-step books are 
much more tool-oriented, teaching students how to go through each phase of a strategic 
planning process and how to use each analysis framework – useful, especially for junior 
analysts, but unlikely to stimulate real strategic thinking and to provide insight into 
difficult strategic choices.

Within each chapter, the opposing perspectives on how the strategic issue should be 
approached are contrasted with one another by staging a virtual ‘debate’. Two opposite 
perspectives are presented to kick off the debate and highlight areas of disagreement, after 
which the students (and their professors) are invited to further debate the issue and decide 
on the value and limitations of each point of view.

The advantage of this debate-based chapter structure is that it encourages the students’ 
engagement and also provokes critical thinking. As students need to determine the strengths 
and weaknesses of each strategy perspective, they also become more adept at combining 
different ‘lenses’ to gain a fuller understanding of a problem, while becoming more skilled 
at balancing and mixing prescriptions to find innovative solutions to these problems. Some 
students will feel ill at ease at not being presented with the ‘right approach’ or the ‘best 
practice’, as they are used to getting in many other books. This is all the more reason to 
avoid giving them one – as strategizing managers the security of one truth won’t get them 
far, so it is preferable to learn to deal with (and benefit from) a variety of opinions as soon 
as possible.

While the intention is not to present the ‘right answer’ or provide a ‘grand unifying 
theory’, the chapter offers a third view on the issue that combines elements of both 
perspectives. Not only leaders take elements of both perspectives into account to manage 
the issue at hand, increasingly also strategy theorists do. Recent works of thought leaders 
in the strategy field address a third way of dealing with the issue, not by choosing one of 
the opposite perspectives, but by providing possible routes on how to deal with opposites. 
This third view is meant to stimulate students’ strategic thinking to find innovative and 
creative resolutions to the problem, but still students must make up their own minds, 
depending on the context and based on the arguments placed before them.

tAkinG An internAtionAL PerSPective

Be bent, and you will remain straight.
Be vacant, and you will remain full.
Be worn, and you will remain new.
Lao Tzu (6th century BC); philosopher of ancient China

This book has been explicitly developed with an international audience in mind. For 
students, the international orientation of this book has a number of distinct advantages:

 ■ Cross-cultural differences. Although there has been relatively little cross-cultural 
research in the field of strategy, results so far indicate that there are significant 
differences in strategy styles between companies from different countries. This calls 

65856_fm_ptg01_i-xxii.indd   19 14/02/20   4:48 PM



xx  PrefAce

into question the habit among strategy researchers of presenting universal theories, 
without indicating the cultural assumptions on which their ideas have been based. It 
is not unlikely that strategy theories have a strong cultural bias and therefore cannot 
be simply transferred from one national setting to another. Much of the debate going 
on between strategy theorists might actually be based on such divergent cultural 
assumptions. In this book the issue of cross-cultural differences in strategy style 
is raised in each chapter, to discuss whether strategists need to adapt their theories, 
perspectives and approaches to the country in which they are operating.

 ■ International context. Besides adapting to a specific country, many companies are 
operating in a variety of countries at the same time. In this international arena they 
are confronted with a distinct set of issues, ranging from global integration and 
coordination, to localization and transnationalization. This set of issues presented by 
the international context is debated in depth in Chapter 12.

 ■ International cases and illustrations. To explore how the various strategy perspectives 
can be applied to different national contexts, it is imperative to have cases and 
illustrations from a wide variety of countries, spread around the world. In this book 
the 24 cases (12 long and 12 short cases) cover more than 20 countries and most of the 
cases have an international orientation. The 22 main illustrations have also been drawn 
from around the world. It must be noted, however, that we have had a bias towards 
well-known firms, as these examples are more recognizable to most global audiences.

uSinG oriGinAL reAdinGS

Education is not filling a bucket but lighting a fire.
William Butler Yeats (1865–1939); Irish poet and dramatist

There are no better and livelier debates than when rivals put forward their own ideas as 
forcefully as they can. For this reason, we have chosen to structure the strategy debates by 
letting influential theorists speak for themselves. Instead of translating the important ideas 
of key writers into our own words, each chapter contains three original readings in which 
the theorists state their own case. These three readings can be viewed as the discussants 
in the debate, while our role is that of chairperson – we set the stage for the debate and 
introduce the various perspectives and ‘speakers’, but as a conscientious chairperson we 
avoid taking a position in the debate ourselves.

The three readings in each chapter have been selected with a number of criteria 
in mind. As a starting point, we were looking for the articles or books that are widely 
judged to be classics in the field of strategy. However, to ensure the broad representation 
of different perspectives, we occasionally looked beyond established classics to find a 
challenging minority point of view. Finally, discussants are only as good as their ability 
to communicate to the non-initiated, and therefore we have sometimes excluded certain 
classics as too technical.

To keep the size of the book within acceptable limits, most readings have had to be 
reduced in length, while extensive footnotes and references have been dropped. At all times 
this editing has been guided by the principle that the author’s key ideas and arguments must 
be preserved intact. To compensate for the loss of references in each article, a combined 
list of the most important references has been added to the end of each chapter.
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contAct uS

A stand can be made against invasion by an army; no stand can be made against 
invasion by an idea.
Victor Hugo (1802–1885); French poet, novelist and playwright

Books are old-fashioned, but based on a proven technology that is still the most 
appropriate under most circumstances. One drawback, however, is that a book is 
unidirectional, allowing us to send a message to you, but not capable of transmitting your 
comments, questions and suggestions back to us. This is unfortunate, as we are keen on 
communicating with our audience and enjoy hearing what works and doesn’t work ‘in the 
field’.

Therefore, we would like to encourage both students and professors to establish contact 
with us. You can do this by visiting our online support resources to check out the extra 
features we have for you and to leave your comments and suggestions. But you can also 
contact us directly by email at b.dewit@nyenrode.nl.
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2

INtrOduCtION

CHaPter

1

As conflict – difference – is here in the world, as we cannot avoid it, 
we should, I think, use it.
Mary Parker Follett (1868–1933); American social worker, management consultant and pioneer in 
organizational theory and organizational behaviour

tHe Nature Of Strategy

I n a book entitled Strategy, it seems reasonable to expect Chapter 1 to begin with a 
clear definition of strategy that would be employed with consistency in all subsequent 

chapters. An early and precise definition would help to avoid conflicting interpretations 
of what should be considered strategy and, by extension, what should be understood 
by the term ‘strategic management’. However, any such sharp definition of strategy 
here would actually be misleading. It would suggest that there is widespread agreement 
among practitioners, researchers and theorists as to what strategy is. The impression 
would be given that the fundamental concepts in the area of strategy are generally 
accepted and hardly questioned. Yet, even a quick glance through current strategy 
literature indicates otherwise. There are strongly differing opinions on most of the key 
issues, and the disagreements run so deep that even a common definition of the term 
‘strategy’ is illusive.

This is bad news for those who prefer simplicity and certainty. It means that the 
topic of strategy cannot be explained as a set of straightforward definitions and rules 
to be memorized and applied. The strongly conflicting views mean that strategy cannot 
be summarized into broadly agreed-on definitions, rules, matrices and flow diagrams 
that one must simply absorb and learn to use. If the fundamental differences of opinion 
are not swept aside, the consequence is that a book on strategy cannot be like an 
instruction manual that takes you through the steps of how something should be done. 
On the contrary, a strategy book should acknowledge the disagreements and encourage 
thinking about the value of each of the different points of view. That is the intention of 
this book.

The philosophy embraced here is that an understanding of the topic of strategy can 
only be gained by grappling with the diversity of insights presented by so many prominent 
thinkers and by coming to terms with the fact that there is no simple answer to the 
question of what strategy is. Readers who prefer the certainty of reading only one opinion, 
as opposed to the intellectual stimulation of being confronted with a wide variety, should 
read no further – there are plenty of alternatives available. Those who wish to proceed 
should lay aside their ‘opinions of habit’, and open their minds to the many other opinions 
presented, for in these pages there is ‘knowledge in the making’.
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IdeNtIfyINg tHe Strategy ISSueS

If the only tool you have is a hammer, you treat everything like a nail.
Abraham Maslow (1908–1970); American psychologist

The approach taken in this book is in line with the moral of Maslow’s remark. To avoid 
hammering strategy issues with only one theory, a variety of ways of viewing strategic 
questions will be presented. But there are two different ways of presenting a broad spectrum 
of theoretical lenses. This point can be made clear by extending Maslow’s hammer-and-
nail analogy. To become a good carpenter, who wisely uses a variety of tools depending 
on what is being crafted, an apprentice carpenter will need to learn about these different 
instruments. One way is for the apprentice to study the characteristics and functioning of 
all tools individually and only then to apply each where appropriate. However, another 
possibility is for the apprentice to first learn about what must be crafted, getting a feel for 
the materials and the problems that must be solved, and only then to turn to the study of the 
necessary tools. The first approach to learning can be called ‘tools-driven’ – understanding 
each tool comes first, while combining them to solve real problems comes later. The 
second approach to learning can be termed ‘problem-driven’ – understanding problems 
comes first, while searching for the appropriate tools is based on the type of problem.

Both options can also be used for the apprentice strategist. In a tools-driven approach 
to learning about strategy, all major theories would first be understood separately, to be 
compared or combined later when using them in practice. A logical structure for a book 
aiming at this mode of learning would be to allot one chapter to each of the major theories 
or schools of thought. The advantage of such a theory-based book structure would be that 
each chapter would focus on giving the reader a clear and cohesive overview of one major 
theory within the field of strategy. For readers with an interest in grasping the essence of each 
theory individually, this would probably be the ideal book format. However, the principal 
disadvantage of a theory-by-theory summary of the field of strategy would be that the reader 
would not have a clear picture of how the various theories relate to one another. The apprentice 
strategist would be left with important questions such as: where do the theories agree and 
where do they differ? Which strategy phenomena does each theory claim to explain and which 
phenomena are left unaccounted for? Can various theories be successfully combined or are 
they based on mutually exclusive assumptions? And which strategy is right, or at least most 
appropriate under particular circumstances? Not knowing the answers to these questions, how 
could the apprentice strategist try to apply these new theoretical tools to practice?

This book is based on the assumption that the reader wants to learn to actively resolve 
strategic problems. Understanding the broad spectrum of theories is not an end in itself, but 
a means for more effective strategizing. Therefore, the problem-driven approach to learning 
about strategy has been adopted. In this approach, key strategy issues are first identified 
and then each is looked at from the perspective of the most appropriate theories. This has 
resulted in an issue-based book structure, in which each chapter deals with a particular set 
of strategy issues. In each chapter, only the theories that shed some light on the issues under 
discussion are brought forward and compared to one another. Of course, some theories are 
relevant to more than one set of issues and therefore appear in various chapters.

In total, 11 sets of strategy issues have been identified that together largely cover the 
field of strategic management. These 11 will be the subjects of the remaining 11 chapters 
of this book. How the various strategy issues have been divided into these 11 sets is 
explained in the following paragraphs.
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Strategizing, missioning and visioning
Section I of this book addresses two important inputs for strategy: the cognitive processes 
of individual strategists (strategizing) and purpose as the impetus for strategy activities 
(missioning and visioning).

It is widely presumed that strategists are rational actors who identify, determine, 
evaluate, choose, translate and carry out, based on rigorous logic and extensive knowledge 
of all important factors. This belief has been challenged, however. Many authors have 
criticized the strong emphasis on rationality in these traditional views of the strategizing 
process. Some writers have even argued that the true nature of strategic thinking is more 
intuitive and creative than rational. In their opinion, strategizing is about perceiving 
strengths and weaknesses, envisioning opportunities and threats, and creating the future, 
for which imagination and judgement are more important than analysis and logic. 
This constitutes quite a fundamental disagreement about the cognitive processes of the 
strategizing leader. These issues surrounding the nature of strategic thinking will be 
discussed in Chapter 2 on strategizing.

Making strategy is not an end in itself, but a means for reaching particular objectives. 
Organizations exist to fulfil a purpose and strategies are employed to ensure that the 
organizational mission and vision are realized. Oddly enough, most authors write about 
missions and visions without any reference to the organizational purpose being pursued. It is 
generally assumed that all organizations exist for the same basic reasons and that this purpose 
is self-evident. However, in reality, there is extensive disagreement about what the current 
purposes of organizations are, and especially about what their purposes should be. Some 
people argue that it is the business of business to make money. In their view, firms are owned 
by shareholders and therefore should pursue shareholders’ interests. And it is the primary 
interest of shareholders to see the value of their stock increase. On the other hand, others 
believe that companies exist to serve the interests of multiple stakeholders. In their opinion, 
having a financial stake in a firm should not give shareholders a dominant position vis-à-
vis other groups that also have an interest in what the organization does. Other stakeholders 
usually include employees, customers, suppliers and bankers, but could also include the 
local community, the broader industry and even the natural environment. These issues on the 
organizational purpose will be discussed in Chapter 3 on missioning and visioning.

Strategy dimensions: Content, process and context
The most fundamental distinction made in this book is between strategy content, strategy 
process and strategy context (see Figure 1.1). These are the three dimensions of strategy 
that can be recognized in every real-life strategic problem situation. They can be generally 
defined as follows:

 ■ Strategy content. The combined decisions and choices that lead a company into the 
future are referred to as the strategy content. Stated in terms of a question, strategy 
content is concerned with the what of strategy: what is, and should be, the strategy for 
the company and each of its constituent units?

 ■ Strategy process. The manner in which strategies come about is referred to as 
the strategy process. Stated in terms of a number of questions, strategy process is 
concerned with the how, who and when of strategy: how is, and should, strategy be 
made, analysed, dreamt-up, formulated, implemented, changed and controlled; who is 
involved; and when do the necessary activities take place?

 ■ Strategy context. The set of circumstances under which both the strategy content and the 
strategy process are determined is referred to as the strategy context. Stated in terms of a 
question, strategy context is concerned with the where of strategy: where (that is in which 
firm and which environment) are the strategy process and strategy content embedded?
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It cannot be emphasized enough that strategy content, process and context are not different 
parts of strategy, but are distinguishable dimensions. Just as it is silly to speak of the length, 
width and height parts of a box, one cannot speak of the three parts of strategy either. Each 
strategic problem situation is by its nature three-dimensional, possessing process, content 
and context characteristics, and only the understanding of all three dimensions will give the 
strategist real depth of comprehension. In particular, it must be acknowledged that the three 
dimensions interact (Ketchen, Thomas and McDaniel, 1996; Pettigrew and Whipp, 1991). 
For instance, the manner in which the strategy process is organized will have a significant 
impact on the resulting strategy content, while likewise, the content of the current strategy 
will strongly influence the way in which the strategy process will be conducted in future. If 
these linkages are ignored, the strategist will have a flat view instead of a three-dimensional 
view of strategy. A useful analytical distinction for temporarily unravelling a strategic problem 
situation will have turned into a permanent means for fragmenting reality.

However, it is possible to concentrate on one of the strategy dimensions if the other two 
are kept in mind. In fact, to have a focused discussion it is even necessary to look at one 
dimension at a time. The alternative is a debate in which all topics on all three dimensions 
would be discussed simultaneously: such a cacophony of opinions would be lively, but most 
likely less than fruitful. Therefore, the content–process–context distinction is cautiously used 
as the main structuring principle of this book, splitting the text into three major sections.

Most strategy research, by its very nature, is more atomistic than holistic, focusing on 
just a few variables at once. Consequently, most writings on strategy, including most of the 
theories discussed in this book, tend to favour just one, or at most two, strategy dimensions, 
which is usually complex enough given the need to remain comprehensible. In particular, 
the divide between strategy content and strategy process has been quite pronounced, to 
the extent of worrying some scholars about whether the connections between the two are 
being sufficiently recognized (Pettigrew, 1992). Although sharing this concern, use of the 
content–process–context–purpose distinction here reflects the reality of the current state 
of debate within the field of strategic management.

Strategy content: Business, corporate and network levels
Section II of this book will deal with the strategy content. Strategies come in all shapes and 
sizes, and almost all strategy writers, researchers and practitioners agree that each strategy 
is essentially unique. There is widespread disagreement, however, about the principles to 

fIgure 1.1 Dimensions of strategy and the organizational purpose
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which strategies should adhere. The debates are numerous, but there are three fundamental 
sets of issues around which most conflicts generally centre. These three topics can be 
clarified by distinguishing the level of strategy at which each is most relevant.

Strategies can be made for different groups of people or activities within an organization. 
The lowest level of aggregation is one person or task, while the highest level of aggregation 
encompasses all people or activities within an organization. The most common distinction 
between levels of aggregation made in the strategic management literature is between the 
functional, business and corporate levels (see Figure 1.2). Strategy issues at the functional 
level refer to questions regarding specific functional aspects of a company (operations 
strategy, marketing strategy, financial strategy, etc.). Strategy at the business level requires 
the integration of functional level strategies for a distinct set of products and/or services 
intended for a specific group of customers. Often companies only operate in one such 
business, so that this is the highest level of aggregation within the firm. However, there are 
also many companies that are in two or more businesses. In such companies, a multi-business 
or corporate level strategy is required which aligns the various business level strategies.

A logical extension of the functional–business–corporate distinction is to explicitly 
recognize the level of aggregation higher than the individual organization. Firms often 
cluster together into groups of two or more collaborating organizations. This level is 
referred to as the multi-company or network level. Most multi-company groups consist 
of only a few parties, as is the case in strategic alliances, joint ventures and value-adding 
partnerships. However, networks can also have dozens, even hundreds, of participants. In 
some circumstances, the corporation as a whole might be a member of a group, while in 
other situations only a part of the firm joins forces with other organizations. In all cases, 
when a strategy is developed for a group of firms, this is called a network level strategy.

In line with the generally accepted boundaries of the strategic management field, this 
book focuses on the business, corporate and network levels of strategy, although this will 
often demand consideration of strategy issues at the functional level as well. In Section 
II, on the strategy content, the different strategy issues encountered at the different 
levels of strategy will be explored. And at each level of strategy, the focus will be on the 
fundamental differences of opinion that divide strategy theorists.

Chapter 4 deals with strategy issues at the business level. Here the fundamental 
debate surrounds whether firms are, and should be, primarily market-driven or resource-
driven. Some authors argue that firms should be strongly externally oriented, engaged 
in a game of positioning vis-à-vis customers, competitors, suppliers and other parties in 
the environment, and should adapt the firm to the demands of the game. In other words, 
companies should think ‘outside-in’. Yet, other authors strongly disagree, stressing 
the need for companies to exploit and expand their strengths. They recommend a more 
‘inside-out’ view, whereby companies search for environments and positions that best fit 
with their resource base.

Chapter 5 is concerned with strategy issues at the corporate level. The fundamental 
debate in this chapter is whether corporations are, and should be, run as federations of 
autonomous business units or as highly integrated organizations. Some authors argue 
that corporate strategists should view themselves as investors, with financial stakes in 
a portfolio of business units. As a shrewd investor, the corporate centre should buy up 
cheap companies, divest underperforming business units, and invest its business units with 
the highest profit potential, independent of what industry they are in. Each business unit 
should be judged on its merits and given a large measure of autonomy, to be optimally 
responsive to the specific conditions in its industry. However, other authors are at odds 
with this view, pointing to the enormous potential for synergy that is left untapped. They 
argue that corporations should be tightly-knit groupings of closely related business units 
that share resources and align their strategies with one another. The ensuing synergies, it is 
expected, will provide an important source of competitive advantage.
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fIgure 1.2 Levels of strategy
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Chapter 6 focuses on the strategy issues at the network level. The fundamental 
debate in this chapter revolves around the question of whether firms should develop 
long-term collaborative relationships with other firms or should remain essentially 
independent. Some authors believe that competition between organizations is sometimes 
more destructive than beneficial, and argue that building up durable partnerships with 
other organizations can often be mutually advantageous. Participation in joint ventures, 
alliances and broader networks requires a higher level of inter-organizational trust and 
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interdependence, but can pay off handsomely. It is therefore recommended to selectively 
engage in joint – that is, multi-company – strategy development. Other authors, however, 
are thoroughly sceptical about the virtues of interdependence. They prefer independence, 
pointing to the dangers of opportunistic partners and creeping dependence on the other. 
Therefore, it is recommended to avoid multi-company level strategy development and 
only to use alliances as a temporary measure.

Again, it must be emphasized that the analytical distinction employed here should 
not be interpreted as an absolute means for isolating issues. In reality, these three levels 
of strategy do not exist as tidy categories, but are strongly interrelated and partially 
overlapping. As a consequence, the three sets of strategy issues identified above are also 
linked to one another. In Section III it will become clear that taking a stand in one debate 
will affect the position that one can take in others.

Strategy process: Forming, changing and innovating
Section III of this book will deal with the strategy process. Traditionally, most text books have 
portrayed the strategy process as a basically linear progression through a number of distinct 
steps. Usually a split is made between the strategy analysis stage, the strategy formulation stage 
and the strategy implementation stage. In the analysis stage, strategists identify the opportunities 
and threats in the environment, as well as the strengths and weaknesses of the organization. 
Next, in the formulation stage, strategists determine which strategic options are available to 
them, evaluate each and choose one. Finally, in the implementation stage, the selected strategic 
option is translated into a number of concrete activities, which are then carried out.

The division of the strategy process into a number of sequential phases has drawn heavy 
criticism from authors who believe that in reality, no such identifiable stages exist. They 
dismiss the linear analysis–formulation–implementation distinction as an unwarranted 
simplification, arguing that the strategy process is messier, with analysis, formulation and 
implementation activities going on all the time, thoroughly intertwined with one another. 
In their view, organizations do not first make strategic plans and then execute them as 
intended. Rather, strategies are usually formed incrementally, as organizations think and 
act in small iterative steps, letting strategies emerge as they go along. This represents quite 
a difference of opinion on how strategies are formed within organizations. These issues 
surrounding the nature of strategy formation are discussed in Chapter 7.

Another major assumption of the traditional view, that strategy is made for the entire 
organization and everything can be radically changed all at once, has also been challenged. 
Many authors have pointed out that it is unrealistic to suppose that a company can be boldly 
redesigned. They argue that it is terribly difficult to orchestrate an overarching strategy for 
the entire organization that is a significant departure from the current course of action. It 
is virtually impossible to get various aspects of an organization all lined up to go through 
a change at the same time, certainly if a radical change is intended. In practice, different 
aspects of an organization will be under different pressures, on different timetables and have 
different abilities to change, leading to a differentiated approach to change. Moreover, the 
rate and direction of change will be seriously limited by the cultural, political and cognitive 
inheritance of the firm. Hence, it is argued, strategic change is usually more gradual and 
fragmented than radical and coordinated. The issues surrounding this difference of opinion 
on the nature of strategic change will be discussed in Chapter 8.

The traditional focus on improving efficiency of current products, services and business 
models has also been challenged. Many authors argue that companies need constant 
renewal by developing new products, services and business models. Although improved 
efficiency of the present is important in organizational processes, enhancing effectiveness 
of innovation processes to secure the future is what managers should be focusing on. 
Exploring uncharted waters may be costly and results are not guaranteed, but in order to 
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be able to be efficient in the future, managers need to ensure the company has a future. 
The issues surrounding this difference of opinion on the nature of strategic innovation are 
discussed in Chapter 9.

These three chapter topics – strategy formation, strategic change and strategic 
innovation – do not constitute entirely separate subjects. Let it be clear that they are not 
phases, stages or elements of the strategy process that can be understood in isolation. 
Strategy formation, strategic change and strategic innovation are different aspects of the 
strategy process, which are strongly linked and partially overlapping (see Figure 1.3). 
They have been selected because they are sets of issues on which there is significant 
debate within the field of strategy. As will become clear, having a particular opinion on 
one of these aspects will have a consequence for views held on all other aspects as well.

fIgure 1.3 Aspects of the strategy process
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Strategy context: Industry, organizational and 
international
Section IV of this book is devoted to the strategy context. Strategy researchers, writers 
and practitioners largely agree that every strategy context is unique. Moreover, they 
are almost unanimous that it is usually wise for managers to strive for a fit between the 
strategy process, strategy content and the specific circumstances prevalent in the strategy 
context. However, disagreement arises as soon as discussion turns to the details of the 
alignments. Does the context determine what the strategizing manager must do, or can 
the manager actually shape the context? Some people argue or assume that the strategy 
context has a dynamic all on its own, which strategists can hardly influence, and therefore 
that the strategy context sets strict confines on the freedom to manoeuvre. The context is 
not malleable and hence the motto for the strategist is ‘adapt or die’. Others believe that 
strategists should not be driven by the context, but have a large measure of freedom to 
set their own course of action. Frequently it is argued that strategizing managers can, and 
should, create their own circumstances, instead of being enslaved by the circumstances 
they find. In short, the strategy context can be determined, instead of letting it determine.

In Section IV, the difference of opinion hinges on the power of the context to determine 
strategy surfaces when discussing the various aspects of the strategy context. The Section 
has been split into three chapters, each focusing on a different aspect of the strategy context. 
Two distinctions have been used to arrive at the division into three chapters (see Figure 1.4).  

65856_ch01_ptg01_001-054.indd   9 07/02/20   8:17 PM



10  SeCtION I Strategy

The first dichotomy employed is that between the organization and its industry environment. 
The industry context is the subject of Chapter 10. In this chapter, the strategic issues revolve 
around the question of whether the industry circumstances set the rules with which companies 
must comply, or whether companies have the freedom to choose their own strategy and 
even change the industry conditions. The organizational context is dealt with in Chapter 11. 
Here, the key strategic issues have to do with the question of whether the organizational 
circumstances largely determine the strategy process and strategy content followed, or 
whether the strategist has a significant amount of control over the course of action adopted.

The second dichotomy employed relates to the difference between the domestic and the 
international strategy context. The domestic context does not raise any additional strategic 
issues, but the international context clearly does. Strategists must deal with the question 
of whether adaptation to the diversity of the international context is strictly required or 
whether companies have considerable freedom to choose their strategy process and content 
irrespective of the international context. The difference of opinion between writers on the 
international context actually goes one step further. Some authors predict that the diversity 
of the international context will decline over time and that companies can encourage this 
process. If global convergence takes place, it is argued, adaptation to the international context 
will become a non-issue. Other authors, however, disagree that international diversity is 
declining and therefore argue that the international context will remain an issue that strategists 
must attempt to deal with. This debate on the future of the international context is conducted 
in Chapter 12.

StruCturINg tHe Strategy deBateS

Where there is much desire to learn, there of necessity will be much arguing, much 
writing, many opinions; for opinion in good men is but knowledge in the making.
John Milton (1608–1674); English poet

Every real-life strategic problem is complex. Most of the strategic issues outlined earlier 
in this chapter are present in every strategic problem, making the prospect of a simple 

fIgure 1.4 Aspects of the strategy context
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solution an illusion. Yet, even if each set of strategy issues is considered independently, 
it seems that strategy theorists cannot agree on the right way to approach them. On each 
of the topics there is widespread disagreement, indicating that no simple solution can be 
expected here either.

Why is it that theorists cannot agree on how to solve strategic problems? Might it be that 
some theorists are right, while others are just plain wrong? In that case, it would be wise for 
problem-solvers to select the valid theory and discard the false ones. While this might be true in 
some cases, it seems unlikely that false theories would stay around long enough to keep a lively 
debate going. Eventually, the right (i.e. unfalsified) theory would prevail and disagreements 
would disappear. Yet, this does not seem to be happening in the field of strategy.

Could it be that each theorist only emphasizes one aspect of an issue – only takes one cut 
of a multi-faceted reality? In that case, it would be wise for problem-solvers to combine the 
various theories that each approach the problem from a different angle. However, if this were 
true, one would expect the different theories to be largely complementary. Each theory would 
simply be a piece in the bigger puzzle of strategic management. Yet, this does not explain 
why there is so much disagreement, and even contradiction, within the field of strategy.

It could also be that strategy theorists start from divergent assumptions about the nature 
of each strategy issue and therefore logically arrive at a different perspective on how to 
solve strategic problems. In that case, it would be wise for problem-solvers to combine the 
various theories, in order to look at the problem from a number of different angles.

All three possibilities for explaining the existing theoretical disagreements should 
be kept open. However, entertaining the thought that divergent positions are rooted in 
fundamentally different assumptions about strategy issues is by far the most fruitful to 
the strategist confronted with complex problems. It is too simple to hope that one can deal 
with the contradictory opinions within the field of strategy by discovering which strategy 
theories are right and which are wrong. But it is also not particularly practical to accept 
all divergent theories as valid depictions of different aspects of reality – if two theories 
suggest a different approach to the same problem, the strategist will have to sort out this 
contradiction. Therefore, in this book the emphasis is on surfacing the basic assumptions 
underlying the major theoretical perspectives on strategy, and debating whether, or under 
which circumstances, these assumptions are appropriate.

Assumptions about strategy tensions
At the heart of every set of strategic issues, a fundamental tension between apparent 
opposites can be identified. For instance, in Chapter 6 on network level strategy, the 
issues revolve around the fundamental tension between competition and cooperation. 
In Chapter 10 on the industry context, the fundamental tension between the opposites 
of compliance and choice lies at the centre of the subject (see Figure 1.5). Each pair of 
opposites creates a tension, as they seem to be inconsistent, or even incompatible, with 
one another; it seems as if both elements cannot be fully true at the same time. If firms 
are competing, they are not cooperating. If firms must comply with the industry context, 
they have no choice. Yet, although these opposites confront strategizing managers with 
conflicting pressures, somehow they must be dealt with simultaneously. Strategists are 
caught in a bind, trying to cope with contradictory forces at the same time.

The challenge of strategists is to wrestle with these tricky strategy tensions. All strategy 
theories make assumptions, explicitly or implicitly, about the nature of these tensions and 
devise ways in which to deal with them. However, every theorist’s assumptions differ, 
giving rise to a wide variety of positions. In fact, many of the major disagreements within 
the field of strategic management are rooted in the different assumptions made about coping 
with these strategy tensions. For this reason, the theoretical debate in each chapter will be 
centred around the different perspectives on dealing with a particular strategy tension.
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12  SeCtION I Strategy

Identifying strategy perspectives
The strategy issues in each chapter can be viewed from many perspectives. On each topic 
there are many different theories and hundreds of books and articles. While very interesting, 
a comparison or debate between all of these would probably be chaotic, unfocused and 
incomprehensible. Therefore, in each chapter the debate has been condensed into its most 
powerful form – two diametrically opposed perspectives are confronted with one another. 
These two poles of each debate are not always the most widely held perspectives on the 
particular set of strategy issues, but they do expose the major points of contention within 
the topic area.

In every chapter, the two strategy perspectives selected for the debate each emphasize 
one side of a strategy tension over the other (see Figure 1.6). For instance, in Chapter 6 
the discrete organization perspective stresses competition over cooperation, while 
the embedded organization perspective does the opposite. In Chapter 10, the industry 
dynamics perspective accentuates compliance over choice, while the industry leadership 
perspective does the opposite. In other words, the two perspectives represent the two 
extreme ways of dealing with a strategy tension, emphasizing one side or emphasizing 
the other.

In the first part of each chapter, the core strategic issue and the underlying strategy 
tension are explained. Also, the two strategy perspectives are outlined and compared. 
However, such a measured overview of the perspectives lacks colour, depth and vigour. 
Reading the summary of a debate does not do it justice – just like reading the summary of 
a sports match is nothing like watching a game live. Therefore, to give readers a first-hand 
impression of the debate, theorists representing both sides will be given an opportunity 
to state their own case by means of a reading. Readers will be part of a virtual debate in 
which the authors of the first and second readings will participate.

fIgure 1.5 Chapter topics and strategy tensions
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Strategy tensions as both/and problems
With both strategy perspectives emphasizing the importance of one side of a strategy 
tension over the other, how should strategists deal with these opposites? In general, there 
are two fundamentally different kinds of problems, ‘either/or problems’ and ‘both/and 
problems’, and each should be handled in different ways.

Either/or problems are for example:

 ■ Puzzles. A puzzle is a challenging problem with an optimal solution. Think of a 
crossword puzzle as an example. Puzzles can be quite complex and extremely difficult 
to analyze, but there is a best way of solving them. For example, when facing decreasing 
margins or market share, managers can solve the puzzle by testing several hypotheses 
on the root causes of the problem.

 ■ Dilemmas. A dilemma is a vexing problem with two possible solutions, neither of 
which is logically the best. Think of the famous prisoner’s dilemma as an example. 
Dilemmas confront problem-solvers with difficult either/or choices, each with its 
own advantages and disadvantages, but neither clearly superior to the other. The 
uneasy feeling this gives the decision maker is reflected in the often-used expression 
‘horns of a dilemma’ – neither choice is particularly comfortable. The manager is 
forced to make a choice in favour of either one or the other. For instance, the manager 
must choose between forming an alliance with firm A or its main competitor firm B, 

fIgure 1.6 Strategy topics, paradoxes and perspectives
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14  SeCtION I Strategy

each of which has clear advantages. Which of the two the strategist judges to be the 
most appropriate will usually depend on the manager’s preferences or the specific 
circumstances.

As opposed to either/or problems that can be solved by analyzing and choosing, both/and 
problems can only be managed. Both/and problems are for example:

 ■ Trade-offs. A trade-off is a problem situation in which there are many possible 
solutions, each striking a different balance between two conflicting pressures. In a 
trade-off, many different combinations between the two opposites can be found, each 
with its own pros and cons, but none of the many solutions is inherently superior to the 
others. Think of the trade-off between work and leisure time as an example – more of 
one will necessarily mean less of the other. Of course a position on the trade-off line 
needs to be set, but when circumstances change the position may also change. In other 
words, the balance is unstable and temporal.

 ■ Paradoxes. A paradox is a situation in which two seemingly contradictory, or even 
mutually exclusive, factors appear to be true at the same time. A problem that is a 
paradox has no real solution, as there is no way to logically integrate the two opposites 
into an internally consistent understanding of the problem. Hence, a paradox presents 
the problem-solver with the difficult task of wrestling with the problem, without 
ever arriving at a definitive solution. For example, companies with more than one 
business unit need to create synergies between business units but also have to allow the 
businesses independence to act upon market circumstances. Comparable with trade-
offs, the problem-solver can find a workable reconciliation to temporarily cope with the 
unsolvable paradox (see Figure 1.7).

fIgure 1.7 Strategy tensions as puzzles, dilemmas, trade-offs and paradoxes
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Taking a dialectical approach
Throughout this book, the strategy tensions will be presented as strategy paradoxes.  
As stated earlier, the virtual debate in each chapter has been condensed into its most 
powerful form – two diametrically opposed perspectives are confronted with one another, 
each emphasizing one pole of the paradox. These two opposite positions are in fact the 
thesis and the antithesis of the debate, challenging the reader to search for an appropriate 
option to manage the two tensions. This form of debate is called ‘dialectical enquiry’ – 
by using two opposite points of view, the problem-solver attempts to arrive at a better 
understanding of the issue and a ‘higher-level resolution’ that integrates elements of both 
the thesis and the antithesis. This approach has a number of advantages:

 ■ Range of ideas. By presenting the two opposite poles in each debate, readers can 
quickly acquire an understanding of the full range of ideas on the strategy issue. While 
these two extreme positions do not represent the most widely-held views, they do 
clarify for the reader how diverse the thinking actually is on each strategy issue. This 
is the book-end function of presenting the two opposite perspectives – they ‘frame’ the 
full set of views that exist on the topic.

 ■ Points of contention. Usually there is not across-the-board disagreement between the 
various approaches to each strategy issue, but opinions tend to diverge on a number 
of critical points. By presenting the two opposite poles in each debate, readers can 
rapidly gain insight into these major points of contention. This is the contrast function 
of presenting the two opposite perspectives – they bring the key points of contention 
into sharper focus.

 ■ Stimulus for bridging. As the two opposite poles in each debate are presented, readers 
will be struck by the fact that neither position can be easily dismissed. Both extreme 
strategy perspectives make a strong case for a particular approach and readers will 
experience difficulty in simply choosing one over the other. With each extreme position 
offering certain advantages, readers will feel challenged to incorporate aspects of both 
into a more sophisticated synthesis. This is the integrative function of presenting the 
two opposite perspectives – they stimulate readers to seek a way of getting the best of 
both worlds.

 ■ Stimulus for creativity. Nothing is more creativity-evoking than a challenging paradox 
whereby two opposites seem to be true at the same time. By presenting the two 
opposite poles of each debate, which both make a realistic claim to being valid, readers 
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16  SeCtION I Strategy

are challenged to creatively deal with this paradoxical situation. This is the generative 
function of presenting the two opposite perspectives – they stimulate readers to generate 
innovative ways of ‘transcending’ the strategic paradox.

Each chapter starts with the thesis, which is then contrasted with the opposite pole 
as the antithesis. The first two readings in each chapter will speak on behalf of the two-
pole perspectives, while the third reading has been selected to bridge the two poles. The 
intention of the third reading is not to give the ‘correct’ outcome of the debate; however, it 
does address an important challenge of the strategist: how to manage the paradox?

MaNagINg Strategy ParadOXeS

Conflict is latent. Only by profound and meticulous ordering of aims, in 
advance, can it be prevented from emerging.
I Ching, Book of Changes, 3rd to 2nd millennium BC

From an academic point of view, a discussion between representatives of opposite 
perspectives leads to a better and often new understanding of an issue, and so it contributes 
to the key academic objective: scientific progress. For strategists, however, understanding 
the problem is a great beginning, but not an end in itself. Much more important are the 
subsequent steps of making better strategic decisions and acting more effectively. And 
although strategists may prefer the correct academically validated solution, in the case of 
strategy paradoxes there is no single best answer. After all, either/or puzzles can be solved, 
while both/and paradoxes can ‘only’ be managed. So, how then can strategists manage 
strategy paradoxes?

Dealing with paradoxes
When faced with strategy paradoxes, strategizing managers have a range of options 
for dealing with the opposite elements of an issue – some of them desirable and others 
not. Not every solution will do – a common misunderstanding when there is no single 
solution – and there is no fixed number of options. Several options can be considered 
in some strategy issues, while other possibilities may be thought of in other situations. 
For example, separating research and development from the company’s operations (the 
paradox of exploration and exploitation) may work, but separating the corporate objective 
to create multi-business synergies from business unit operations (the paradox of synergy 
and responsiveness) is not an option. To make things worse, the attractiveness of an option 
is related to the specific company context, such as the industry context and the firm’s 
company culture. In other words, judging which option might work in a particular situation 
is an important capability for strategists. Yet, the literature indicates that the strategists’ 
option menu is not infinite.

The literature in the strategy field and related disciplines (such as organizational 
behaviour) suggest that a limited number of options are at the strategist’s disposal. In some 
publications the available options are specifically related to the strategic issue at hand, 
e.g. scholars addressing tensions related to strategic innovation, such as March (1991), 
Tushman and O’Reilly (1996), Raisch et al. (2009) and Jay (2013); to missioning and 
visioning such as Porter and Kramer (2011, Reading 3.3); and to dynamic capabilities, 
such as Teece (2007). However, a growing number of publications are also addressing 
how paradoxes may be dealt with in general, such as Smith and Tushman (2005, Reading 
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 ■ Navigating. The first option is to focus on one contrary demand at a time. In this case 
the paradox is managed over time by a series of contrary initiatives, which leads to a 
development path comparable with a tacking sailing boat. Hence this option is called 
‘navigating’ (Jay, 2013). In the literature, ‘tacking’ is also referred to as ‘punctuating’; 
the phase of sustaining one route is called the state of ‘equilibrium’; the combination 
is called ‘punctuated equilibrium’ (Burgelman, 2002; Tushman and O’Reilly, 1996). 
For example, in managing the paradox of multi-business synergy and business 
responsiveness, a company may start a corporate initiative to capture synergies between 
businesses (such as ‘One Firm’), which is then followed by another initiative (such as 
‘Customer First’), aimed at improving responsiveness of the business units (discussed 
in Chapter 5 on corporate level strategy).

 ■ Parallel processing. The second option, following Lawrence and Lorsch’s (1967) 
seminal work, is to separate the contrary demands in different internal (departments 
or business units) or external (alliance partners) organizational units. Often, the 
differentiated demands are then integrated at a different – usually higher – organizational 
level (Smith et al., 2016). For example, a company may separate improving existing 
products and developing a new generation of products in different units, because 

fIgure 1.9 Managing paradoxes taxonomy

Temporal separation;
Punctuated equilibrium

 2 (Strategizing) 
 5 (Corporate level strategy)
 6 (Network level strategy)
 8 (Strategic change)
 9 (Strategic innovation)
 12 (International context)

Navigating

Spatial separation  2 (Strategizing) 
 4 (Business level strategy)
 6 (Network level strategy)
 9 (Strategic innovation)

Parallel processing

Yin Yang Balancing; Blending;
Trade-off; Dilemma; Accepting
contradictions

 5 (Corporate level strategy) 
 7 (Strategy formation)
 9 (Strategic innovation)
11 (Organizational context)
12 (International context)

Balancing

Manage opposites simultaneously  4 (Business level strategy)
 6 (Network level strategy)
 7 (Strategy formation)
10 (Industry context)
11 (Organizational context)

Juxtaposing

Synthesis; Resolving the paradox;
Beyond trade-off; Best-of-both

 3 (Missioning and visioning)
 5 (Corporate level strategy)
12 (International context)

Resolving

Dialectic; Combining;
Exploit the tension

 2 (Strategizing)
11 (Organizational context)
12 (International context)

Embracing

Discussed in Chapter:Alternative terminologies:Options:

1.2), Lewis (2000), Poole and Van de Ven (1989), Smith (2009), Smith and Lewis (2011) 
and Smith, Lewis and Tushman (2016). Taking all suggestions together, the option menu 
consists of six different options (see the taxonomy in Figure 1.9).
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the drivers such as processes, people and rewards differ (discussed in Chapter 9 on 
strategic innovation). In this case, managing the paradox of exploitation (improving) 
and exploration (rejuvenating) takes place at the next organizational level up. The 
company may also outsource one side of the paradox to alliance partners (discussed in 
Chapter 6 on network level strategy) and then import the products or outcomes into the 
organization (Rothermael, 2001). For example, a firm may outsource production while 
internally focusing on developing new products – or the reverse. The paradox is then 
dealt with at higher management levels. This option has also become known as ‘spatial 
separation’ (Benner and Tushman, 2003; Duncan, 1976).

 ■ Balancing. The third option – also referred to as dynamic equilibrium (Smith  
e t al., 2016) – is to manage opposite demands by trading off elements of the 
opposing demands and blending the most appropriate balance. The strategist is 
not searching for a (static) synthesis, but instead chooses constituting elements 
of each demand to create a company-specific balance that can change based on 
circumstances (dynamic). For example, a manager may choose to comply with 
some industry rules, while changing others (discussed in Chapter 10 on the 
industry context).

 ■ Juxtaposing. The fourth option is to simultaneously manage opposite demands on a 
permanent basis. The conflict between the two opposites is accepted, and the strategist 
will accommodate both factors at the same time. Juxtaposing requires dynamic 
capabilities (Teece, Pisano and Shuen, 1997) to manage the paradox on a daily or project 
basis. For example, companies may cooperate and compete in business networks at the 
same time, even with the same network partners (discussed in Chapter 6 on network 
level strategy), or combine client-driven and resource-driven processes in the same 
units (discussed in Chapter 4 on business level strategy).

 ■ Resolving. The fifth option is to arrive at a higher level equilibrium, by developing a 
new synthesis between competing demands or by exploiting the tension. Developing a 
novel synthesis creates a new balance between contrary elements that will sustain for 
some time but will eventually be replaced by a new one. For example, companies may 
adopt societal demands into their mission statement and combine the need to create 
shareholder value with the need to create societal value to arrive at some statement of 
shared value (discussed in Chapter 3 on missioning and visioning).

 ■ Embracing. The sixth option is to embrace and actively use the tension as a source of 
creativity and opportunity (Beech et al., 2004). The conflict between two opposites 
is not only accepted but actually exploited to benefit from the innovative power of 
tensions. For example, a firm may assign two opposite personalities in the leadership 
team to combine the messy entrepreneurial process with controlled execution (discussed 
in Chapter 11 on the organizational context).

As organizations are complex and dynamic systems in changing environments, the 
attractiveness of available options may depend on the specific context (contingencies) and 
timing. Strategizing managers need to be able to master the variety of alternative options, 
actively manage strategy paradoxes and change route when needed. In other words, the 
list of available options above is not a passive checklist of solutions for specific issues, 
but instead provides a menu of available strategizing options that can be dynamically 
applied. It should be kept in mind, however, that being able to effectively manage strategy 
paradoxes is not a goal in itself. For strategists, this capability is a necessary means to 
managing paradoxes and creating an advantage over competitors. Ultimately, the desired 
outcome of managing paradoxes is to outperform competitors.
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deVeLOPINg aN INterNatIONaL PerSPeCtIVe

Every man takes the limits of his own field of vision for the limits of the world.
Arthur Schopenhauer (1788–1860); German philosopher

In a highly integrated world economy in which many firms operate across national 
boundaries, strategy is by nature an international affair. Some theorists ignore the 
international arena as irrelevant, uninteresting or too complex, but most theorists, 
particularly those interested in strategy content, acknowledge the importance of the 
international context and write extensively on international competition and global 
strategy. In this book there has been a strong preference to include those authors who 
explicitly place their arguments within an international setting. Gaining an international 
perspective is greatly enhanced by reading works that do not take a domestic arena as their 
default assumption.

To further accentuate the international angle of this book, the international context has 
been singled out for a closer look in Chapter 12. In this chapter, the conflicting views about 
developments in the international context will be debated. This, too, should challenge 
readers to take an international perspective.

However, despite all this attention paid to the international competitive arena, 
internationalizing companies, cross-border strategies and global products, few authors in the 
strategy field explicitly question whether their own theories can be globally standardized. 
Most fail to wonder whether their theories are equally applicable in a variety of national 
settings. It is seldom asked whether they base themselves on universally valid assumptions, 
or if they have been severely limited by their domestic ‘field of vision’. Yet, there is a very 
real danger that theories are based on local assumptions that are not true or appropriate in 
other nations – a threat that could be called ‘think local, generalize global’.

Developing an international perspective requires strategists to guard against the 
indiscriminate export of domestically generated strategy theories across international 
borders. For international strategists it is important to question whether theories ‘travel’ as 
well as the companies they describe. Unfortunately, at the moment, strategizing managers 
have little to base themselves on. There has been only a modest amount of international 
comparative research carried out in the field of strategy. National differences in strategic 
management practices and preferences have occasionally been identified, but in general the 
topic has received little attention. In practice, the international validity of locally formulated 
strategy theories has gone largely unquestioned in international journals and forums.

Although there is still so little published material to go on, in this book readers 
will be encouraged to question the international limitations of strategy theories. 
Furthermore, they will be challenged to question whether certain strategy perspectives 
are more popular or appropriate in some countries than in others. To point readers in the 
right direction, in each chapter a subsection is presented that places the strategy topic 
being debated in an international perspective. In these subsections it will be argued 
that the strategy paradoxes identified in this book are fundamentally the same around 
the world, but that there might be international differences in how each paradox is 
coped with. Strategy perspectives and theories might be more predominant in particular 
countries because they are based on certain assumptions about dealing with the 
strategy paradoxes that are more suitable to the national context. In each ‘international 
perspective’ subsection, a number of factors are discussed that might cause national 
differences in strategy styles.
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Using the cases
An additional way of gaining an international perspective is by trying to employ the 
strategy perspectives in a variety of national settings. It is especially when trying to deal 
with concrete strategic problems on an international stage that the limitations of each 
theory will become more apparent. For this reason, a large number of cases have been 
included in this book from many different countries. In each case, readers are encouraged 
to evaluate the specific national circumstances in which the problem situation is embedded 
and to question whether the national context will have an influence on the validity or 
appropriateness of the various strategy theories and perspectives.

The cases have been selected to cover a wide variety of countries and industries. 
Furthermore, they have been chosen for their fit with a particular chapter. Each of the 
chapters in this book has two corresponding cases in which the paradox under discussion 
is prominently present. One case per chapter is relatively lengthy and has been included 
in Section V of this book. The short case for each chapter has been inserted as an exhibit 
into the main text. In each case readers will encounter the fact that grappling with strategy 
paradoxes in ‘practice’ is just as difficult as dealing with them in ‘theory’.

dISNey: IS MagIC BaCK IN 
tHe MOuSe HOuSe?
It is little known that the world’s most famous mouse 
used to be a bunny. The main character in Walt 
Disney’s first cartoon was a creature named ‘Oswald 
the Lucky Rabbit’, but after Disney was cheated 
out of his copyrights, he modified the ears and 
renamed him Mickey Mouse. What is more widely 
known is that Walt, together with his brother Roy, 
subsequently captured the attention of audiences 
around the world with Mickey in Steamboat Willie 
(1928), the first cartoon with synchronized sound.

After modest successes with such new characters 
as Goofy and Donald Duck, the business of Walt 
Disney Studios accelerated when it moved into 
full-length animated films, releasing blockbusters 
like Snow White and the Seven Dwarfs (1937), 
Pinocchio (1940) and Bambi (1942). Soon Disney 
discovered the lucrative merchandising business, 
licensing the use of Disney characters for such 
products as clothing, pencils and soda-cans. On 
the basis of this success, Disney branched out into 
TV programmes, film music and live-action movie 
productions. In 1955, Walt’s dream of creating a 
‘Magical Kingdom’ was realized, when Disneyland 
opened in Anaheim, California. After Walt’s death 
in 1966, Roy carried on to build Disney World in 
Orlando, Florida, completed just before he himself 
passed away in 1971.

While the empire the brothers left behind 
continued to entertain billions of children and 
adults across the world, the creative pipeline dried 
up completely. After the release of Walt’s last 
project, Jungle Book (1967), the Disney studios 
spent the 1970s looking for ways to emulate the 
founder’s magic, but without convincing results. 
By 1983, just 4 per cent of US moviegoers went to 
a Disney picture, and Disney felt the impact of a 
15-year drought of hit movies in declining sales of 
merchandise and deteriorating licensing income. In 
the same year, the Disney Channel was launched in 
the US, but failed to get off to a flying start. Making 
things worse, while Disney was incurring heavy 
costs to finish the Epcot Center at Disney World, the 
hordes that had initially swamped the theme parks 
were growing bored with Disney’s dingy image and 
visitor numbers began to dwindle.

To stem the tide, a new management team was 
hired in 1984, consisting of a brash young executive 
from Paramount Studios, Michael Eisner, who 
became CEO, and a level-headed operational man 
from Warner Brothers, Frank Wells, who took on the 
role of COO. The two worked together just like Walt 
and Roy had done, with the passionate and outspoken 
Eisner driving the creative process, and the stable 
and diplomatic Wells getting things organized. At 
Paramount, Eisner had produced hit movies such as 
Raiders of the Lost Ark and Grease, as well as the 
successful television shows Happy Days and Cheers.  

eXHIBIt 1.1 SHOrt CaSe
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He was known for his fanatical attention to detail, to 
the extent of reading scripts and selecting costumes. 
At Disney, he did the same, getting deeply involved 
in rejuvenating the film business. On the live-action 
movie side, Eisner and Wells redirected Disney 
towards lower budget productions, using promising 
scripts from less-established writers and recruiting 
actors who seemed near the end of their career. 
Through a new subsidiary, Touchstone Pictures, 
Disney also entered the attractive market for films 
aimed at the teen and young adult audience. With 
hits such as Good Morning Vietnam and Down and 
Out in Beverly Hills, Disney reached a 19 per cent 
US box office share by 1988, causing Eisner to 
comment that “nearly overnight, Disney went from 
nerdy outcast to leader of the popular crowd”. Later, 
Disney was responsible for successes such as Pretty 
Woman (1990) and Pulp Fiction (1994) – the latter 
made by Miramax, an avant-garde movie studio 
Disney had acquired a year before.

The animation part of the business was also 
revitalized, with Disney investing in new animation 
technology and attracting fresh faces, in particular 
a new creative producer, Jeffrey Katzenberg. 
Eventually, this resulted in a series of highly 
successful films: The Little Mermaid (1989), Beauty 
and the Beast (1991), Aladdin (1992) and The Lion 
King (1994). To get the new movies in the limelight, 
alliances were formed with McDonald’s and Coca-
Cola to do promotional tie-ins. And to get spin-off 
merchandise flowing at greater volumes, Eisner 
moved beyond mere licensing, building up a global 
chain of Disney stores. Helped by a little luck, 
Disney also profited from the new home video trend 
that was sweeping the world. Not only could Disney 
release its new movies twice – first in the theatres 
and then on video – but it could also re-release a 
steady stream of classic pictures for home audiences.

In the theme park business, the major innovation 
spearheaded by Eisner and Wells was to make 
Disneyland and Disney World more appealing to 
adults. In 1989 the Disney-MGM Studios theme 
park was opened near Disney World, as well as the 
Pleasure Island nightlife complex. Based on the 
success of Tokyo Disneyland, which had opened in 
1983, Disney also built a theme park outside Paris, 
called Euro Disney in 1992. It turned out that while 
Japanese visitors appreciated an almost replica of 
Disneyland in Tokyo, European tastes were vastly 
different, requiring a long period of adaptation to 

the local market conditions and causing Euro Disney 
(later renamed Disneyland Resort Paris) to suffer 
significant losses during a number of years.

Then, in 1994, Frank Wells was killed in a 
helicopter crash, Eisner had bypass heart surgery, 
and a period of boardroom infighting commenced, 
leading to the high profile departure of the studio 
head, Katzenberg, who later teamed up with Steven 
Spielberg and David Geffen to found the new 
independent film company DreamWorks SKG. 
Other executives also left, pointing to Eisner’s 
overbearing presence. “People get tired of being 
second guessed and beaten down”, a former studio 
executive remarked. “When people came out of 
Michael’s office wounded, Frank was the emergency 
room”, another Disney insider reported to Fortune. 
But with Wells gone, there was no one to soothe 
bruised egos. Eisner viewed the situation differently: 
“I’ve never had a problem with anybody who was 
truly talented … This autonomy crap? That means 
you’re off working alone. If you want autonomy, be 
a poet.”

In 1996, Eisner made his biggest move yet, 
acquiring Capital Cities/ABC for US$19.6 billion. 
This deal included the ABC Television Network 
(distributing to 224 affiliated stations), the ABC 
Radio Networks (with 3400 radio outlets) and an 80 
per cent share of ESPN, a sports-oriented network, 
which includes various cable channels and radio 
stations. Ironically, Eisner had previously worked 
for ABC as daytime programmer, and felt that 
he had a lot to add to ABC: “I would love, every 
morning, to go over and spend two hours at ABC. 
Even though my children tell me that I am in the 
wrong generation and I don’t get it any more, I 
am totally convinced that I could sit with our guys 
and make ABC No. 1 in two years.” The opposite 
happened: ABC quickly fell to last place, where it 
lingered for almost ten years.

After Katzenberg’s departure, Disney’s animation 
track record took a turn for the worse – Pocahontas 
(1995) and Tarzan (1999) performed decently, although 
soaring costs made them only mildly profitable. Other 
features, such as Atlantis (2001), Treasure Island 
(2002) and Home on the Range (2004), were box 
office fiascos. Disney’s real animation successes 
came from their deal with Pixar, an independent 
studio specializing in computer-generated animations, 
owned by Apple CEO, Steve Jobs. Co-productions like 
Toy Story (1995), Monsters Inc. (2000) and Finding  
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Nemo (2003), were hits in the cinemas and on DVD. In 
the area of live-action films, Katzenberg’s replacement 
Joe Roth scrapped the policy of setting a ‘financial 
box’ within which the creatives had to operate, leading 
to bigger budgets, big names and big special effects – 
and just a few too many big disasters. Illustrative were 
Pearl Harbor (2001) and Gangs of New York (2002), 
both with immense production budgets, yet unable to 
live up to their promise. The result was a high market 
share for Disney films, but profitability hovering 
precariously just above zero.

Although Eisner had taken Disney from US$1.5 
billion in revenues in 1984 to US$30 billion 20 years 
later, a revolt broke out among shareholders, led by 
Walt’s nephew Roy Disney and director Stanley Gold. 
They lambasted Eisner’s perceived arrogance and 
inability to foster creativity, calling for his resignation. 
Eventually, Eisner decided to step down, whereupon 
the board appointed Eisner’s right-hand man and 
company president since 2000, Bob Iger, to the 
position of CEO in 2005. Although Gold called Iger 
‘a modest man with a lot to be modest about’, the new 
CEO was a popular choice among ‘Mouseketeers’, 
because of his calm demeanour and team player 
mentality.

Iger immediately disbanded the strategic 
planning department at corporate headquarters in 
Burbank, California, which was held responsible for 
blocking many of the divisions’ strategic initiatives. 
Instead, Iger gave the heads of the four divisions – 
Studio Entertainment (films), Parks and Resorts, 
Media Networks (TV and radio) and Consumer 
Products (merchandising) – more autonomy to make 
decisions, while at the same time keeping Eisner’s 
emphasis on leveraging Disney characters across 
all activities. Iger also mended relationships with 
Stanley Gold and Roy Disney, asking the latter to 
join the board of directors as consultant. A surprised 
Gold remarked: ‘He’s got the company working like 
a team again. It’s very impressive.’

Relations with Katzenberg and DreamWorks 
were also restored, leading to further cooperation, 
but most importantly Iger was able to defuse the 
tense relationship with Pixar’s owner, Steve Jobs. 
As the six-year co-production agreement with Pixar 
was about to end, Iger needed to find some way to 
continue the partnership, since Pixar’s films were 
responsible for more than half of Disney’s studio 
profits. The solution turned out to be a classic win-
win, with Disney purchasing Pixar for US$7.4 billion 

in Disney shares, while bringing in Steve Jobs as 
board member. Part of the deal was that Pixar’s 
president, Ed Catmull, and its top creative executive, 
John Lasseter, would take over Disney’s struggling 
animation studios. Furthermore, Disney would work 
together more closely with Apple in making premium 
content available through Apple’s iTunes stores.

Disney’s  financial  resul ts  were fur ther 
strengthened by a renaissance at ABC, where hit 
shows like Lost, Desperate Housewives, Grey’s 
Anatomy and Ugly Betty helped catapult the 
network to a leading position. Significant growth 
was also achieved at the Disney Channel, where the 
traditional focus on the very young was broadened 
to include ‘tweens’, nine to 14-year-olds, offering 
them shows like Hannah Montana and High School 
Musical. Not only did these programmes attract a 
whole new audience, but they led to a wave of new 
merchandising opportunities. Although Disney once 
again proved to possess talent for making money by 
exploiting its franchises, its portfolio was still lacking 
those that appealed to the male tween audience.

In order to fill this gap, Disney purchased the 
comic-book publisher Marvel Entertainment for 
US$4.2 billion. Unfortunately, the barrel of the 
comic-book publisher was not as full as it could 
have been; various media competitors already had 
the most famous characters contracted, with Spider-
Man, X-Men and the Hulk bound respectively to 
Sony, News Corporation and Universal. Although 
Disney received revenue from projects involving 
these characters, profiting from highly successful 
movies such as Iron Man 2 (2010) and Thor 
(2011), for Disney it was only a matter of time 
before the contracts would run out and it acquired 
them exclusively. It proved well worth the wait. 
Marvel linked the superhero movies into a single 
‘cinematic universe’, leading up to events in the 
Avengers movies, which proved extremely lucrative. 
All four Avengers movies – Marvel’s The Avengers 
(2012), Avengers: Age of Ultron (2015), Avengers: 
Infinity War (2018), and Avengers: Endgame (2019) 
respectively – made it into the top ten highest 
grossing films of all time, their box office results 
ranging from US$1.4 billion to US$2.8 billion. 
Disney is making good use of the Marvel takeover 
in other ways too: television series based on popular 
Marvel characters debuted on the boy-focused 
Disney XD channel with the creation of the Marvel 
Universe block.
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Considering Pirates of the Caribbean had been 
the only highly leverageable movie hit Disney had 
for quite some years, Iger was eagerly looking for 
new themes around which to build Disney synergies. 
He not only found this in Marvel, but also eyeballed 
Lucasfilm, the company responsible for such hits as 
Star Wars and Indiana Jones. Both had a history of 
collaborating on attractions based on these franchises 
for Disneyland parks, but the cooperation only went 
so far. George Lucas, owner of Lucasfilm, considering 
his retirement, needed someone capable of handling 
his franchises, while ensuring enduring quality 
and providing the creators with a certain degree of 
freedom. He found this in Iger, who had previously 
handled the acquisition of Pixar well. For a stellar 
US$4.1 billion, Lucasfilm became a subsidiary of 
Disney. Similar to the Pixar deal, George Lucas was 
welcomed as a board member and future films would 
be co-branded with both the Disney and Lucasfilm 
names. Disney aims to ensure its investment was 
a solid business decision and Star Wars VII: The 
Force Awakens proved the company right. With box 
office results of a stellar US$2.07 billion, the seventh 
iteration in the Star Wars series can call itself the 
fourth-highest grossing film of all time.

Yet, peace is not restored in the Disney galaxy, as 
Iger has plenty of strategic issues to deal with. One 
key strategic challenge for him is to continue to reap 
the synergies between the divisions, by taking movie 
characters to television, the internet, theme parks, 
merchandise and Disney stores. The company now 
has more than ten of these ‘franchises’, ranging from 
Mickey Mouse to Frozen, Disney Fairies and Pirates 
of the Caribbean, that it tries to leverage, but the 
question is how to reap synergies without creating a 
complex organizational structure and reducing each 
division’s freedom to set its own strategy. Throwing 
in Marvel, Lucasfilm, and the recently acquired 21st 
Century Fox, only reinforces the need for Disney to 
get this right.

Another challenge is internationalization, which 
Iger has set high on his priority list. If Disney wants 
to break into non-US markets in a big way, can it 
do so by leveraging its franchises across borders or 
must Disney go local, developing local movies and 
characters? With more or less standardized theme 
parks in Tokyo, Paris and Hong Kong (2005), and 
resorts in a variety of locations, there is much to be 
said for sticking to global franchises. Yet, emerging 
markets like China, Russia, India and Brazil might 

be too diverse to cover successfully with globally 
standardized wares. Shanghai Disney Resort, which 
opened in June 2016 and is costumed to serve 
the taste of China, might be able to indicate what 
direction is best for Disney. Though Iger is eager to 
call the park an unmitigated success already, 2018’s 
relatively low attendance forced Shanghai Disney 
Resort to temporarily lower ticket prices.

Disney’s future in interactive media is another 
uncertainty. Disney’s gaming division lost US$1.4 
billion between fiscal year 2008 to 2013. The 
division was overhauled in 2014, when it fired one-
quarter of the employees, decreased the number of 
games in development and shifted to cater more for 
the mobile market. Revenues returned to the black, 
but Disney nevertheless continued to prove overly 
zealous. Disney Infinity, in which plastic toys of 
familiar characters can be bought and used in-game, 
crushed its competitors in terms of sales, but barely 
managed to break even. High inventory reserves of 
the figurines were met with lower unit sales volume. 
In other words, Disney kept releasing more toys that 
ended gathering dust on store shelves. Two million 
figures of the Hulk were produced, while only a 
million of them left stores.

Even before Disney finally closed its game 
division in 2016, the company handed out licenses 
to other studios to develop games on its behalf. 
However, licensing does not come without risks. 
Electronic Arts, the publisher given the license 
to make Star Wars games, has not delivered 
unmitigated successes. Star Wars Battlefront II 
received mixed reviews and was subject to criticism 
regarding substantial gameplay advantages if 
players were willing to pay extra for randomized 
‘loot boxes’, a model akin to gambling. Electronic 
Arts’ response on Reddit on the subject became the 
most downvoted comment in the site’s history. Iger 
has stated that the Star Wars deal with Electronic 
Arts still works well for both parties, but does the 
gaming community agree and will it re-open wallets 
for the next Star Wars game?

Probably Iger’s biggest challenge, however, 
is to keep Disney’s heart and soul fresh – its film 
business. With the movie industry suffering from 
tough times in which people buy fewer physical 
copies of movies, be it on DVD or Blu-ray Disc, 
and cinema success limited to familiar franchises, 
Disney places fewer daring bets. Thus far that has 
proven successful, with Disney’s highly successful 
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INtrOduCtION tO tHe readINgS

Unless a variety of opinions are laid before us, we have no opportunity of 
selection, but are bound of necessity to adopt the particular view which may 
have been brought forward. The purity of gold cannot be ascertained by a single 
specimen; but when we have carefully compared it with others, we are able to 
fix upon the finest ore.
Herodotus (5th century BC); Greek historian

In the following 11 chapters the readings will represent the different points of view in 
the debate. The readings will ‘lay the variety of opinions before us’. However, in this 
opening chapter there is no central debate. Therefore, three readings have been selected 
that provide a stimulating introduction to the topic of strategy, or reinforce some of the 
arguments made in the preceding pages. Here, each of the readings is briefly introduced 
and its relevance for the discussion is highlighted.

The opening reading, ‘Complexity: The Nature of Real World Problems’, is the first 
chapter of Richard Mason and Ian Mitroff’s classic book, Challenging Strategic Planning 
Assumptions. This extract has been selected for this chapter to serve as an introduction to 
the complex nature of the strategic problems addressed in this book. Mason and Mitroff’s 
main argument is that most strategic problems facing organizations are not ‘tame’ – that 
is, they are not simple problems that can be separated and reduced to a few variables and 
relationships, and then quickly solved. Strategic problems are usually ‘wicked’: strategists 

live-action remakes of classics in the shape of Jungle 
Book (2016) and Beauty and the Beast (2017), and 
Marvel’s superhero movies consistently raking in 
hundreds of millions at box offices worldwide. 
Pixar also plays the safe card, focusing its resources 
mostly on sequels. For every phenomenal Inside Out 
(2015) and Coco (2017), there is a Finding Dory 
(2016), Cars 3 (2017), The Incredibles 2 (2018), 
and Toy Story 4 (2019). How many sequels and 
remakes can Disney churn out before they start to 
bore audiences? By putting only cash cow eggs in 
its basket, Disney might not be able to guarantee 
quality in the long run.

The way audiences consume shows and movies 
has also rapidly changed over the last decade. 
Netflix, Amazon Prime, HBO and Hulu all fight 
for a piece of the streaming pie. In November 2019, 
Disney launched a competitor of its own: Disney+. 
With a competitive price point of US$6.99 a month, 
Disney+ is the home for all theatrical Disney movies, 
as well as original series produced for the service, 
such as Star Wars spin-off The Mandalorian and a 
What if Marvel series. Whether Disney can make an 

offer customers cannot refuse and take users away 
from market leader Netflix’s 140 million subscribers 
worldwide, or whether Disney+ is a matter of too 
little, too late, remains to be seen.

Bob Iger extended his contract to remain CEO 
through December 2021, ensuring he has enough 
time to unleash more magic in the Mouse House. 
He has proven to be able to do so, and it is a task 
the company and shareholders now happily entrust 
him with. But if Iger fails to make the right strategic 
decisions, the clock might strike 12 and the magic 
will be over.

Co-authors: Casper van der Veen and Wester Wagenaar
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are faced with situations of organized complexity in which problems are complicated and 
interconnected, there is much uncertainty and ambiguity, and they must deal with opposing 
views and conflicting interests. Therefore, strategic problems have no clearly identifiable 
correct solutions, but must be tackled by debating the alternatives and selecting the most 
promising option. Mason and Mitroff call on strategists to systematically doubt the value 
of all available solutions and to employ dialectics – which is exactly the approach taken 
in this book. In the context of this chapter, the most important message that Mason and 
Mitroff have is that the variety of opinions might make things more complex, but is also a 
useful resource for finding better quality solutions.

The second reading is a 2005 Organizational Science article by Wendy Smith and 
Michael Tushman: ‘Managing Strategic Contradictions’. The original article combines 
insights on several strategy topics in this book, such as strategic innovation, strategizing 
and strategic leadership; however, its main purpose in this chapter is to discuss why 
strategists should engage in managing strategic contradictions. The authors, both from 
Harvard Business School, represent the philosophy of this book well.

The last reading, ‘Cultural Constraints in Management Theories’ by Geert Hofstede, 
has been selected to sow seeds of further doubt about the universal validity of strategic 
management theories. Hofstede is one of the most prominent cross-cultural researchers 
in the field of management and is known, in particular, for his five dimensions for 
measuring cultural traits. In this reading he briefly describes the major characteristics of 
management in Germany, Japan, France, Holland, South-East Asia, Africa, Russia and 
China, contrasting them all to the United States, to drive home his point that management 
practices differ from country to country depending on the local culture. Each national style 
is based on cultural characteristics that differ sharply around the world. Hofstede argues 
that theories are formulated within these national cultural contexts, and thus reflect the 
local demands and predispositions. Therefore, he concludes that universal management 
theories do not exist – each theory is culturally constrained. If Hofstede is right, this 
re-emphasizes the necessity to view strategic management and strategy theories from an 
international perspective. Readers must judge which strategy approach is best suited to the 
national circumstances with which they are confronted.

READING

1.1
Complexity: The nature of real  
world problems
By Richard Mason and Ian Mitroff  1

T ry a little experiment. Make a short list of the 
major problems or issues facing policymakers in 

the world today. Now take your list and arrange it as 
a matrix like the one in Figure 1.1.1. For each element 
in the matrix ask yourself the following question: Is 
the solution to one problem (the row problem) in any 
way related to the solution of the other problem (the 
column problem)? If the answer is yes, place a check 
mark at the point where the row and column intersect; 
otherwise leave it blank. When you have completed 

the process, review the matrix and count the number of 
blanks. Are there any?

‘Not fair!’ you may say. ‘There were a lot of check 
marks in my matrix because many of these world 
problems are linked together.’ World problems involve 
all nations. One would not expect to get the same result 
if the focus was, say, on one’s company, city, family, 
or personal life. Really? Try it and see. Recently, 
several managers at a major corporation tried this little 
experiment as part of a strategic planning effort.

1Source: This article was adapted from Chapter 1 of R. Mason and I. Mitroff, Challenging Strategic Planning Assumptions, © John Wiley & 
Sons, Inc. 1981. This material is used by permission of John Wiley & Sons, Inc.
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Among the issues and problem areas they identified 
were the following:

 ■ Satisfy stockholder dividend and risk requirements.

 ■ Acquire adequate funds for expansion from the 
capital markets.

 ■ Ensure a stable supply of energy at reasonable 
prices.

 ■ Train a corps of middle managers to assume more 
responsibility.

 ■ Develop a marketing force capable of handling new 
product lines.

The managers found that all of these problems and 
issues were related to each other. Some were only 
related weakly, but most were related quite strongly. 
Repeated attempts in other contexts give the same result: 
basically, every real world policy problem is related to 
every other real world problem. This is an important 
finding. It means that every time a policymaker 
attempts to solve a particular policy problem he or 
she must consider its potential relationship with all 
other problems. To do this one must have both a 
comprehensive set of concepts for dealing with any 
policy and a rich set of tools for acquiring the holistic 
information needed to guide policy making.

Characteristics of complexity

There are several characteristics of policy making that 
the foregoing little experiment is intended to illustrate:

 ■ Any policy-making situation comprises many 
problems and issues.

 ■ These problems and issues tend to be highly 
interrelated. Consequently, the solution to one problem 
requires a solution to all the other problems. At the 
same time, each solution creates additional dimensions 
to be incorporated in the solutions to other problems.

 ■ Few, if any, problems can be isolated effectively for 
separate treatment.

These are the characteristics of complexity. Complexity 
literally means the condition of being tightly woven or 
entwined together. Most policymakers find that the 
problems they face today are complex in this sense. 
Moreover, almost all of today’s problems seem to be 
getting more plentiful and complex.

There is an especially vexing aspect of complexity 
as it presents itself to policymakers. It is organized. As 
we have seen in the little experiment, there tends to be 
an illusive structure underlying problems that gives 
pattern and organization to the whole. Organization is 
usually considered the route to the solution of a complex 
problem. In reality, however, organization in complexity 
can become an insurmountable barrier to the solution 
of a problem. This is the major challenge to real world 
problem solving because we have very few intellectual 
tools for coping with ‘organized complexity.’

The tools we have available seem to work best 
on simple problems, those that can be separated and 
reduced to relatively few variables and relationships. 
These problems of simplicity usually have a one-
dimensional value system or goal structure that guides 
the solution. Three factors – separability, reducibility, 
and one-dimensional goal structure – mean that simple 
problems can be bounded, managed, and, as Horst 
Rittel (1972) puts it, ‘tamed.’
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Ironically, problems of the utmost complexity 
can also be tamed as long as the complexity is 
‘disorganized.’ That is, whenever the number of 
variables is very large and the variables are relatively 
disconnected, the problem can be tamed with the 
elegant simplicity of statistical mechanics. For 
example, there is no known way of predicting how 
a given individual will vote on a political candidate. 
However, using polling procedures and statistical 
techniques it is possible to predict with a fair degree 
of confidence how an entire population of voters 
will vote. Similarly, it is difficult to predict whether 
a given customer will purchase a new product or 
not. However, using market research methods, a 
fairly good estimate can be made of a new product’s 
potential market share.

Perhaps one of the greatest insights of the 20th 
century is the discovery that when a problem 
situation meets the condition for random sampling 
– many individual elements exhibiting independent, 
probabilistic behaviour – there is a potential statistical 
solution to the problem. In short, disorganized 
complexity can generally be tamed by statistical 
means.

One place where the assumption of disorganized 
complexity has proven invaluable in the past is in 
the actuarial sciences. Today, however, the insurance 
industry is discovering that many of the risks once 
assumed to be reasonably independent and hence 
analysable according to standard actuarial methods 
are no longer so. People, organizations and facilities 
have become more tightly woven together over wider 
geographical areas. Consequently, the probabilities of 
death, accident, fire, or disaster on which the risks and 
premiums are based are no longer as straightforward 
as they once were. The result is that the statistical 
methods that applied under conditions of disorganized 
complexity have become less reliable as the system has 
become more organized.

The great difficulty with connected systems of 
organized complexity is that deviations in one element 
can be transmitted to other elements. In turn, these 
deviations can be magnified, modified and reverberated 
so that the system takes on a kind of unpredictable 
life of its own. Emery and Trist (1965) refer to this 
condition as ‘environmental connectedness’ and 
have labelled this type of environment the ‘turbulent’ 
environment.

Emery and Trist cite an interesting case to illustrate 
the nature of environmental connectedness and the 
great difficulties it presents to policymakers. In Great 
Britain after World War II, a large food canning 
company began to expand. Its main product was a 

canned vegetable – a staple in the English diet. As part 
of the expansion plan, the company decided to build 
a new, automated factory, requiring an investment of 
several million pounds sterling. For over a decade 
the company had enjoyed a 65 per cent market share 
for their product line and saw no reason for this 
strong market position to deteriorate. Given this large 
volume, the new plant offered the ‘experience curve’ 
advantages of economies to scale and made possible 
the long production runs required to meet the demand 
from the traditional market.

After ground was broken, but well before the 
factory was completed, a series of seemingly detached 
and isolated socioeconomic events occurred. These 
relatively insignificant events were to change the 
destiny of the company. Taken collectively, they 
rendered the factory economically obsolete and 
threw the corporate board of directors into a state of 
turmoil. The scenario of events went something like 
this. Due to the release of wartime controls on steel 
strip and tin, a number of new small firms that could 
economically can imported fruit sprang up. Initially, 
they in no way competed directly with the large 
vegetable canner. However, since their business was 
seasonal, they began to look for ways to keep their 
machinery and labour employed during the winter. 
Their answer came from a surprising source – the 
US quick-frozen food industry. The quick-freezing 
process requires a substantial degree of consistency 
in the crop. This consistency is very difficult to 
achieve. However, it turned out that large crops of 
the vegetable were grown in the United States and 
a substantial portion of US crops was unsuitable 
for quick freezing (a big industry in the United 
States) but quite suitable for canning. Furthermore, 
American farmers had been selling this surplus crop 
at a very low price for animal feed and were only too 
happy to make it available at an attractive price to the 
small canners in the United Kingdom. The canners 
jumped at the opportunity and imported the crop. 
Using off-season production capacity they began to 
offer a low-cost product in the large canner’s market. 
The small canners’ position was further strengthened 
as underdeveloped countries began to vie with the 
United States in an effort to become the cheapest 
source of supply for the crop.

These untimely events in the large canner’s supply 
market were compounded by events in its product 
market. Prior to the introduction of quick-freezing, 
the company featured a high quality, higher price 
premier brand that dominated the market. This market 
advantage, however, was diminished by the cascading 
effect of several more unpredictable events. As the 
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scenario unfolded the quick-frozen product captured 
the high quality strata of the market, a growing 
dimension due to increased affluence. The smaller 
canners stripped off the lower price layers of the 
market, aided in part by another seemingly unrelated 
development in retailing – the advent of supermarkets. 
As supermarkets and large grocery chains developed, 
they sought to improve their position by establishing 
their own in-house brand names and by buying in bulk. 
The small canner filled this need for the supermarket 
chains. Small canners could undercut the price of the 
manufacturer’s brand product because they had low 
production costs and almost no marketing expenses. 
Soon supermarket house brands (which had accounted 
for less than 1 per cent of the market prior to the war) 
became the source of 50 per cent of the market sales. 
The smaller canners were the benefactors of almost all 
of this growth.

As a result, the company’s fancy new automated 
factory was totally inappropriate for the current market 
situation. The company’s management had failed 
to appreciate that a number of outside events were 
becoming connected with each other in a way that 
was leading up to an inevitable general change. They 
tried desperately to defend their traditional product 
lines, but, in the end, this was to no avail. After a series 
of financial setbacks, the company had to change its 
mission. It reemerged several years later with a new 
product mix and a new identity. Management had 
learned the hard way that their strategy problems 
were neither problems of simplicity nor problems 
of disorganized complexity. They were problems of 
organized complexity.

Many corporate policy planning and strategy 
issues exhibit this property of organized complexity. 
The vegetable canning company’s automated 
plant decision clearly was made under conditions 
of organized complexity. Pricing problems also 
frequently display this characteristic. Recently, a 
large pharmaceutical firm addressed the seemingly 
simple problem of setting a price for its primary 
drug l ine.  The company’s management soon 
learned, however, that there was an intricate web 
of corporate relationships woven around this one 
decision. Below the surface there was a structure 
of complex relationships between the firm’s drug 
pricing policy and physicians, pharmacists, patients, 
competitors, suppliers, the FDA and other parties. 
These relationships organized the complexity of the 
firm’s pricing decision problem. Purely analytical or 
statistical methods were rendered inappropriate.

‘Wicked’ problems

Today, few of the pressing problems are truly 
problems of simplicity or of disorganized complexity. 
They are more like the problems described in the 
illustrative cases above and the ones we uncovered 
in our little experiment: problems of organized 
complexity. These problems simply cannot be tamed 
in the same way that other problems can. For this 
reason Rittel refers to these problems of organized 
complexity as ‘wicked’ problems. Wicked problems 
are not necessarily wicked in the perverse sense of 
being evil. Rather, they are wicked like the head of 
a hydra. They are an ensnarled web of tentacles. The 
more you attempt to tame them, the more complicated 
they become.

Rittel (1972) has identified several characteristic 
properties of wicked problems that distinguish them 
from tame problems. These properties are:

 1 Ability to formulate the problem

a Tame problems can be exhaustively formulated 
and written down on a piece of paper.

b Wicked problems have no definitive formulation.

 2 Relationship between problem and solution

a Tame problems can be formulated separately 
from any notion of what their solution might be.

b Every formulation of a wicked problem 
corresponds to a statement of solution and 
vice versa. Understanding the problem is 
synonymous with solving it.

 3 Testability

a The solution to a tame problem can be tested. 
Either it is correct or it is false. Mistakes and 
errors can be pinpointed.

b There is no single criteria system or rule that 
determines whether the solution to a wicked 
problem is correct or false. Solutions can only 
be good or bad relative to one another.

 4 Finality

a Tame problems have closure – a clear solution 
and ending point. The end can be determined 
by means of a test.

b There is no stopping rule for wicked problems. 
Like a Faustian bargain, they require eternal 
vigilance. There is always room for improvement. 
Moreover, since there is neither an immediate 
nor ultimate test for the solution to the problem, 
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one never knows when one’s work is done. As a 
result, the potential consequences of the problem 
are played out indefinitely.

 5 Tractability

a There is an exhaustive list of permissible 
operations that can be used to solve a tame 
problem.

b There is no exhaustive, enumerable list of 
permissible operations to be used for solving a 
wicked problem.

 6 Explanatory characteristics

a A tame problem may be stated as a ‘gap’ 
between what ‘is’ and what ‘ought’ to be and 
there is a clear explanation for every gap.

b Wicked problems have many possible 
explanations for the same discrepancy. 
Depending on which explanation one chooses, 
the solution takes on a different form.

 7 Level of analysis

a Every tame problem has an identifiable, 
certain, natural form; there is no need to 
argue about the level of the problem. The 
proper level of generality can be found for 
bounding the problem and identifying its root 
cause.

b Every wicked problem can be considered 
as a symptom of another problem. It has 
no identifiable root cause; since curing 
symptoms does not cure problems, one is 
never sure the problem is being attacked at 
the proper level.

 8 Reproducibility

a A tame problem can be abstracted from the real 
world, and attempts can be made to solve it 
over and over again until the correct solution is 
found.

b Each wicked problem is a one-shot operation. 
Once a solution is attempted, you can never 
undo what you have already done. There is no 
trial and error.

 9 Replicability

a The same tame problem may repeat itself many 
times.

b Every wicked problem is essentially unique.

 10 Responsibility

a No one can be blamed for failing to solve a 
tame problem, although solving a tame problem 
may bring someone acclaim.

b The wicked problem solver has ‘no right to 
be wrong’. He is morally responsible for what 
he is doing and must share the blame when 
things go wrong. However, since there is 
no way of knowing when a wicked problem 
is solved, very few people are praised for 
grappling with them.

Characteristics of wicked problems. Most policy 
planning and strategy problems are wicked problems of 
organized complexity. These complex wicked problems 
also exhibit the following characteristics:

1 Interconnectedness. Strong connections link each 
problem to other problems. As a result, these 
connections sometimes circle back to form feedback 
loops. ‘Solutions’ aimed at the problem seem 
inevitably to have important opportunity costs and 
side effects. How they work out depends on events 
beyond the scope of any one problem.

2 Complicatedness .  Wicked  problems have 
numerous important elements with relationships 
among them, including important ‘feedback loops’ 
through which a change tends to multiply itself or 
perhaps even cancel itself out. Generally, there are 
various leverage points where analysis and ideas 
for intervention might focus, as well as many 
possible approaches and plausible programmes 
of action. There is also a likelihood that different 
programmes should be combined to deal with a 
given problem.

3 Uncertainty. Wicked problems exist in a dynamic 
and largely uncertain environment, which creates 
a need to accept risk, perhaps incalculable risk. 
Contingency planning and also the flexibility to 
respond to unimagined and perhaps unimaginable 
contingencies are both necessary.

4 Ambiguity. The problem can be seen in quite 
different ways, depending on the viewer’s personal 
characteristics, loyalties, past experiences, and even 
on accidental circumstances of involvement. There 
is no single ‘correct view’ of the problem.

5 Conflict. Because of competing claims, there is 
often a need to trade off ‘goods’ against ‘bads’ 
within the same value system. Conflicts of interest 
among persons or organizations with different or 
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even antagonistic value systems are to be expected. 
How things will work out may depend on interaction 
among powerful interests that are unlikely to enter 
into fully cooperative arrangements.

6 Societal constraints. Social, organizational and 
political constraints and capabilities, as well as 
technological ones, are central both to the feasibility 
and the desirability of solutions.

These characteristics spell  difficulty for the 
policymaker who seeks to serve a social system by 
changing it for the better. Policymakers must choose 
the means for securing improvement for the people 
they serve. They must design, steer and maintain 
a stable social system in the context of a complex 
environment. To do this, they require new methods 
of real world problem-solving to guide their policy-
making activities. Otherwise, they run the risk of 
setting their social systems adrift.

Implications for policy making. The wicked 
problems of organized complexity have two major 
implications for designing processes for making 
policy:

1 There must be a broader participation of affected 
parties, directly and indirectly, in the policy making 
process.

2 Policy making must be based on a wider spectrum 
of information gathered from a larger number of 
diverse sources.

Let us consider each of these implications in turn. 
The first implication indicates that policy making is 
increasingly becoming a political process; political 
in the sense that it involves individuals forming into 
groups to pursue common interests. Turn again to the 
results of the little experiment conducted at the outset 
of this chapter. You will find that in almost every case 
there are a variety of individual interests at stake in 
each problem area cited. Furthermore, one of the major 
factors creating the linkages between problem areas – 
organizing their complexity – is the number of diverse 
individual interests that cut across problem areas. 
Individuals are part of the problem and hence must be 
part of the solution.

This means that the raw material for forging 
solutions to wicked problems is not concentrated in 
a single head, but rather is widely dispersed among 
the various parties at stake. For any given wicked 

problem there is a variety of classes of expertise. 
Every affected party is an expert on some aspect of the 
problem and its solution. Furthermore, the disparate 
parties are bound together in a common venture. Thus 
some form of collective risk sharing is needed in order 
to deal effectively with the consequences of wicked 
problems. This suggests the need for a substantial 
degree of involvement in the policy-making process 
by those potentially affected by a policy in its 
formulation process. Effective policy is made with, 
or if adequate representation is present, for, but not at 
people. At least those involved should be able to voice 
their opinion on the relative goodness or badness of 
proposed solutions.

The diversity of parties at stake is related to the 
second implication. Since much of the necessary 
information for coping with wicked problems resides in 
the heads of several individuals, methods are needed to 
obtain this information from them and to communicate 
it to others. This means that as many of the different 
sources of information as possible must be identified. 
The relevant information must be obtained from each 
and stated in an explicit manner.

Contained in the minds of each participant in a 
wicked problem are powerful notions as to what is, 
what ought to be, why things are the way they are, 
how they can be changed, and how to think about 
their complexity. This represents a much broader 
class of information than is commonly used to solve 
problems of simplicity or of disorganized complexity. 
Also, this participant-based information is less likely 
to have been stated and recorded in a communicable 
form. Consequently, this information must be 
‘objectified’ – explicitly, articulated – so that the 
basis for each party’s judgements may be exchanged 
with others. Objectification has the advantages of 
being explicit, providing a memory, controlling 
the delegation of judgements, and raising pertinent 
issues that might have been ignored otherwise. It also 
stimulates doubt.

To be in doubt about a piece of information is to 
withhold assent to it. Given the range of diverse 
information that characterizes a wicked problem, 
participants in the policy-making process are well 
advised to develop a healthy respect for the method 
of doubt. In dealing with problems of organized 
complexity one should start with Descartes’ rule: ‘The 
first precept was never to accept a thing as true until I 
knew it was such without a single doubt.’ This does not 
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mean that one should be a ‘nay sayer’ or a permanent 
sceptic. To do so would impede responsible action that 
must be taken. What it does imply is that one should 
withhold judgement on things until they have been 
tested.

All problem-solving methods presuppose some 
form of guarantor for the correctness of their solutions. 
Problems of simplicity can be tested and solutions 
guaranteed by means of repeated solving, just as a 
theorem is proven in mathematics. This is because 
simple problems can be stated in closed form. The 
solutions to problems of disorganized complexity can 
be guaranteed within some stated confidence interval 
or degree of risk because the problems are statistical in 
nature. However, since there are no clearly identifiable 
correct solutions to problems of organized complexity, 
neither analytic nor statistical proofs can guarantee 
results. For solutions to wicked problems, the method 
of doubt is the best guarantor available.

Dialectics and argumentation are methods of 
systematizing doubt. They entail the processes of:

1 making information and its underlying assumptions 
explicit;

2 raising questions and issues toward which different 
positions can be taken;

3 gathering evidence and building arguments for and 
against each position;

4 attempting to arrive at some final conclusion.

Being fundamentally an argumentative process, these 
four processes are inherent to policy making. For 
every policy decision there are always at least two 
alternative choices that can be made. There is an 
argument for and against each alternative. It is by 
weighing the pros and cons of each argument that an 
informed decision can be reached. In policy making 
these processes of dialectics and argumentation are 
inescapable.

In addition to the need for participation by a variety 
of parties and the existence of diverse information 
sources, two other characteristics of wicked problems 
should be noted. One is that they must be dealt with in 
a holistic or synthetic way as well as in an analytic way. 
Two processes are necessary: to subdivide a complex 
problem into its elements and to determine the nature 
of the linkages that give organization to its complexity 
– the task of analysis; and to understand the problem as 
a whole – the task of synthesis. A critical dimension of 

wicked problems of organized complexity is that they 
must ultimately be dealt with in their totality. This calls 
for holistic thinking. Analysis is only an aid toward 
reaching a synthesis.

A second characteristic of these problems is that 
there is some form of latent structure within them. 
They are organized to some extent. Organization is not 
an all or nothing phenomenon. Consequently, systems 
thinking and methods can be used to gain better insight 
into the structural aspects of wicked problems.

Quest for new methods. The nature and 
implications of organized complexity suggest some 
new criteria for the design of real world problem-
solving methods. These criteria are:

1 Participative. Since the relevant knowledge 
necessary to solve a complex problem and also 
the relevant resources necessary to implement the 
solution are distributed among many individuals, the 
methods must incorporate the active involvement of 
groups of people.

2 Adversarial. We believe that the best judgement on 
the assumptions in a complex problem is rendered 
in the context of opposition. Doubt is the guarantor.

3 Integrative. A unified set of assumptions and 
a coherent plan of action are needed to guide 
effective policy planning and strategy making. 
Participation and the adversarial process tend 
to differentiate and expand the knowledge base. 
Something else is needed to bring this diverse but 
relevant knowledge together in the form of a total 
picture.

4 Managerial mind supporting. Most problem-
solving methods and computer aids focus on 
‘decision support systems,’ that is, on systems 
that provide guidance for choosing a particular 
course of action to solve a particular decision 
problem. Problems of organized complexity, as 
we have seen, are ongoing, ill structured, and 
generally ‘wicked.’ The choice of individual 
courses of action is only a part of the manager’s 
or policymaker’s need. More important is the 
need to achieve insight into the nature of the 
complexity and to formulate concepts and world 
views for coping with it. It is the policymaker’s 
thinking process and his or her mind that needs to 
be supported.
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Managing strategic contradictions
By Wendy K. Smith and Michael L. Tushman1

It is precisely the function of the executive to 
facilitate the synthesis in concrete action of the 
contradictory forces, to reconcile the concrete 
forces, instincts, interests, conditions, positions, 
and ideals.
(Barnard, 1968, p. 21).

The paradox of administration [involves] the 
dual searches for certainty and flexibility.
(Thompson, 1967, p. 150).

E ven with Thompson’s (1967) and Barnard’s 
(1968) early admonitions, effectively managing 

strategic contradiction has not been at the centre 
of organizational analysis. While Cameron and 
Quinn (1988) and Poole and Van de Ven (1989) have 
explicitly argued that firms must build capabilities to 
attend to contradictions, the theoretical and empirical 
work on building teams and architectures to manage 
these tensions has remained in our field’s periphery. 
However, contradictions abound. Firms are pressed 
to be both big and small, efficient and effective, and 
to operate in multiple time frames, as well as to be 
prospectors and analysers (Gavetti and Levinthal, 
2000; Miles and Snow, 1978). Similarly, senior teams 
are pressed to search both forward and backward, to 
be both flexible and focused, and to both learn and 
unlearn (Adler et al., 1999; Bunderson and Sutcliffe, 
2002; Flynn and Chatman, 2001). The purpose of this 
paper is to encourage scholars to bring the dynamics 
of attending to and dealing with strategic contradiction 
more to the centre of organization science.

The top management  team l i tera ture  has 
been particularly silent on teams dealing with 
contradictions (e.g., Adner and Helfat, 2003; 
Finkelstein and Hambrick, 1996). This literature has 
focused predominantly on overcoming inertia and 
implementing innovation (Kaplan et al., 2003; Van de 
Ven et al., 1999). To address this question of balancing 
inconsistencies, we turn to the organizational literature 
on paradox, contradiction and conflict (Lewis, 2000; 
Poole and Van de Ven, 1989). This literature assumes 
that inconsistent and contradictory agendas coexist 
and can both succeed simultaneously. By shifting the 
perspective from choosing between contradictory 
agendas to embracing the contradictions, this 

literature provides an important lens through which to 
understand how to manage contradictions. Building 
on this literature, we argue that effectively managing 
contradictions is rooted in paradoxical cognition – 
managerial frames and processes that recognize and 
embrace contradiction. We explore how these frames 
and processes operate in the context of top management 
teams, and identify aspects of team design and leader 
behaviours to support these processes.

Top management teams and team 
outcomes

Top management  teams balance  shor t - te rm 
performance and long-term adaptability through 
resource allocation trade-offs and organizational 
designs decisions (Edmondson et al., 2003; Eisenhardt 
and Zbaracki, 1992; Hambrick, 1994). These strategic 
decisions require teams to negotiate between the 
existing product and the innovation, identifying 
outcomes that will ensure the performance of both 
agendas. Borrowing from the negotiation and conflict 
management literature, we define balanced strategic 
decisions based on two criteria: (1) their distributive 
nature, which we define as making balanced trade-offs 
over time; and (2) their integrative nature, which we 
define as identifying synergies (Bazerman, 1998; Lax 
and Sebenius, 1986; Walton and McKersie, 1965).

The distributive aspect of a decision involves the 
division of resources between the existing product 
and the innovation. Lax and Sebenius (1986) call 
this “claiming value,” as managers identify resources 
for each individual product. Teams make a number 
of decisions in which they might preferentially 

1Source: Reproduced with permission from Wendy K. Smith and Michael L. Tushman (2005) ‘Managing strategic contradictions’, Organization 
Science, Vol. 16(5) pp. 522–536.
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support either the existing product or the innovation. 
These decisions are balanced when, over time, they 
support both products. For example, Ciba Vision’s top 
management team balanced the ongoing demands of 
their conventional hard lenses even as they invested 
in daily disposables, extended wear and Visudyne 
(Tushman and O’Reilly, 1997). In allocating scarce 
resources, this senior team worked to balance the needs 
of the existing product even as they worked to develop 
several possible substitutes.

Decisions can also be defined by their integrative 
nature – the recognition of opportunities, linkages and 
synergies that might arise. Lax and Sebenius (1986) 
call this creating value, in which the negotiated value 
increases when teams identify creative solutions from 
which both parties benefit. Top management teams 
might be able to achieve integrative value in their 
decisions when they identify ways to benefit from 
shared resources or to benefit from shared selling in the 
marketplace. For example, Ciba Vision unexpectedly 
found that introducing soft contact lenses to the market 
increased the demand for their conventional lenses. 
Similarly, USA Today found that their online business 
could leverage the newspaper’s content and accelerate 
readership across both platforms (Gilbert, 2005).

Whi le  organiza t ions  can  excel  when top 
management teams effectively balance strategic 
contradictions, structural, psychological and social 
psychological barriers often prevent them from 
doing so (Bazerman and Watkins, 2004; Van de 
Ven et al., 1999; Virany et al., 1992). Organizations 
benefit when structural features of the organization 
(tasks, skills, formal organization and culture) are 
internally aligned and are aligned with the firm’s 
strategy (Chandler, 1962; Nadler and Tushman, 
1992), yet these internally congruent design features 
are simultaneously associated with structural and 
social inertia. Thus, when structure, strategies and 
competencies all reinforce one another, managers 
are psychologically more resistant to changing 
them (Henderson and Clark, 1991; Kaplan et al., 
2003; Tripsas and Gavetti, 2000). Levinthal and 
March (1993) suggest that managers are myopic – 
privileging short term over long term, close rather 
than far, and certainty of success over risk of failure. 
More broadly, Bazerman and Watkins (2004) observe 
that historical success is associated with a set of 
fundamental individual cognitive biases that drive 
predictable organizational (and social) pathology.

Finally, distinct from inertial forces rooting 
organizations and their top management teams to the 
past, a different impediment to balanced decision 

making is an individual and team drive for consistency 
and uncertainty reduction. If individuals privilege 
consistency over inconsistency, the response to these 
uncertainties and contradictions is to move toward 
reducing these inconsistencies and aligning one’s 
own behaviours and cognitions, as well one’s multiple 
activities and social networks, with one another 
(Denison et al., 1995; Lewis, 2000).

This effort to preserve consistency stems from 
a fundamental epistemological belief of a unitary 
truth (Ford and Backoff, 1988; Voorhees, 1986). 
This belief in a unitary truth means inconsistencies 
cannot fundamentally coexist. There must be a 
contingency that mediates between inconsistent ideas. 
One consequence of consistency-oriented thinking 
is the need to solve conflicts. As this logic suggests, 
when two things are in conflict, one of them must be 
right and the other wrong. In a negotiation, this bias 
leads to what Bazerman (1998) calls the problem of 
the mythical fixed pie. By focusing on solving the 
conflict, negotiators focus on distributing resources 
between them, rather than finding cooperative means 
for expanding the value of resources.

However, conflicts and inconsistencies cannot be 
eliminated. Balancing strategic decisions requires 
teams to recognize and use these conflicts, rather than 
try to resolve them. Mary Parker Follett recognized 
this in her early writings. She observed, “As conflict 
– difference – is here in the world, as we cannot avoid 
it, we should, I think, use it” (Follett, 1925/1996, p. 
67). Similarly, Eisenhardt et al. (1997) found that using 
conflict improves the quality of managerial strategic 
decision making. To make balanced strategic decisions, 
top management teams need to confront and overcome 
these structural, social psychological and psychological 
barriers that create tendencies for both inertia and 
consistency. Top management team conditions must be 
able to support conflict, despite inertial tendencies, and 
enable the coexistence of inconsistent agendas, despite 
forces for consistency.

Managing strategic 
 contradictions: Paradoxical 

cognition

We develop a  model  of  balancing s t ra tegic 
contradiction. This model takes into account 
challenges of inertia and consistency that reinforce 
the existing product and push top management teams 
to choose one agenda rather than to support multiple 
agendas. In addressing these biases, we begin with the 
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psychological biases, and identify cognitive frames 
and processes that can overcome organizational 
pressures for inertia as well as individual preferences 
for consistency. We then identify structural features 
that might facilitate a team’s ability to attend to and 
deal with strategic contradiction.

C o g n i t ive  b i a s e s  d e f i n e  h ow  m a n a g e r s 
understand a situation, seek information and make 
decisions (Levinthal and March, 1993; Walsh, 
1995). Managers’ understanding and processing 
of tensions and contradictions has an impact on 
whether they embrace the tensions and benefit from 
them, or are halted by the inconsistencies (Ford 
and Backoff, 1988; Lewis 2000; Smith and Berg, 
1987). Paradoxical cognition – paradoxical frames 
and cognitive processes of differentiating and 
integrating – enable balanced strategic decisions 
(see Figure 1.2.1).

Although the distinction between cognitive frames 
and cognitive processes is latent in the managerial 
cognition literature (Walsh, 1995; Weick, 1979), 
we make them explicit here. Cognitive frames are 
stable constructs that provide a lens to understand 
a situation. These cognitive frames, in turn, create a 
context for complex behavioural responses (Denison 
et al., 1995; Walsh, 1995). Cognitive processes are 
behavioural routines and ways that managers use 
to think about and respond to information (Weick 
et al., 1999). These frames create foundations that 
enable a set of complex cognitive processes. Our 
explanation and examples of paradoxical cognition 
move between the individual and team levels. In 
the following section, we return to explore the 
grounding of this model at either the individual or 
team level in more depth.

Cognitive frames
Walsh (1995) defines a cognitive frame as “a mental 
template that individuals impose on an environment to 
give it form” (p. 281). These mental templates create 
a lens through which managers filter knowledge and 
direct action. More specifically, managerial cognitive 
frames drive organizational action by directing 
attention to particular issues (Daft and Weick, 1984; 
Dutton and Jackson, 1987; Kaplan, 2003), defining the 
leader’s understanding of the issues they face (Dutton 
and Ashford, 1993; Gilbert, 2005), and assigning 
socio-emotional information to particular issues 
(Pinkley, 1990).

Balancing s trategic  contradict ion may be 
associated with paradoxical frames – mental 
templates in which managers recognize and accept 
the simultaneous existence of contradictory forces. 
To more clearly describe paradoxical frames, we 
explore the nature of paradoxes more generally. 
Ford and Backoff (1988) define social paradox 
(paradoxes of thoughts, actions and beliefs, rather 
than paradoxes of mathematics or rhetoric) as “Some 
‘thing’ that is constructed by individuals when 
oppositional tendencies are brought into recognizable 
proximity through reflection or interaction” (p. 89). 
This definition suggests that paradoxes involve 
aspects of both a situation (oppositional tendencies) 
and an actor’s cognition (reflection or interaction). 
Specifically, a paradox is created when (1) tensions 
in a situation are (2)  juxtaposed through actor’s 
cognition.

Organizing inherently involves contradictions. 
The act of organizing creates distinctions of roles 
and responsibilities, which must be coordinated and 

fIgure 1.2.1 A model of managing strategic contradictions
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integrated to achieve an overall goal. These distinctions 
result in contradictions within firms (Poole and Van 
de Ven, 1989; Weick, 1979). Organizational literature 
is ripe with the recognition of contradictory relations 
between, for example, individual and group demands, 
between focus and flexibility, and between autonomy 
and democracy (Cameron and Quinn, 1988; Flynn and 
Chatman, 2001; Nonaka and Toyama, 2002; Rivkin 
and Siggelkow, 2003). Increasingly, our literature has 
used the term paradox to define and describe these 
contradictory contexts. However, this use of paradox 
often obscures the role of the actor in understanding 
and then managing these tensions. Paradoxical frames 
therefore refer to an actor’s cognitive juxtaposition of 
the opposing forces in which actors embrace rather 
than avoid or deny these tensions. Practitioners refer 
to these paradoxical frames as embracing “both/and” 
logic, rather than an “either/or” logic (Porras and 
Collins, 1997).

We can identify cognitive frames of managers 
through their words and actions (Huff, 1990; 
Kaplan, 2003; Murnighan and Conlon, 1991). For 
example, IBM CEO Sam Palmisano’s definition of 
the corporate values suggests a paradoxical frame. 
He recently defined IBM’s values as striving for 
both “dedication to every client’s success” and 
“innovation that matters – for our company and for 
the world.” The first value predominantly demands 
quality for today, while the second demands quality 
for tomorrow (Hemp and Stewart, 2004). In contrast, 
Goodyear’s management assumed a more linear 
approach to innovation in the context of the radial 
environmental challenge. Confronted by Michelin’s 
introduction of the radial tyre, Goodyear’s senior 
team initially focused on the existing product and 
avoided the radial challenge. When they finally 
introduced the radial tyre, Goodyear completely 
shifted from bias-ply tyres to radials (Sull et al., 
1997).  This  s trategic shif t  at  Goodyear was 
associated with a fundamentally new senior team 
(see also Virany et al., 1992).

Recognizing and embracing contradictions 
leads to increased success. At an organizational 
level, managers of the Toyota Production System, 
the highly successful just-in-time manufacturing 
process ,  f ramed the i r  o rgan iza t iona l  goa l s 
paradoxically – low costs and high specialization, 
low (or no) inventory, yet immediate access to parts 
(Adler et al., 1999; Eisenhardt and Westcott, 1988). 
The organization then built routines and processes to 
achieve these goals. At a team level, Murnighan and 
Conlon (1991) found that the performance among 

British string quartets was associated with members 
recognizing contradictions inherent in their group 
processes – democracy and leadership, conflict and 
compromise.

How migh t  pa radox ica l  f r ames  inc rease 
organizational performance? First, these frames 
create a context that demands the articulation 
of distinct goals for the existing product and for 
the innovation. Creating clear and concise goals 
motivates the achievement of those goals (Latham and 
Locke, 1995). By defining distinct goals, managers 
motivate the success of both the exploitative and 
the exploratory products. Paradoxical frames are 
also associated with reduced threat and fear, which 
enables positive conflict. A paradoxical frame 
signals that managers expect both frames to succeed. 
This opportunistic framing helps shift the threat and 
competition from between the two products to how 
these products might benefit one another and the 
larger firm (Dutton and Jackson, 1987). Thus, teams 
that recognize the dualities and potential synergies 
of their challenges are associated with less anxiety 
and stress, and enhanced performance (Murnighan 
and Conlon, 1991; Smith and Berg, 1987). Similarly, 
clinical therapy finds that paradoxical frames, frames 
in which patients embrace the symptoms they want 
to get rid of, lead to less anxiety, less fear, and 
ultimately increased clinical success (Frankel, 1960; 
Linehan, 1993).

Cognitive processes
Paradoxical frames create a foundation for cognitive 
processes that can handle inconsistencies. Based on the 
assumption that both the existing product and innovation 
must succeed, managers can confront the relationship 
between these two products – both their differences 
and their similarities. Effectively managing these 
contradictions is associated with two distinct cognitive 
processes – differentiating and integrating. Whereas 
differentiating involves recognizing and articulating 
distinctions, integrating involves shifting levels of 
analysis to identify potential linkages. Differentiating 
helps overcome inertia, both by reinforcing the needs 
of each product and being vigilant that the innovation is 
not crowded out by commitments to existing strategies 
and processes. Integrating, in contrast, is associated 
with sustained attention to possible synergies between 
the exploitative and exploratory products. Attention 
to integration helps the team explicitly look for ways 
that the contradictory strategies can help each other. By 
addressing different aspects of paradoxical contexts, 
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differentiating and integrating reinforce one another. 
This notion of cognitive differentiating and integrating 
is similar to the Van de Ven et al. (1999) notion of 
innovation processes that involve divergent as well as 
convergent processes.

Differentiating limits inertia by dampening 
cognitive commitments to the existing product. 
Langer’s (1989) theory of mindfulness focuses on 
drawing novel distinctions as a core process to enable 
learning, creativity and effective decision making. 
By explicitly drawing distinctions, managers are less 
committed to existing categories or points of view. 
Rather, under these conditions, managers generate 
new categories and classifications. More clearly 
identifying and articulating the needs of both agendas 
allows decision makers to more effectively allocate the 
resources such that each agenda is allowed to evolve. 
Such differentiating between strategic agendas helps 
leaders develop the behavioural complexities such 
that both agendas can succeed (Denison et al., 1995; 
Dutton and Jackson, 1987).

Cognit ive differentiat ing also encourages 
managers to explore new markets, new skills and 
new opportunities for the innovation, unburdened 
by the context of the existing product. For example, 
newspaper managers reacted differently to the 
introduction of online news. In those most successful 
newspapers, senior managers saw online as a strategic 
opportunity and were able to creatively differentiate 
online offerings from their traditional newspaper.

This cognitive differentiation allowed these 
managers to build firms that excelled both in print 
and online. In contrast, those less successful teams 
saw online as a threat and, in turn, focused quickly 
on leveraging their existing competencies, and in turn 
restricting the innovation’s growth (Gilbert, 2005). 
Differentiating helps managers to overcome inertia as 
they are freed up to seek novelty and opportunity in the 
innovation (Dutton and Jackson, 1987).

This cognitive differentiating in top management 
teams generates variation along with abundant 
information. Such information richness helps make 
more effective trade-offs and strategic decisions. For 
example, Eisenhardt and Zbaracki (1992) found that 
accessing and using more information helped decision 
makers make decisions more rapidly. Similarly, 
Weick et al. (1999) found that in high-reliability 
organizations, team members are unwilling to simplify 
their operations. This ongoing cognitive differentiating 
leads to the generation of more information and, 
ultimately, enhanced effectiveness in responding to 
challenging situations.

While differentiating enables balanced decision 
making by reducing inertia, it can also lead to 
increased competition. Noticing distinctions reinforces 
distributive decision making at the expense of 
integrative decision making. These distinctions may be 
associated with group conflict and associated process 
losses (Edmondson et al., 2003; Steiner, 1972). For 
example, Firestone’s senior team’s clarity about the 
fundamental strategic and organizational differences 
between radial tyres and their existing bias-ply tyres 
led them to underfund and undercut their development 
of an effective radial strategy (Sull, 1999). Similarly, 
at Polaroid, even with significant resources devoted to 
digital photography, the senior team’s response to this 
potentially cannibalizing technology was to resist and 
marginalize senior team members associated with the 
new technology (Tripsas and Gavetti, 2000).

The potential team conflicts associated with 
differentiating may be offset by processes of 
integrating. In their analysis of integrative thinking, 
Suedfeld et al. (1992) define integrating as the 
“development of conceptual connections among 
differentiated dimensions or perspectives.” Integrating 
involves shifting levels of analysis from the product 
level to the organizational level of analysis to identify 
possible synergies. Where cognitive differentiating at 
the product level builds in conflict, integrative thinking 
uses these conflicts to identify synergistic solutions at 
the organizational level. Shifting to the superordinate 
level (the organization) and linking to the overarching 
frame reinforces the cooperation between contradictory 
agendas and enables teams to better make trade-offs 
(Langer, 1989; Sherif, 1971). Recognizing conflicts 
associated with differentiation while also maintaining 
a belief that both products must succeed leads to 
creative, synergistic results. Rothenberg (1979) called 
this process Janusian thinking (after the two-faced 
Roman god Janus), in which holding inconsistencies 
simultaneously enabled creative solutions to the 
conflicts. Rothenberg (1979) found that genius thinking 
involved embracing inconsistent contradictions 
simultaneously. For example, at Ciba Vision, the 
articulation of an overarching aspiration of “Healthy 
Eyes for Life” as well as active senior team attention to 
integrative decision making created the context where 
the senior team was able to make a series of decisions 
such that both their conventional and disposable lens 
products flourished (Tushman and O’Reilly, 1997).

Differentiating and integrating are opposing, yet 
complementary, processes. These processes enable 
one another. Differentiating results in new categories 
and dimensions of the products and helps managers 
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find synergies. In turn, as integrating reinforces the 
investment in each of the distinct products, it reduces 
the threat and competition that are obstacles to 
differentiating. It is the engagement in both of these 
cognitive processes that leads teams to be able to 
execute balanced decision making.

Team-centric and leader-centric 
models of embracing   
paradoxical cognition

How teams embrace paradoxical cognition depends on 
the locus of integration (Bunderson, 2003; Hambrick, 
1994; Perlow et al., 2004). In some top management 
teams, integration of strategic contradiction occurs 
at the leader level. In other top management teams, 
a group of senior managers, typically the CEO/GM 

and his or her direct reports, share the responsibility 
for integrating strategic contradictions (Ancona and 
Nadler, 1989; Bunderson and Sutcliffe, 2003). We 
label these teams as leader-centric teams and team-
centric teams, respectively. Following Amabile 
(1996), we argue that the nature of the cognitive 
frames and processes are similar at the individual and 
the group level of analysis. Where these cognitions 
occur primarily in the leader in leader-centric teams, 
they occur through social interactions within team-
centric teams. The locus of strategic integration may 
be contingent on the team’s context and the different 
team types are associated with contrasting antecedent 
conditions. Following the work of Hackman (2002) 
and Wageman (2001), we explore team conditions 
associated with team design and leader coaching. We 
then explore the impact of team context on the locus 
of strategic integration (See Figure 1.2.2).
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• Distinct roles, goals, and rewards
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• Extensive leader-member
 interactions, but limited member-
 member interactions
Leader Coaching
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fIgure 1.2.2 A model of managing strategic contradictions by team type

65856_ch01_ptg01_001-054.indd   37 07/02/20   8:18 PM



38  SeCtION I Strategy

Antecedents of leader-centric 
teams

In leader-centric teams, the leader integrates the 
contradictory agendas. Team leaders collect information 
about each agenda, process that information and 
make decisions primarily on their own. These leaders 
recognize the conflicts between the agendas, and they 
accept and manage those conflicts. These leaders may 
be able to most successfully embrace paradoxical 
cognitions and balance strategic decisions with teams 
that exhibit (1) distinct roles, goals and rewards; (2) a 
supportive integrator; (3) extensive leader-member 
interactions, but limited member-member interactions; 
and (4) leader coaching to focus on the product level 
and avoid conflict.

Distinct roles, goals, and rewards
Quinn (1984) and Van de Ven et al. (1999) both find 
that teams that successfully manage paradox involve 
both the roles of an advocate – one who supports a 
particular agenda – and the role of an integrator – one 
who creates connections between the disparate parts. 
In leader-centric teams these roles are allocated to 
distinct team members. The leader is the integrator and 
the team members are the advocates. More specifically, 
leader-centric teams benefit from assigning different 
individuals to advocate for either the existing 
product or the innovation. By separating these roles, 
team members focus on their distinct task, whether 
exploring or exploiting, unburdened structurally or 
psychologically by the contradictions associated with 
the other (Brown and Eisenhardt, 1997; Levinthal 
and March, 1993). Because the task of exploring and 
exploiting often requires different skills and leadership 
styles (Leonard-Barton, 1992; Quinn, 1984; Sutton, 
2002), separating these roles allows the team leader to 
assign appropriate team members to these tasks.

Separating roles also helps the team leaders learn 
about the different needs of each product. Leaders 
know who to turn to when seeking information about 
each product. More importantly, these team members 
can help the leader hear and understand the needs of 
their particular agenda. Identifying distinct roles and 
decision makers for the contrasting strategic agendas 
may be particularly important for the exploratory 
product (Adler et al., 1999; Benner and Tushman, 
2002). Aligning team members’ responsibilities with 
clear goals and rewards helps motivate these managers 
(Hackman, 2002; Kerr, 1975; Latham and Locke, 

1995). Because members have distinct responsibilities 
for the existing product and innovation, their goals and 
rewards are quite distinct from one another.

Supportive integrator
In leader-centric teams, the team leader integrates the 
contradictory agendas. Making these trade-offs is a 
significant cognitive burden for team leaders (Tetlock 
et al., 2004) and subjects the team to the leader’s 
decision-making biases (Bazerman and Watkins, 
2004). Co-leaders, trusted advisors, or a secondary 
team member assigned to focus on integration help 
offset these biases and alleviate some of the leader’s 
cognitive burdens (Eisenhardt et al., 1997). In an 
assessment of the roles of individuals surrounding 
American presidents, Porter (1980) found that someone 
often plays the role of a cointegrator, or “honest broker” 
to help collect, sort and assess information. Similarly, 
Heenan and Bennis (1999) found that in successful 
co-leadership relationships, each of the partners offers 
different biases and skills to improve the quality of the 
leader’s decisions. By providing another perspective, 
these supportive integrators help the team leader make 
balanced decisions.

High-quality leader-member 
 interactions, but limited member- 
member interactions
Decision making in leader-centric teams depends 
on the quality of the interactions between the 
team members and the team leader. High-quality 
interactions enable the team leader to seek and process 
relevant decision-making information and, in turn, 
to make more balanced decisions (Eisenhardt et al., 
1997). High-quality interactions are associated with 
the amount of information exchanged, the amount of 
information revealed, and the mutual understanding 
between the team leader and his/her team members. 
These interactions depend on the extent to which 
managers are willing to share potentially threatening 
strategic as well as tactical information with the 
leader (Argyris and Schon, 1978; Edmondson, 
1999). Individuals within senior teams may avoid 
revealing crucial information given the substantial 
political and resource allocation stakes at the top of 
a firm (Ancona and Nadler, 1989; Edmondson et al., 
2003). Edmondson (1999) found that sharing sensitive 
information within teams depends on a shared belief 
as to whether it is safe to take interpersonal risks in 
team interactions.

65856_ch01_ptg01_001-054.indd   38 07/02/20   8:18 PM



CHaPter 1 IntroductIon  39

While interactions between the team leader and 
team members may lead to high-quality decisions, 
interactions among team members may be more 
detrimental in leader-centric teams – particularly 
interactions between the advocates of the existing 
product and the innovation. Structurally differentiating 
responsibility for the existing product and innovation 
increases interpersonal conflicts, as the product 
leaders are in competition with one another for scarce 
resources (e.g., Deutsch, 1973; Sherif, 1971). In leader-
centric teams, engaging conflict within the team level 
may be detrimental, as the locus of decision making 
resides with the leader. Leaders in these leader-centric 
teams engage more in one-on-one interactions and less 
in team strategic decision making.

Leader coaching to reinforce 
differentiation
In leader-centric teams, the team leader’s coaching 
provides valuable support that reinforces team 
processes and team beliefs (Edmondson, 1999; 
Hackman, 2002; Wageman, 2001). In leader-centric 
teams, leaders direct and focus strategy at the team 
level even as they focus team members at their 
individual product level. Reinforcing differences 
between the existing product and the innovation 
encourages the leaders of each product to focus on their 
particular strategic agenda. Reinforcing the necessity 
of both products and exhibiting coaching behaviours 
consistent with the contrasting strategic agendas helps 
differentially motivate the performance of senior team 
members (Denison et al., 1995).

Antecedents of team-centric 
teams

In team-centric teams, the teams themselves integrate 
the contradictory agendas. Achieving balanced 
decisions on team-centric teams is associated with 
shared mental models of paradoxical frames and 
collective cognitive processes. Shared paradoxical 
frames enable team members to build a collective 
understanding of the team’s complex goals and a 
collective acknowledgment of the tensions and conflicts 
between their contrasting agendas (Murnighan and 
Conlon, 1991; Smith and Berg, 1987). These frames 
create a foundation for cognitive processes through 
intensive team interactions.

Both Weick and Roberts (1993) and Wegner (1986) 
describe models of how groups process information and 

make decisions collectively. These models recognize 
that team members each have distinct knowledge to 
contribute to the group. Wegner (1986) articulated 
a transactive memory system in which each group 
member knows the location of all the knowledge in the 
group, even though they do not all know the content 
of this knowledge. Weick and Roberts’s (1993) model 
of collective mind suggests how team members might 
integrate these disparate pieces of information. They 
argue that team members each offer their contributions 
to the group through interactions with each other. 
Through processes of heedful interrelating, a new 
group-level cognition emerges that is greater than the 
contributions of each individual member.

Team-centric teams work together to make 
decisions in a way that is similar to these models of 
transactive memory and collective mind. Unlike leader-
centric teams, where different individuals assume the 
roles of advocates and integrators, members of team-
centric teams each assume responsibilities for both of 
these roles. Team members may provide information 
and advocate for either the existing product or the 
innovation. However, through processes of heedful 
interrelating, these team members are also responsible 
for integrating across their team.

Effectively embracing both intra- and interpersonal 
conflict is an important determinant of success for 
team-centric teams. Whereas leader-centric teams 
manage conflict by attempting to avoid it, conflict 
abounds on team-centric teams. Team members may 
experience intrapersonal conflict in their dual roles 
of advocates for particular products and as integrators 
across these products. They may also experience 
interpersonal conflict with other team members who 
are competing for scarce resources. Using this conflict 
to balance contradictions leads to higher quality 
decisions in team-centric teams. To build shared 
mental models and collaborative decision making, 
team-centric teams are associated with teams that are 
designed as real teams (Hackman, 2002). Further, 
team-centric teams exhibit (1) roles, goals and rewards 
at multiple levels of analysis; (2) frequent, high-quality 
team interactions; and (3) leader coaching to reinforce 
the organizational level of analysis.

Real teams
Hackman (2002) defines a real team as one with a 
clear sense of boundaries, an interdependent task and 
a clear understanding of the team’s authority. A real 
team creates a foundation for groups of individuals 
to work together to achieve their collective goals.  
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A real team allows team members to allocate clear 
tasks to one another, know who else has information, 
and work with the other members to create shared 
mental models and shared processes. Even as there 
has been a move toward increasingly using integrated 
teamwork among senior management, achieving 
teamwork is often difficult in senior teams because of 
the political and career issues unique to senior teams 
(Ancona and Nadler, 1989; Edmondson et al., 2003). 
However, having the top management team attend to 
themselves as a real team helps team-centric teams 
deal with strategic contradiction.

Roles, goals and rewards at multiple 
 levels of analysis
As with leader-centric teams, team-centric teams 
benefit from assigning primary existing product 
and innovation roles to different team members and 
aligning these roles with product-level goals and 
rewards. Team members with specific product-level 
responsibilities focus on seeking product-specific 
information and ideas (Brown and Eisenhardt, 1997), 
even as this information is shared with the entire 
team (Bazerman and Watkins, 2004). These distinct 
responsibilities are important in overcoming inertia 
when teams make decisions together. When making 
group-level decisions, teams often prevent multiple, 
dissenting opinions from being expressed because 
team members want to quickly achieve consensus 
(Eisenhardt et al., 1997; Nemeth and Wachtler, 1983). 
Often the needs of the minority opinion are not shared 
in group decision making. In top management teams, 
this minority opinion is often that of the innovation. 
Assigning a distinct individual to represent each 
agenda in team discussions encourages these opinions 
to be raised in team interactions.

Assigning product-level roles, goals and rewards 
reinforces the conflict and competition between 
managers of contradictory agendas. Managers of team-
centric teams are able to embrace this conflict and 
reinforce integrative thinking by identifying a second 
set of roles, goals and rewards at the organizational 
level – dual roles, superordinate and/or opportunistic 
goals (Dutton and Jackson, 1987; Sherif, 1971) and 
common fate rewards (Tushman et al., 2003). This 
second set of organization-level roles, goals and 
rewards helps motivate team members to consider 
the organization’s overarching and integrative 
strategic agenda. Creating multilevel roles, goals and 
rewards helps team members shift from focusing on 
competition to focusing on individual strategic agendas 

as well as the firm’s overarching strategic agendas 
(Gilbert, 2005). Team members are asked to engage 
in multiple leadership roles simultaneously – both 
integrators as well as advocates (Quinn, 1984). As 
Brown and Eisenhardt (1997) note, these multilevel 
structures and incentives provide flexibility over time, 
as team members shift back and forth between each of 
these levels.

Frequent team interactions
Weick and Roberts (1993) describe a process of 
integrating across distinct contributions as heedful 
interrelating, where team members are aware of their 
own and others’ contributions and subordinate their 
own contributions for the team’s benefit. Heedful 
interrelating involves dynamic learning processes in 
which team members make contributions to the team 
and learn from the contributions of others. Heedful 
interrelating depends on team members’ ability to 
interact. The frequency of their interactions allows 
for more opportunity to share information with one 
another. As well, the quality of their interactions 
ensures that information is actually being shared. 
As with leader-centric teams, psychological safety 
on the team (a shared team belief that it is safe to 
take interpersonal risks) reinforces positive team 
interactions (Edmondson, 1999).

Leader coaching to facilitate integration
The behaviours of the leader in leader-centric teams 
reinforce the focus on differentiating products, 
whereas the behaviours of the leader on team-centric 
teams reinforce integrative behaviours. In leader-
centric teams, the senior leader facilitates his/her 
team’s interaction. These leaders encourage their team 
members to extend beyond their own product’s focus. 
Team-centric leaders coach their team members to 
attend to both their products as well as organization-
wide issues. As such, team-members in team-centric 
teams “wear multiple hats” (Ancona and Nadler, 
1989). Such team-centric facilitation encourages 
team members to actively manage conflict rather than 
allowing it to become an obstacle in team interactions. 
Under what conditions do leader-centric versus 
team-centric teams dominate in managing strategic 
contradictions? It may be that task interdependence 
and leadership style are important contextual factors 
affecting the relative effectiveness of these contrasting 
team types. Innovation streams in which the 
development of the existing product and innovation are 
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highly interdependent require increased collaborative 
interaction between members of the team. It may 
be that such tasks require increased team member 
interaction to attend to the uncertainty associated 
with such substantial task interdependence (Nadler 
and Tushman, 1996; Rivkin and Siggelkow, 2003; 
Thompson, 1967). Team-centric teams might be more 
able to deal with substantial interdependence than 
leader-centric teams. In contrast, under conditions of 
limited task interdependence, leader-centric teams may 
have sufficient information-processing capabilities to 
deal with the more limited coordination requirements.

A second possible moderator is the team leader’s 
preferred leadership style. Leader-centric teams 
are associated with leadership that is much more 
authoritative, whereas team-centric teams are 
associated with more democratic leadership (e.g., 
Flynn and Chatman, 2001; Perlow et al., 2004). While 
team leaders may need to express multiple roles and 
behavioural flexibility in managing contradictory 
agendas (e.g., Denison et al., 1995), it may be that a 
leader’s preferred leadership style is an important 
determinant of the differential effectiveness of  leader-
centric versus team-centric teams.

Conclusion

Competitive pressures make even more salient 
Thompson’s (1967) and Barnard’s (1968) admonitions 
to take contradiction and paradox seriously. We 
believe that the management of strategic contradiction 
belongs at the forefront of organizational scholarship. 
As such, this paper has focused on developing a set 
of ideas on how top management teams might deal 
with strategic contradiction. It may be that a root of 
sustained organizational performance is in the senior 
team’s ability to successfully attend to and deal with 
the challenges of operating in different timeframes 
and strategic logics (Adler et al., 1999; Adner and 
Helfat, 2002; He and Wong, 2004). We argue that 
sustained performance occurs through attending to 
and dealing with strategic contradictions – short-term 
performance and long-term adaptability, exploration 
and exploitation, focus and flexibility.

The literature on organization design highlights the 
importance of building organizational forms that can both 
explore as well as exploit (e.g., Gibson and Birkinshaw, 
2004; Siggelkow and Levinthal, 2003; Tushman and 
O’Reilly, 1997), yet even as this literature highlights the 
role of the senior team in creating these contradictory 
contexts, there is little clarity on how these teams 
might deal with the challenges associated with strategic 

contradiction. We explore those factors that enable 
top management teams to achieve balanced strategic 
decisions in contradictory contexts. We contribute to an 
emerging body of literature on contradiction and paradox 
that explores the nature of these challenges and identifies 
team characteristics associated with managing them. 
While others have identified the roles of organizational 
structures, cultures and routines to manage contradictions 
(Adler et al., 1999; Flynn and Chatman, 2001), we 
argue that balancing contradiction in decision making is 
rooted in senior team cognitions. We argue that balanced 
strategic decision making in the context of contradiction 
is rooted in paradoxical cognition – cognitive frames 
and processes that allow teams to effectively embrace, 
rather than avoid, contradictions. We further argue that, 
depending on the locus of integration of the inconsistent 
agendas, these cognitive frames and processes occur 
either with the senior leader or in the interactions of the 
entire top management team.

Empirical exploration is necessary to systematically 
explore the relationships between cognitive frames, 
cognitive processes, locus of integration, team 
decisions, and organizational outcomes. Such empirical 
research must take into account the difficulties of 
assessing managerial cognition. Empirically exploring 
such concepts requires multiple methods involving 
both rich qualitative data to identify and understand the 
nuances of managerial cognition (Huff, 1997; Kaplan, 
2003) and larger sample analysis to validate these ideas 
(Sundaramurthy and Lewis, 2003).

It  might also be important to explore the 
applicability of these ideas to contradictions at 
different levels of analysis. While we focus on strategic 
contradictions between exploration and exploitation 
for top management teams, organizations face 
contradictions at multiple levels of analysis. Lorsch 
and Tierney (2002) and Sundaramurthy and Lewis 
(2003) raise questions about managing contradictory 
needs of multiple corporate stakeholders. Adler et al. 
(1999), Repenning (2002), and Tyre and Von Hippel 
(1997) describe contradictions between efficiency 
and effectiveness on the factory floor and in product 
development. The challenge of balancing financial 
and social goals has received increased attention in the 
organizational literature (Margolis and Walsh, 2003; 
Paine, 2003). It may be that managing contradiction is 
a window into a range of important and understudied 
organizational challenges (Cameron and Quinn, 1988; 
Poole and Van de Ven, 1989). Bringing the study of 
contradiction more into the centre of our field may 
help us rise to the challenge posed so long ago by 
Thompson (1967) and Barnard (1968).
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READING

1.3
Cultural constraints in management theories
By Geert Hofstede1

1Source: This article was adapted from G. Hofstede (1993) ‘Cultural constraints in management theories’, Academy of Management Executive, 
Vol. 7(1) pp. 8–21. © Copyright 1993 by Academy of Management. Reproduced with permission of Academy of Management via  Copyright 
Clearance Center. 

L ewis Carroll’s Alice in Wonderland contains the 
famous story of Alice’s croquet game with the 

Queen of Hearts. Alice thought she had never seen 
such a curious croquet ground in all her life; it was 
all ridges and furrows; the balls were live hedgehogs, 
the mallets live flamingoes, and the soldiers had to 
double themselves up and stand on their hands and feet 
to make the arches. You probably know how the story 
goes: Alice’s flamingo mallet turns its head whenever 
she wants to strike with it; her hedgehog ball runs 
away; and the doubled-up soldier arches walk around 
all the time. The only rule seems to be that the Queen 
of Hearts always wins.

Alice’s croquet playing problems are good 
analogies of attempts to build culture-free theories of 
management. Concepts available for this purpose are 
themselves alive with culture, having been developed 
within a particular cultural context. They have a 
tendency to guide our thinking toward our desired 
conclusion. As the same reasoning may also be applied 
to the arguments in this reading, I better tell you my 
conclusion before I continue – so that the rules of my 
game are understood. In this reading we take a trip 
around the world to demonstrate that there are no such 
things as universal management theories.

Diversity in management practices as we go around 
the world has been recognized in US management 
l i terature for more than 30 years.  The term 
‘comparative management’ has been used since the 
1960s. However, it has taken much longer for the US 
academic community to accept that not only practices 
but also the validity of theories may stop at national 
borders, and I wonder whether even today everybody 
would agree with this statement.

The idea that the validity of a theory is constrained 
by national borders is more obvious in Europe, with all 
its borders, than in a huge borderless country like the 
US. Already in the 16th century Michel de Montaigne, 
a Frenchman, wrote a statement which was made 
famous by Blaise Pascal about a century later: ‘Verite 
endega des Pyrenees, erreur au-dela’ – ‘There are 
truths on this side of the Pyrenees which are falsehoods 
on the other’.

From Don Armado’s love to 
 Taylor’s science

According to the comprehensive ten-volume Oxford 
English Dictionary, the words ‘manage’, ‘management’ 
and ‘manager’ appeared in the English language in 
the 16th century. The oldest recorded use of the word 
‘manager’ is in Shakespeare’s Love’s Labour’s Lost, 
dating from 1588, in which Don Adriano de Armado, 
‘a fantastical Spaniard’, exclaims (Act I, Scene II. 
188): ‘Adieu, valour! Rust, rapier! Be still, drum! For 
your manager is in love; yea, he loveth.’

The linguistic origin of the word is from Latin 
manus, hand, via the Italian maneggiare, which is 
the training of horses in the manege; subsequently its 
meaning was extended to skilful handling in general, 
like of arms and musical instruments, as Don Armado 
illustrates. However, the word also became associated 
with the French menage, household, as an equivalent of 
‘husbandry’ in its sense of the art of running a household. 
The theatre of present-day management contains 
elements of both manege and menage and different 
managers and cultures may use different accents.

The founder of the science of economics, the 
Scot Adam Smith, in his 1776 book The Wealth of 
Nations, used ‘manage’, ‘management’ (even ‘bad 
management’) and ‘manager’ when dealing with the 
process and the persons involved in operating joint stock 
companies. British economist John Stuart Mill (1806–
1873) followed Smith in this use and clearly expressed 
his distrust of such hired people who were not driven 
by ownership. Since the 1880s the word ‘management’ 
appeared occasionally in writings by American 
engineers, until it was canonized as a modern science by 
Frederick W. Taylor in Shop Management in 1903 and in 
The Principles of Scientific Management in 1911.

While Smith and Mill used ‘management’ to 
describe a process and ‘managers’ for the persons 
involved, ‘management’ in the American sense – 
which has since been taken back by the British – refers 
not only to the process but also to the managers as a 
class of people. This class (1) does not own a business 
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but sells its skills to act on behalf of the owners and 
(2) does not produce personally but is indispensable for 
making others produce, through motivation. Members 
of this class carry a high status and many American 
boys and girls aspire to the role. In the US, the manager 
is a cultural hero.

Let us now turn to other parts of the world. We will 
look at management in its context in other successful 
modern economies: Germany, Japan, France, Holland 
and among the overseas Chinese. Then we will examine 
management in the much larger part of the world that 
is still poor, especially South-East Asia and Africa, and 
in the new political configurations of Eastern Europe, 
and Russia in particular. We will then return to the US 
via mainland China.

Germany
The manager is not a cultural hero in Germany. If 
anybody, it is the engineer who fills the hero role. 
Frederick Taylor’s scientific management was 
conceived in a society of immigrants – where a large 
number of workers with diverse backgrounds and skills 
had to work together. In Germany this heterogeneity 
never existed.

Elements of the medieval guild system have survived 
in historical continuity in Germany until the present 
day. In particular, a very effective apprenticeship 
system exists both on the shop floor and in the office, 
which alternates practical work and classroom courses. 
At the end of the apprenticeship the worker receives a 
certificate, the Facharbeiterbrief, which is recognized 
throughout the country. About two-thirds of the 
German worker population holds such a certificate 
and a corresponding occupational pride. In fact, quite 
a few German company presidents have worked their 
way up from the ranks through an apprenticeship. In 
comparison, two-thirds of the worker population in 
Britain have no occupational qualification at all.

The highly skilled and responsible German workers 
do not necessarily need a manager, American-style, 
to ‘motivate’ them. They expect their boss or Meister 
to assign their tasks and to be the expert in resolving 
technical problems. Comparisons of similar German, 
British and French organizations show the Germans as 
having the highest rate of personnel in productive roles 
and the lowest both in leadership and staff roles.

Japan
The American type of manager is also missing in 
Japan. In the United States, the core of the enterprise 

is the managerial class. The core of the Japanese 
enterprise is the permanent worker group: workers 
who for all practical purposes are tenured and who 
aspire to lifelong employment. They are distinct from 
the non-permanent employees – mostly women and 
subcontracted teams led by gang bosses, to be laid off 
in slack periods. University graduates in Japan first 
join the permanent worker group and subsequently fill 
various positions, moving from line to staff as the need 
occurs, while being paid according to seniority rather 
than position. They take part in Japanese-style group 
consultation sessions for important decisions, which 
extend the decision making period but guarantee fast 
implementation afterwards. Japanese are to a large 
extent controlled by their peer group rather than by 
their manager.

American theories of leadership are ill-suited to 
the Japanese group-controlled situation. During the 
past two decades, the Japanese have developed their 
own ‘PM’ theory of leadership, in which P stands 
for performance and M for maintenance. The latter 
is less a concern for individual employees than for 
maintaining social stability. In view of the amazing 
success of the Japanese economy in the past 30 years, 
many Americans have sought the secrets of Japanese 
management, hoping to copy them.

France
The manager, US style, does not exist in France either. 
The French researcher Philippe d’Iribarne (1990) 
identifies three kinds of basic principles (logiques) 
of management. In the USA, the principle is the fair 
contract between employer and employee, which gives 
the manager considerable prerogatives, but within 
its limits. This is really a labour market in which the 
worker sells his or her labour for a price. In France, 
the principle is the honour of each class in a society 
which has always been and remains extremely 
stratified, in which superiors behave as superior beings 
and subordinates accept and expect this, conscious of 
their own lower level in the national hierarchy but also 
of the honour of their own class. The French do not 
think in terms of managers versus non-managers but in 
terms of cadres versus non-cadres; one becomes cadre 
by attending the proper schools and one remains it 
forever; regardless of their actual task, cadres have the 
privileges of a higher social class, and it is very rare for 
a non-cadre to cross the ranks.

The conflict between French and American theories 
of management became apparent at the beginning of 
the 20th century, in a criticism by the great French 
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management pioneer Henri Fayol (1841–1925) of his 
US colleague and contemporary Frederick W. Taylor 
(1856–1915). Fayol was a French engineer whose 
career as a cadre superieur culminated in the position 
of President-Directeur-General of a mining company. 
After his retirement he formulated his experiences in 
a pathbreaking text on organization: Administration 
industrielle et generale, in which he focused on the 
sources of authority. Taylor was an American engineer 
who started his career in industry as a worker and 
attained his academic qualifications through evening 
studies. From chief engineer in a steel company he 
became one of the first management consultants. Taylor 
was not really concerned with the issue of authority at 
all; his focus was on efficiency. He proposed to split 
the task of the first-line boss into eight specialisms, 
each exercised by a different person; an idea which 
eventually led to the idea of a matrix organization.

Taylor’s work appeared in a French translation in 
1913, and Fayol read it and showed himself generally 
impressed but shocked by Taylor’s ‘denial of the 
principle of the Unity of Command’ in the case of 
the eight-boss-system. Seventy years later Andre 
Laurent, another of Fayol’s compatriots, found that 
French managers in a survey reacted very strongly 
against a suggestion that one employee could report to 
two different bosses, while US managers in the same 
survey showed fewer misgivings. Matrix organization 
has never become popular in France as it has in the 
United States.

Holland
In my own country, Holland, or as it is officially called, 
the Netherlands, the study by Philippe d’Iribarne 
found the management principle to be a need for 
consensus among all parties, neither predetermined 
by a contractual relationship nor by class distinctions, 
but based on an open-ended exchange of views and a 
balancing of interests. In terms of the different origins 
of the word ‘manager’, the organization in Holland is 
more menage (household) while in the United States it 
is more manege (horse drill).

At my university, the University of Limburg at 
Maastricht, we asked both the Americans and a matched 
group of Dutch students to describe their ideal job after 
graduation, using a list of 22 job characteristics. The 
Americans attached significantly more importance than 
the Dutch to earnings, advancement, benefits, a good 
working relationship with their boss, and security of 
employment. The Dutch attached more importance to 
freedom to adopt their own approach to the job, being 

consulted by their boss in his or her decisions, training 
opportunities, contributing to the success of their 
organization, fully using their skills and abilities, and 
helping others. This list confirms d’Iribarne’s findings 
of a contractual employment relationship in the United 
States, based on earnings and career opportunities, 
against a consensual relationship in Holland. The latter 
has centuries old roots; the Netherlands was the first 
republic in Western Europe (1609–1810), and a model 
for the American republic. The country has been and 
still is governed by a careful balancing of interests in a 
multi-party system.

In terms of management theories, both motivation 
and leadership in Holland are different from what 
they are in the United States. Leadership in Holland 
presupposes modesty, as opposed to assertiveness in 
the United States. No US leadership theory has room 
for that. Working in Holland is not a constant feast, 
however. There is a built-in premium on mediocrity 
and jealousy, as well as time-consuming ritual 
consultations to maintain the appearance of consensus 
and the pretence of modesty. There is unfortunately 
another side to every coin.

The overseas Chinese
Among the champions of economic development in the 
past 30 years we find three countries mainly populated 
by Chinese living outside the Chinese mainland: 
Taiwan, Hong Kong and Singapore. Moreover, overseas 
Chinese play a very important role in the economies 
of Indonesia, Malaysia, the Philippines and Thailand, 
where they form an ethnic minority. If anything, the 
little dragons – Taiwan, Hong Kong and Singapore – 
have been more economically successful than Japan, 
moving from rags to riches and now counted among 
the world’s wealthy industrial countries. Yet very 
little attention has been paid to the way in which their 
enterprises have been managed.

Overseas Chinese enterprises lack almost all 
characteristics of modern management. They tend 
to be small, cooperating for essential functions with 
other small organizations through networks based on 
personal relations. They are family owned, without the 
separation between ownership and management typical 
in the West, or even in Japan and Korea. They normally 
focus on one product or market, with growth by 
opportunistic diversification; in this, they are extremely 
flexible. Decision making is centralized in the hands 
of one dominant family member, but other family 
members may be given new ventures to try their skills 
on. They are low-profile and extremely cost-conscious, 
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applying Confucian virtues of thrift and persistence. 
Their size is kept small by the assumed lack of loyalty 
of non-family employees, who, if they are any good, 
will just wait and save until they can start their own 
family business.

Overseas Chinese prefer economic activities in 
which great gains can be made with little manpower, 
like commodity trading and real estate. They employ 
few professional managers, except their sons and 
sometimes daughters who have been sent to prestigious 
business schools abroad, but who upon return continue 
to run the family business the Chinese way.

The origin of this system, or – in the Western 
view – this lack of system, is found in the history of 
Chinese society, in which there were no formal laws, 
only formal networks of powerful people guided by 
general principles of Confucian virtue. The favours of 
the authorities could change daily, so nobody could be 
trusted except one’s kinfolk – of whom, fortunately, 
there used to be many, in an extended family structure. 
The overseas Chinese way of doing business is also 
very well adapted to their position in the countries in 
which they form ethnic minorities, often envied and 
threatened by ethnic violence.

Overseas Chinese businesses following this 
unprofessional approach command a collective gross 
national product of some 200 to 300 billion US dollars, 
exceeding the GNP of Australia. There is no denying 
that it works.

Management transfer to poor 
countries

Four-fifths of the world population live in countries 
that are not rich but poor. After World War II and 
decolonization, the stated purpose of the United 
Nations and the World Bank has been to promote the 
development of all the world’s countries in a war on 
poverty. After 40 years it looks very much like we 
are losing this war. If one thing has become clear, it 
is that the export of Western – mostly American – 
management practices and theories to poor countries 
has contributed little or nothing to their development. 
There has been no lack of effort and money spent 
for this purpose: students from poor countries have 
been trained in this country, and teachers and Peace 
Corps workers have been sent to the poor countries. If 
nothing else, the general lack of success in economic 
development of other countries should be sufficient 
argument to doubt the validity of Western management 
theories in non-Western environments.

If we examine different parts of the world, the 
development picture is not equally bleak, and history is 
often a better predictor than economic factors for what 
happens today. There is a broad regional pecking order, 
with East Asia leading. The little dragons have passed 
into the camp of the wealthy: then follow South-East 
Asia (with its overseas Chinese minorities), Latin 
America (in spite of the debt crisis), South Asia, and 
Africa always trails behind. Several African countries 
have only become poorer since decolonization.

Russia and China
The crumbling of the former Eastern bloc has left 
us with a scattering of states and would-be states for 
which the political and economic future is extremely 
uncertain. The best predictions are those based on a 
knowledge of history, because historical trends have 
taken revenge on the arrogance of the Soviet rulers who 
believed they could turn them around by brute power. 
One obvious fact is that the former bloc is extremely 
heterogeneous, including countries traditionally closely 
linked with the West by trade and travel, like the Czech 
Republic, Hungary, Slovenia and the Baltic states, as 
well as others with a Byzantine or Turkish past: some 
having been prosperous, others always extremely poor. 
Let me limit myself to the Russian republic, a huge 
territory with some 140 million inhabitants, mainly 
Russians. We know quite a bit about the Russians as 
their country was a world power for several hundreds 
of years before communism, and in the 19th century 
it produced some of the greatest writers in world 
literature. If I want to understand the Russians – 
including how they could so long support the Soviet 
regime – I tend to re-read Lev Nikolayevich Tolstoy. In 
his most famous novel Anna Karenina one of the main 
characters is a landowner, Levin, whom Tolstoy uses 
to express his own views and convictions about his 
people. Russian peasants used to be serfs; serfdom had 
been abolished in 1861, but the peasants, now tenants, 
remained as passive as before. Levin wanted to break 
this passivity by dividing the land among his peasants 
in exchange for a share of the crops; but the peasants 
only let the land deteriorate further. Here follows a 
quote:

[Levin] read political economy and socialistic 
works … but, as he had expected, found nothing 
in them related to his undertaking. In the 
political economy books – in [John Stuart] Mill, 
for instance, whom he studied first and with great 
ardour, hoping every minute to find an answer 
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to the questions that were engrossing him – he 
found only certain laws deduced from the state 
of agriculture in Europe; but he could not for 
the life of him see why these laws, which did not 
apply to Russia, should be considered universal 
… Political economy told him that the laws by 
which Europe had developed and was developing 
her wealth were universal and absolute. Socialist 
teaching told him that development along those 
lines leads to ruin. And neither of them offered 
the smallest enlightenment as to what he, Levin, 
and all the Russian peasants and landowners 
were to do with their millions of hands and 
millions of acres, to make them as productive as 
possible for the common good.

In the summer of 1991, the Russian lands yielded a record 
harvest, but a large share of it rotted in the fields because 
no people were to be found for harvesting. The passivity 
is still there, and not only among the peasants. And the 
heirs of John Stuart Mill (whom we met before as one of 
the early analysts of ‘management’) again present their 
universal recipes, which simply do not apply.

Citing Tolstoy, I implicitly suggest that management 
theorists cannot neglect the great literature of the 
countries they want their ideas to apply to. The greatest 
novel in Chinese literature is considered Cao Xueqin’s 
The Story of the Stone, also known as The Dream of the 
Red Chamber which appeared around 1760. It describes 
the rise and fall of two branches of an aristocratic family 
in Beijing, who live in adjacent plots in the capital. 
Their plots are joined by a magnificent garden with 
several pavilions in it, and the young, mostly female 
members of both families are allowed to live in them. 
One day the management of the garden is taken over by 
a young woman, Tan-Chun, who states:

I think we ought to pick out a few experienced 
trust-worthy old women from among the ones 
who work in the Garden – women who know 
something about gardening already – and put 
the upkeep of the Garden into their hands. 
We needn’t ask them to pay us rent; all we 
need ask them for is an annual share of the 
produce. There would be four advantages in 
this arrangement. In the first place, if we have 
people whose sole occupation is to look after 
trees and flowers and so on, the condition of 
the Garden will improve gradually year after 
year and there will be no more of those long 
periods of neglect followed by bursts of feverish 
activity when things have been allowed to 
get out of hand. Secondly, there won’t be the 

spoiling and wastage we get at present. Thirdly, 
the women themselves will gain a little extra 
to add to their incomes which will compensate 
them for the hard work they put in throughout 
the year. And fourthly, there’s no reason 
why we shouldn’t use the money we should 
otherwise have spent on nurserymen, rockery 
specialists, horticultural cleaners and so on for 
other purposes.

As the story goes on, the capitalist privatization – 
because that is what it is – of the Garden is carried 
through, and it works. When in the 1980s Deng 
Xiaoping allowed privatization in the Chinese 
villages, it also worked. If we remember what Chinese 
entrepreneurs are able to do once they have become 
overseas Chinese, we shouldn’t be too surprised. But 
what works in China – and worked two centuries ago 
– does not have to work in Russia, not in Tolstoy’s 
days and not today. I am not offering a solution: I only 
protest against a naive universalism that knows only 
one recipe for development, the one supposed to have 
worked in the United States.

A theory of culture in 
management

There  i s  something  in  a l l  count r ies  ca l led 
‘management,’ but its meaning differs to a larger or 
smaller extent from one country to another, and it 
takes considerable historical and cultural insight 
into local conditions to understand its processes, 
philosophies and problems. If already the word may 
mean so many different things, how can we expect one 
country’s theories of management to apply abroad? 
One should be extremely careful in making this 
assumption, and test it before considering it proven. 
Management is not a phenomenon that can be isolated 
from other processes taking place in a society. It 
interacts with what happens in the family, at school, 
in politics and government. It is obviously also related 
to religion and to beliefs about science. Theories of 
management always had to be interdisciplinary, but if 
we cross national borders they should become more 
interdisciplinary than ever.

As the word culture plays such an important role in 
my theory, let me give you my definition, which differs 
from some other very respectable definitions. Culture 
to me is the collective programming of the mind which 
distinguishes one group or category of people from 
another. In the part of my work I am referring to now, 
the category of people is the nation.
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Cultural differences between nations can, to some 
extent, be described using five bipolar dimensions. 
The position of a country on these dimensions allows 
us to make some predictions on the way their society 
operates, including their management processes and 
the kind of theories applicable to their management.

The first dimension is labelled power distance, and 
it can be defined as the degree of inequality among 
people which the population of a country considers 
as normal: from relatively equal (that is, small power 
distance) to extremely unequal (large power distance). 
All societies are unequal, but some are more unequal 
than others.

The second dimension is labelled individualism, 
and it is the degree to which people in a country 
prefer to act as individuals rather than as members of 
groups. The opposite of individualism can be called 
collectivism, so collectivism is low individualism. The 
way I use the word it has no political connotations. 
In collectivist societies a child learns to respect the 
group to which it belongs, usually the family, and to 
differentiate between in-group members and out-group 
members (that is, all other people). When children 
grow up they remain members of their group and 
they expect the group to protect them when they are 
in trouble. In return, they have to remain loyal to their 
group throughout life. In individualist societies, a child 
learns very early to think of itself as ‘I’ instead of a 
part of ‘we’. It expects one day to have to stand on 
its own feet and not to get protection from its group 
anymore; and therefore it also does not feel a need for 
strong loyalty.

The third dimension is called masculinity and its 
opposite pole femininity. It is the degree to which 
tough values like assertiveness, performance, success 
and competition, which in nearly all societies are 
associated with the role of men, prevail over tender 
values like the quality of life, maintaining warm 
personal relationships, service, care for the weak 
and solidarity, which in nearly all societies are more 
associated with women’s roles. Women’s roles differ 
from men’s roles in all countries, but in tough societies, 
the differences are larger than in tender ones.

The fourth dimension is labelled uncertainty 
avoidance, and it can be defined as the degree to which 
people in a country prefer structured over unstructured 
situations. Structured situations are those in which 
there are clear rules as to how one should behave. 
These rules can be written down, but they can also 
be unwritten and imposed by tradition. In countries 
that score high on uncertainty avoidance, people tend 
to show more nervous energy, while in countries that 

score low, people are more easy-going. A (national) 
society with strong uncertainty avoidance can be called 
rigid; one with weak uncertainty avoidance, flexible. 
In countries where uncertainty avoidance is strong 
a feeling prevails of ‘what is different, is dangerous.’ 
In weak uncertainty avoidance societies, the feeling 
would rather be ‘what is different, is curious.’

The fifth dimension is labelled long-term versus 
short-term orientation. On the long-term side one finds 
values oriented towards the future, like thrift (saving) 
and persistence. On the short-term side one finds 
values rather oriented towards the past and present, like 
respect for tradition and fulfilling social obligations.

Table 1.3.1 lists the scores on all five dimensions 
for the United States and for the other countries we 
just discussed. The table shows that each country has 
its own configuration on the five dimensions. Some 
of the values in the table have been estimated based 
on imperfect replications or personal impressions. 
The different dimension scores do not ‘explain’ all 
the differences in management I described earlier. To 
understand management in a country, one should have 
both knowledge of and empathy with the entire local 
scene. However, the scores should make us aware 
that people in other countries may think, feel and act 
very differently from us when confronted with basic 
problems of society.

Idiosyncrasies of American 
 management theories

In comparison to other countries, the US culture profile 
presents itself as below average on power distance and 
uncertainty avoidance, highly individualistic, fairly 
masculine, and short-term oriented. The Germans 
show a stronger uncertainty avoidance and less 
extreme individualism; the Japanese are different 
on all dimensions, least on power distance; the 
French show larger power distance and uncertainty 
avoidance, but are less individualistic and somewhat 
feminine; the Dutch resemble the Americans on the 
first three dimensions, but score extremely feminine 
and relatively long-term oriented; Hong Kong Chinese 
combine large power distance with weak uncertainty 
avoidance, collectivism, and are very long-term 
oriented; and so on. The American culture profile is 
reflected in American management theories. I will just 
mention three elements not necessarily present in other 
countries: the stress on market processes, the stress on 
the individual, and the focus on managers rather than 
on workers.

65856_ch01_ptg01_001-054.indd   47 07/02/20   8:18 PM



48  SeCtION I Strategy

The stress on market processes
During the 1970s and 1980s it has become fashionable 
in the United States to look at organizations from 
a ‘transaction costs’ viewpoint. Economist Oliver 
Williamson has opposed ‘hierarchies’ to ‘markets.’ 
The reasoning is that human social life consists of 
economic transactions between individuals. We 
found the same in d’Iribarne’s description of the 
US principle of the contract between employer and 
employee, the labour market in which the worker sells 
his or her labour for a price. These individuals will 
form hierarchical organizations when the cost of the 
economic transactions (such as getting information, 
finding out whom to trust, etc.) is lower in a hierarchy 
than when all transactions would take place on a free 
market.

From a cultural perspective the important point 
is that the ‘market’ is the point of departure or base 
model, and the organization is explained from market 
failure. A culture that produces such a theory is 
likely to prefer organizations that internally resemble 
markets to organizations that internally resemble more 
structured models, like those in Germany or France. 
The ideal principle of control in organizations in the 
market philosophy is competition between individuals. 
This philosophy fits a society that combines a not-too-
large power distance with a not-too-strong uncertainty 
avoidance and individualism; besides the USA, it will 
fit all other Anglo countries.

The stress on the individual
I find this constantly in the design of research projects 
and hypotheses; also in the fact that in the US 
psychology is clearly a more respectable discipline in 
management circles than sociology. Culture, however, 
is a collective phenomenon. Although we may get our 
information about culture from individuals, we have to 
interpret it at the level of collectivities. There are snags 
here known as the ‘ecological fallacy’ and the ‘reverse 
ecological fallacy’. None of the US college textbooks 
on methodology I know deal sufficiently with the 
problem of multilevel analysis.

A striking example is found in the otherwise 
excel lent  book Organizat ional  Cul ture  and 
Leadership by Edgar H. Schein (1985). On the basis 
of his consulting experience he compares two large 
companies, nicknamed ‘Action’ and ‘Multi’. He 
explains the difference in cultures between these 
companies by the group dynamics in their respective 
boardrooms. Nowhere in the book are any conclusions 
drawn from the fact that the first company is an 
American-based computer firm, and the second a 
Swiss-based pharmaceuticals firm. This information 
is not even mentioned. A stress on interactions among 
individuals obviously fits a culture identified as the 
most individualistic in the world, but it will not be 
so well understood by the four-fifths of the world 
population for whom the group prevails over the 
individual.

taBLe 1.3.1 Culture dimension scores for ten countries

Power 
distance

 
Individualism

 
Masculinity

Uncertainty 
avoidance

Long-term 
orientation

USA 40 L 91 H 62 H 46 L 29 L
Germany 35 L 67 H 66 H 65 M 31 M
Japan 54 M 46 M 95 H 92 H 80 H
France 68 H 71 H 43 M 86 H 30*L
Netherlands 38 L 80 H 14 L 53 M 44 M
Hong Kong 68 H 25 L 57 H 29 L 96 H
Indonesia 78 H 14 L 46 M 48 L 25*L
West Africa 77 H 20 L 46 M 54 M 16 L
Russia 95*H 50*M 40*L 90*H 10*L
China 80*H 20*L 50*M 60*M 118 H

*Estimated

H = top third, M = medium third, L = bottom third (among 53 countries and regions for the first four dimensions; among 

23 countries for the fifth).
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One of the conclusions of my own multilevel 
research has been that culture at the national level and 
culture at the organizational level – corporate culture 
– are two very different phenomena and that the use 
of a common term for both is confusing. If we do use 
the common term, we should also pay attention to the 
occupational and the gender level of culture. National 
cultures differ primarily in the fundamental, invisible 
values held by a majority of their members, acquired 
in early childhood, whereas organization cultures are 
a much more superficial phenomenon residing mainly 
in the visible practices of the organization, acquired by 
socialization of the new members who join as young 
adults. National cultures change only very slowly, 
if at all; organizational cultures may be consciously 
changed, although this isn’t necessarily easy. This 
difference between the two types of culture is the 
secret of the existence of multinational corporations 
that employ employees with extremely different 
national cultural values. What keeps them together is a 
corporate culture based on common practices.

The stress on managers rather than 
workers
The core element of a work organization around the 
world is the people who do the work. All the rest is 
superstructure, and I hope to have demonstrated to 
you that it may take many different shapes. In the 
US literature on work organization, however, the 
core element, if not explicitly then implicitly, is 
considered the manager. This may well be the result of 
the combination of extreme individualism with fairly 
strong masculinity, which has turned the manager into 

a cultural hero of almost mythical proportions. For 
example, he – not really she – is supposed to make 
decisions all the time. Those of you who are or have 
been managers must know that this is a fable. Very 
few management decisions are just ‘made’ as the 
myth suggests it. Managers are much more involved in 
maintaining networks; if anything, it is the rank-and-
file worker who can really make decisions on his or her 
own, albeit on a relatively simple level.

Conclusion

This article started with Alice in Wonderland. In fact, 
the management theorist who ventures outside his or 
her own country into other parts of the world is like 
Alice in Wonderland. He or she will meet strange 
beings, customs, ways of organizing or disorganizing 
and theories that are clearly stupid, old-fashioned or 
even immoral – yet they may work, or at least they may 
not fail more frequently than corresponding theories do 
at home. Then, after the first culture shock, the traveller 
to Wonderland will feel enlightened, and may be able 
to take his or her experiences home and use them 
advantageously. All great ideas in science, politics 
and management have travelled from one country to 
another, and been enriched by foreign influences. The 
roots of American management theories are mainly 
in Europe: with Adam Smith, John Stuart Mill, Lev 
Tolstoy, Max Weber, Henri Fayol, Sigmund Freud, 
Kurt Lewin and many others. These theories were 
replanted here and they developed and bore fruit. The 
same may happen again. The last thing we need is a 
Monroe doctrine for management.
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2
CHAPTER

STRATEgizing

A mind all logic is like a knife all blade. It makes the hand bleed 
that uses it.
Rabindranath Tagore (1861–1941); Indian philosopher, poet and 1913 Nobel Prize winner in 
Literature

inTRoduCTion

W hat goes on in the mind of the strategist? A fascinating question that is easy to ask, 
but difficult to answer. Yet, it is a question that is important in two ways – generally 

and personally. Generally, knowing what goes on in the minds of managers during strategy 
processes is essential for understanding their choices and behaviours. Opening up the 
black box of the strategist’s mind to see how decisions are made can help to anticipate 
or influence this thinking. Grasping how managers shape their strategic views and select 
their preferred actions can be used to develop more effective strategies. It is due to this 
importance of strategic thinking that a separate chapter in this book is devoted to the 
subject. Yet, for each reader personally, the topic of strategizing is also of key importance, 
as it automatically raises the questions ‘What is going on in my mind?’ and ‘How strategic 
is my thinking?’ Exploring the subject of strategizing triggers each person to explore their 
own thought processes and critically reflect on their own strategy preferences. Ideally, 
wondering about the mind of the strategist should inspire readers to constantly question 
their own assumptions, thoughts, beliefs and ideas, and to sharpen their strategic thinking 
as they move through the following chapters. For this reason, it seems only appropriate to 
start the book with this topic.

So, what goes on in the mind of the strategist? Well, a lot, but if reduced to its bare 
essentials it can be said that strategists are engaged in the process of dealing with strategic 
problems. Not problems in the negative sense of troublesome conditions that need to be 
avoided, but in the neutral sense of challenging situations that need to be resolved – a 
strategic problem is a set of circumstances requiring a reconsideration of the current course 
of action, either to profit from observed opportunities or to respond to perceived threats. To 
deal with these strategic problems, managers must not simply think, they must go through 
a strategic reasoning process, searching for ways to define and resolve the challenges at 
hand. Managers must structure their individual thinking steps into a reasoning process 
that will result in effective strategic behaviour. The question is how managers actually go 
about defining strategic problems (how do they identify and diagnose what is going on?) 
and how do they go about solving strategic problems (how do they generate, evaluate and 
decide on potential answers?). It is this issue of strategic reasoning, as a string of strategic 
thinking activities directed at defining and resolving strategic problems, which will be 
examined in further detail below.
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Cognitive activities
The strategic reasoning process consists of a number of strategic thinking elements or 
cognitive activities – mental tasks intended to increase the strategist’s knowing. A general 
distinction can be made between cognitive activities directed towards defining a strategic 
problem, and cognitive activities directed at solving a strategic problem.

THE iSSuE of STRATEgiC REASoning

The mind of the strategist is a complex and fascinating apparatus that never fails to 
astonish and dazzle on the one hand, and disappoint and frustrate on the other. We are often 
surprised by the power of the human mind, but equally often stunned by its limitations. 
For the discussion here it is not necessary to unravel all of the mysteries surrounding the 
functioning of the human brain, but a short overview of the capabilities and limitations of 
the human mind will help us to understand the issue of strategic reasoning.

The human ability to know is referred to as ‘cognition’. As strategists want to know about 
the strategic problems facing their organizations, they need to engage in cognitive activities. 
These cognitive activities (or strategic thinking activities) need to be structured into a strategic 
reasoning process. Hence, the first step towards a better understanding of what goes on in the 
mind of the strategist is to examine the various cognitive activities making up a strategic 
reasoning process. The four main cognitive activities will be discussed in the first subsection 
below. To be able to perform these cognitive activities, people need to command certain 
mental faculties. While very sophisticated, the human brain is still physically strictly limited 
in what it can do. These limitations to people’s cognitive abilities will be reviewed in the 
second subsection. To deal with its inherent physical shortcomings, the human brain copes 
by building simplified models of the world, referred to as cognitive maps. The functioning of 
cognitive maps will be addressed in the third subsection.

In Figure 2.1 the relationship between these three topics is visualized, using the metaphor 
of a computer. The cognitive abilities of our brains can be seen as a hardware level question 
– what are the physical limits on our mental faculties? The cognitive maps used by our 
brains can be seen as an operating system level question – what type of platform/language 
is ‘running’ in our brain? The cognitive activities carried out by our brains can be seen as an 
application level question – what type of programme is strategic reasoning?

Application Level
(Mental Reasoning)

Operating System Level
(Mental Models)

Hardware Level
(Mental Faculties)

Cognitive Abilities

Cognitive Maps

Cognitive Activities

figuRE 2.1 Cognitive activities, maps and abilities
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A structured approach to these four cognitive activities is to carry them out in the 
above order, starting with problem identification and then moving through diagnosis to 
conceiving solutions and finally realizing them (i.e. clockwise movement in Figure 2.2). 
In this approach the first step, identifying strategic problems, would require extensive 
external and internal scanning, thorough sifting of incoming information and the selection 
of priority issues. In the next reasoning step, the strategic problems recognized would have 
to be diagnosed by gathering more detailed data, and by further analysing and refining this 
information. Once the problem has been properly defined, a strategy could be formulated 
by evaluating the available options and deciding which solution would be best. In the 
final phase, realization, the strategist would need to ensure execution of the proposed 
solution by consciously planning and controlling implementation activities. In this case, 
the four elements of the strategic reasoning process could actually be labelled recognizing, 
analysing, formulating and implementing.

Each of these two major categories can be further split into two (see Figure 2.2), leading 
to the following general elements of a strategic reasoning process:

 ■ Identifying. Before strategists can benefit from opportunities or to counter threats, 
they must be aware of these challenges and acknowledge their importance. This part 
of the reasoning process is also referred to as identifying, recognizing, sense-making 
or sensing.

 ■ Diagnosing. To grapple with a problem, strategists must try to understand the structure 
of the problem and its underlying causes. This part of the reasoning process is also 
referred to as analysing, reflecting or shaping.

 ■ Conceiving. To deal with a strategic problem, strategists must come up with a potential 
solution. If more than one solution is available, strategists must select the most 
promising one. This part of the reasoning process is also referred to as formulating, 
imagining or seizing.

 ■ Realizing. A strategic problem is only really solved once concrete actions are undertaken 
that achieve results. Strategists must therefore carry out problem-solving activities and 
evaluate whether the consequences are positive. This part of the reasoning process is 
also referred to as implementing, acting or reconfiguring.

De�ning

Solving

Identifying
Recognizing

Sense-making

('What is a problem?')

Diagnosing
Analysing
Re�ecting

('What is the nature
of the problem?')

Realizing
Implementing

Acting

('What actions should
be taken?')

Conceiving
Formulating
Imagining

('How should the
problem be addressed?')

figuRE 2.2 Elements of a strategic reasoning process
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However, strategists do not always reason in this step-by-step fashion. Their thinking 
is often less orderly, with identifying, diagnosing, conceiving and realizing intermingled 
with one another – even going on at the same time. Neither are cognitive activities as 
straightforward as portrayed above. The identification of strategic problems is often 
not about objective observation, but rather subjective interpretation – by looking at the 
world from a particular angle, strategists see and value particular strengths, weaknesses, 
opportunities and threats. Such sense-making activities (Gioia and Chittipeddi, 1991; 
Hodgkinson and Healy, 2011; Weick, 1979) lead to attention being paid to some issues, 
while others do not make the strategic agenda (Dutton, 1988; Ocasio, 1997). Likewise, 
diagnosing strategic problems is not always a structured analytical process. Gaining a 
deeper understanding of strategic problems may involve explicit analysis, but also intuitive 
reflecting – by employing unconscious reasoning rules, strategists often quickly form a 
general picture of how key aspects of a strategic problem are interrelated.

Conceiving strategic solutions can be equally ‘messy’ and subjective. Often, strategic 
options are not chosen from an available repertoire of potential solutions, but they are 
invented. In other words, new options are often not selected, discovered or figured out, 
but are envisioned – strategists imagine how things could be done. Such idea generation 
can involve reasoning by analogy or metaphor, brainstorming or pure fantasizing. New 
potential solutions may come to the strategist in a flash (Eureka!) or emerge over time, but 
usually require a period of incubation beforehand and a period of nurturing afterwards. 
Furthermore, strategists often find it impossible to objectively prove which new idea would 
be the best solution. Therefore, the process of deciding on the solution to be pursued may 
involve more judgement than calculation.

Finally, it must be emphasized that action does not always come last, in the form of 
solution implementation. Often, strategists do not wait for a problem to be precisely 
defined and for a solution to be fully conceived before starting to act. On the contrary, 
strategists often feel they must first act – they must have experience with a problem and 
know that the current strategy will not be able to overcome the problem. To find a suitable 
solution it is often also necessary to test certain assumptions in practice and to experiment. 
Hence, acting regularly precedes, or goes hand-in-hand with, all other cognitive activities.

Cognitive abilities
People are not omniscient – they do not have infinite knowledge. To some extent this is 
due to the nature of reality – many future events are inherently unpredictable due to factors 
that are uncertain or unknowable. Yet, humans are also burdened with rather imperfect 
cognitive abilities. The human brain is severely limited in what it can know (Simon, 1957). 
The limitation to humans’ cognitive abilities is largely due to three factors:

 ■ Limited information sensing ability. Humanity’s first ‘handicap’ is a limited information 
sensing ability. While the senses – touch, smell, taste, hearing and sight – are bombarded 
with stimuli, much of reality remains unobservable to humans. This is partially due 
to the physical inability to be everywhere, all the time, noticing everything. However, 
people’s limited ability to register the structure of reality is also due to the inherent 
superficiality of the senses and the complexity of reality. The human senses cannot 
directly identify the way the world works and the underlying causal relationships. Only 
the physical consequences of the complex interactions between elements in reality can 
be picked up by a person’s sensory system. Therefore, the mental representations of the 
world that individuals build up in their minds are necessarily based on circumstantial 
evidence.

 ■ Limited information processing capacity. Unfortunately, a second drawback is that 
humans do not have unlimited data processing abilities. Thinking through problems 

65856_ch02_ptg01_055-130.indd   58 07/02/20   8:18 PM



CHAPTER 2 Strategizing  59

with many variables, complex relationships and huge amounts of data is a task that 
people find extremely difficult to perform. Approaching every activity in this way 
would totally overload a person’s brain. For this reason, humans hardly ever think 
through a problem with full use of all available data, but necessarily make extensive 
use of mental shortcuts, referred to as “cognitive heuristics” (Janis, 1989). Cognitive 
heuristics are mental ‘rules of thumb’ that simplify a problem, so that it can be more 
quickly understood and solved. Cognitive heuristics focus a person’s attention on a 
number of key variables that are believed to be most important, and present a number 
of simple decision rules to rapidly resolve an issue. The set of possible solutions to be 
considered is also limited in advance.

 ■ Limited information storage capacity. Another human cognitive shortcoming is poor 
memory. People have only a limited capacity for storing information. Remembering 
all individuals, events, dates, places and circumstances is beyond the ability of the 
human brain. Therefore, people must store information very selectively and organize 
this information in a way that it can be easily retrieved when necessary. Here again, 
cognitive heuristics are at play – ‘rules of thumb’ make the memorization process 
manageable in the face of severe capacity limitations. Such heuristics help to simplify 
complex clusters of data into manageable chunks and help to categorize, label and store 
this information so that it can be recalled at a later time.

To deal with these severe physical limitations, the brain has come up with more than 
only simple cognitive heuristics. The human mind has come to work with more holistic 
cognitive maps.

Cognitive maps
Knowledge that people have is stored in their minds in the form of “cognitive maps” (e.g. 
McCaskey, 1982; Weick and Bourgnon, 1986), also referred to as “cognitive schemata” 
(e.g. Anderson, 1983; Schwenk, 1988), “mental models” (e.g. Day and Lord, 1992; 
Knight et al., 1999), “knowledge structures” (e.g. Lyles and Schwenk, 1992; Walsh, 1995) 
and “construed reality” (Finkelstein and Hambrick, 1996). These cognitive maps are 
representations in a person’s mind of how the world works. A cognitive map of a certain 
situation reflects a person’s beliefs about the importance of the issues and about the cause 
and effect relationships between them.

Cognitive maps are formed over time through education, experience and interaction with 
others. Based on the inputs of their senses, people will infer causal relationships between 
phenomena, making guesses about unobservable factors and resolving inconsistencies 
between the bits of information received. In turn, people’s cognitive maps steer their 
senses; while cognitive maps are built on past sensory data, they will consequently direct 
which new information will be sought and perceived. A person’s cognitive map will focus 
attention on particular phenomena, while blocking out other data as noise, and will quickly 
make clear how a situation should be perceived. In this way, a cognitive map provides an 
interpretive filter or perceptual screen, aiding the senses in selecting and understanding 
external stimuli (Starbuck and Milliken, 1988). Furthermore, cognitive maps help to 
direct behaviour by providing an existing repertoire of ‘problem-solving’ responses (also 
referred to as ‘scripts’ or ‘recipes’) from which an appropriate action can be derived.

In building their cognitive maps, people acquire a lot of their knowledge by means 
of direct experience. They learn to communicate, play an instrument, drive a vehicle 
and solve problems. This knowledge is added to people’s cognitive maps without being 
explicitly articulated. In other words, knowledge gained through experiential learning is 
usually not codified into formal rules, principles, models or theories, but remains tacit 
(Nonaka, 1991; Polanyi, 1966). People formulate implicit models and draw conclusions, 
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but do so largely unconsciously. In this way, cognitive maps evolve without people 
themselves being entirely aware of their own cognitive map. Hence, when people use 
their intuition, this is not a mystical or irrational way of reasoning, but thinking guided 
by the tacit knowledge they have acquired in the past (Behling and Eckel, 1991). Intuitive 
thinking is the opposite of analytical thinking – informal and holistic (Von Winterfeldt and 
Edwards, 1986). Informal means that the thinking is largely unconscious and based on 
experiences, variables and causal relationships not explicitly identifiable by those doing 
the thinking. Holistic means that the thinker does not aim at unravelling phenomena into 
their constituent parts, but rather maintains a more integrated view of reality.

Yet, people’s cognitive maps are not developed independently, but rather in interaction 
with one another. People tend to construct a shared understanding of the world by 
interacting with each other within a group over an extended period of time. By exchanging 
interpretations of what they see, it is said that they enact a shared reality (Daft and Weick, 
1984; Smircich and Stubbart, 1985). The resulting shared cognitive map is variably referred 
to as the group’s “dominant logic” (Prahalad and Bettis, 1986), “common paradigm” 
(Kuhn, 1970) or “belief system” (Noorderhaven, 1995). Such a shared worldview can 
exist within small social units, such as a firm or a family, but also within larger units, such 
as an industry or a nation.

As individuals can belong to different groups, they can be influenced by different belief 
systems simultaneously. As members of a national culture, their cognitive maps will to a 
certain extent be influenced by the beliefs dominant within the nation. As employees of 
a company, their cognitive maps will be affected by the beliefs common within the firm 
and the industry as well. In the same manner, people can be impacted by the professional 
community to which they belong, their religious affiliation, their political party and any 
other groups in which they interact with others (Hambrick et al., 1993; Sutcliffe and 
Huber, 1998). Due to the mutually inclusive nature of group membership, an individual’s 
cognitive map will be a complex combination of elements taken from different group-
level dominant logics. While these paradigms on which an individual draws can be 
complementary, or overlapping yet consistent, it is quite possible that inconsistencies arise 
(Schein, 1985; Trice and Beyer, 1993).

As shared beliefs develop over time through interaction and are passed on through 
socialization, they remain largely tacit. The shared cognitive map of a group is literally 
‘common sense’ – sense shared by a common group of people. However, where members 
of different groups come into conflict with one another, or where an individual needs 
to deal with the inconsistencies brought on by multiple group memberships, beliefs can 
become more articulated (Glynn, 2000). Different behaviours, based on different cognitive 
maps, will often lead to the identification and codification of beliefs, either to protect 
them or to engage in debate with people with other views. As paradigms become more 
articulated, they also become more mobile, making it possible to transfer ideas to people 
without direct interaction.

The downside of cognitive maps is that they exhibit a high level of rigidity. People 
are generally not inclined to change their minds. Once people’s cognitive maps have 
formed and they have a grip on reality, they become resistant to signals that challenge 
their conceptions. As McCaskey (1982) remarks, the mind “strives mightily to bring order, 
simplicity, consistency and stability to the world it encounters”, and is therefore reluctant 
to welcome the ambiguity presented by contradicting data. People tend to significantly 
overestimate the value of information that confirms their cognitive map, underestimate 
dis-confirming information, and they actively seek out evidence that supports their current 
beliefs (Schwenk, 1984). Once an interpretive filter is in place, seeing is not believing, but 
believing is seeing. People might have the impression that they are constantly learning, 
but they are largely learning within the bounds of a paradigm. When an individual’s 
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map is supported by similar beliefs shared within a firm, industry or country, the ability 
to question key aspects of a paradigm will usually be rather limited. Not only does the 
individual have no ‘intellectual sounding board’ for teasing out new ideas, but deviation 
from the dominant logic might also have adverse social and political ramifications within 
the group (e.g. Aldrich and Fiol, 1994; DiMaggio and Powell, 1983). Not for nothing is 
the old proverb: “old ideas never change; they eventually die out” (Kuhn, 1970).

For strategists, cognitive rigidity is particularly worrying. Strategists should be at 
the forefront of market developments, identifying changing circumstances and new 
opportunities before their competitors do. Strategizing is by its very nature focused on 
understanding and shaping the future, and therefore strategists must have the ability to 
challenge current beliefs and to change their own mind. They must be able to come up 
with innovative, yet feasible new strategies that will fit with the unfolding reality. This 
places extraordinary cognitive demands on strategists – they must be able to overcome the 
limitations of their own cognitive maps and develop a new understanding.

THE PARAdox of LogiC And inTuiTion

Albert Einstein called the intuitive or metaphoric mind a sacred gift. He added 
that the rational mind was a faithful servant. It is paradoxical that in the context 
of modern life we have begun to worship the servant and defile the divine.
Bob Samples (1933–2012); independent scholar, artist and author

Many management theorists have noted that the opposites of logic and intuition create 
a tension for managers (e.g. Hodgkinson and Healey, 2011, Reading 2.3; Sadler-Smith, 
2004). While some researchers make a strong case for more formal analysis (e.g. 
Isenberg, 1984; Schoemaker and Russo, 1993; Teece, 2007, Reading 2.1), there is a broad 
understanding that managers need to employ both logical and intuitive thinking, even if 
they are each other’s opposites.

The extensive use of intuitive judgement among managers is understood by most as 
necessary and beneficial. A manager’s intuition is built up through years of experience and 
contains a vast quantity of tacit knowledge that can only superficially be tapped by formal 
analysis. Intuition, therefore, can give a richer assessment of qualitative information. 
Moreover, intuitive thinking is faster (Kahneman, 2011) and better at capturing the big 
picture than logical thinking. And very practically, intuition is needed to cut corners in the 
large numbers of (big) data and the contradicting information. Management would grind 
to a halt, overloaded by the sheer complexity of the analyses that would need to be carried 
out. Such a situation of rationality gone rampant is referred to as “paralysis by analysis” 
(Langley, 1995; Lenz and Lyles, 1985).

However, it is equally clear to most that human intuition is efficient, but often also 
unreliable and imprecise. It helps people to intuitively jump to conclusions without 
thorough analysis, which increases speed, but also increases the risk of drawing faulty 
conclusions. The main danger of intuition is that it is inherently biased, as it focuses 
attention on only a few variables and interprets them in a particular way, even when this 
is not appropriate (e.g. Bazerman, 1990; Tversky and Kahneman, 1986). For this reason, 
many academics urge practitioners to bolster their intuitive judgements with more explicit 
rational analysis. Especially in the case of strategic decisions, more time and energy 
should be made available to avoid falling prey to common cognitive biases. Otherwise 
the ultimate result might be a ‘corporate gravestone’ with the epitaph “extinct by instinct” 
(Langley, 1995).
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For strategists, a fundamental question is how they can avoid getting stuck with an 
outdated cognitive map. How can they avoid the danger of building up a flawed picture 
of their industry, their markets and themselves? As strategists must be acutely aware of 
the unfolding opportunities and threats in the environment, and the evolving strengths and 
weaknesses of the organization, they must be able to constantly re-evaluate their views.

On the one hand, this requires rigorous logical thinking. All the key assumptions 
on which a strategist’s cognitive map are based need to be reviewed and tested against 
developments in the firm and its environment. On the other hand, strategists must have the 
ability to engage in intuitive thinking. To be able to ‘feel’ new opportunities and strengths, 
strategists must be able to think beyond their current mental models. Both demands on 
strategists will now be reviewed in more detail.

The demand for logical thinking
It is clear that if the strategizing managers base their strategic decisions only on heavily 
biased cognitive maps, unconsciously built up through past experiences, this will lead to 
very poor results. Strategists need to have the ability to critically reflect on the assumptions 
they hold, to check whether they are based on actual fact, or on organizational folklore and 
industry recipes. They must be capable of making their tacit beliefs more explicit, so that 
the validity of these mental models can be evaluated and further refined. In short, to be 
successful strategists, managers need to escape the confines of their own cognitive maps – 
and those of other stakeholders engaged in the strategy process.

Assessing the validity of a cognitive map requires strong logical thinking. Logical 
thinking can be characterized as conscious and rigorous, based on formal rules. When 
employing logic, each step in an argumentation follows from the previous one, based on 
valid principles. In other words, a logical thinker will draw a conclusion only if it is arrived 
at by a sound succession of arguments.

Logical thinking can be applied to all four cognitive activities outlined in Figure 2.2. 
When identifying and diagnosing a strategic problem, logical thinking can help to avoid 
the emotional interpretations that so often colour people’s understanding of environmental 
opportunities and threats, and organizational strengths and weaknesses. Logical thinking 
can also expose a person’s bullish or bearish bias and can be instrumental in discarding old 
‘theories’ of how the firm and its environment function. By analysing the empirical facts 
and rigorously testing the hypotheses on which the firm’s shared cognitive map has been 
built, the strategist can prevent building a false model of reality.

When conceiving and realizing a strategic solution, logical thinking can help to avoid 
the danger of following outdated habits and routines. Routines are programmed courses of 
action that originally were deliberately conceived, but have been subsequently internalized 
and are used automatically (March and Simon, 1993). Habits are programmed courses of 
action that have developed unconsciously. By explicitly formulating strategic options and 
subjecting them to formal evaluation, the strategist can break away from such established 
behaviour and develop new approaches to gaining and retaining competitive advantage. 
Moreover, logical thinking can aid in making a distinction between fantasy and feasibility. 
Sound logic can serve to weed out strategic options that are flights of fancy, by analysing 
the factors that will determine success or failure.

The demand for intuitive thinking
Intuitive thinking is the opposite of logical thinking. As described above, when employing 
logic, a thinker bases each step in a train of thought on the previous steps, following 
formal rules of valid thinking – also coined “cold cognition” (Bernheim and Rangel, 
2004). However, the intuitive thinker does not follow formal steps in a decision-making 
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process, but instead pursues an informal and holistic judgement process. While judging 
the situation at hand, the intuitive thinker includes multiple inputs, relates the inputs to the 
unconsciously stored large quantities of information to detect and understand the inputs, 
and employs his/her emotions (‘feeling in our marrow’) for judging situations – also 
dubbed “hot cognition” (Bernheim and Rangel, 2004).

While connecting a diversity of unconsciously stored information, intuitive thinking is 
quite fast – especially when compared with logical thinking (e.g. Kahneman, 2003). New 
insights pop up when handling a “mass of experience or a complex of abstractions in a 
flash” (Barnard, 1938). And intuitive responses – within seconds or less – are often correct 
(March and Simon, 1993).

In intuitive thinking a person opens up the unconscious part of the brain – where most of 
the learnings and experiences are being accumulated. The power of using the unconsciously 
stored information is that it connects many variables to another into a whole, without a 
sound explanation of why a correlation is assumed. Without deliberate intent large numbers 
of inputs are combined and an understanding boils up as a new insight. When this insight 
appears to ‘make sense’, the search for supporting evidence gets started. Often logic is used 
afterwards to justify an understanding that was actually generated by intuitive means.

If a pattern of incidents indicates that there is reason to believe that ‘something is going 
on’ which may affect at least some elements of the mental map, common thinking will be 
challenged. If the intuitive thinker develops a ‘gut feeling’ in which direction the solution 
might be, the new idea will be brought forward, even when it challenges orthodoxy and 
current thinking.

When identifying and diagnosing strategic problems, intuitive thinking is often needed. 
Old cognitive maps usually have a very compelling logic, locking people into old patterns 
of thinking. These old cognitive maps are usually tried and tested, and have become 
immune to external signals that they are no longer fitting. Thinking within the boundaries 
of a shared cognitive map is generally accepted and people tend to proceed rationally – 
that is, they try to escape from logical inconsistencies by including dissonant signs in 
the current thinking. Challenging a cognitive map’s fundamental assumptions, however, 
cannot be done in a way that is logically consistent with the map itself. Contradicting a 
paradigm is illogical from the point of view of those who accept the paradigm. Therefore, 
changing a rigid and subjective cognitive map, rooted in a shared paradigm, requires 
strategists that are not captured by common logic and that recognize patterns in a number 
of seemingly unrelated incidents. Strategic thinkers need to be willing and able to detect 
signs that may challenge orthodoxy and make leaps of imagination which – although not 
logically justified – are needed to generate fresh ways of looking at old and new problems.

The same is true when conceiving and realizing strategic solutions. New strategies are 
not analysed into existence, but need to be generated. Patterns of loosely connected signs 
need novel solutions that do not follow from the dominant logic, but are the unexpected 
answers that emerge when the grip of the dominant logic is loosened.

Unfortunately, the conclusion must be that logical thinking and intuitive thinking are not 
only opposites, but that they are partially incompatible as well. They are based on methods 
that are at odds with one another. Strategizing managers would probably love to be fully 
logical and fully intuitive at the same time, but both require such a different mindset and 
range of cognitive skills that in practice it is very difficult to achieve both simultaneously. 
The demand for logic and intuition is not only contradictory for each individual but also 
within teams, departments and the overall firm: while strategizing groups would like to be 
fully capable of logical and intuitive thinking, finding ways of incorporating both forms of 
strategic thinking into a workable strategy process is extremely challenging. Commonly, 
opposing styles lead to opposing people, and therefore a blend between the two is not that 
simple. It is for this reason that we speak of the ‘paradox of logic and intuition’ – the two 
demands on managers seem to be contradictory, yet both are required at the same time.
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SAmSung: CoSmoPoLiTAnS 
on THE HAn RivER
The South Korean economy expanded from near 
zero to more than a trillion US dollars between the 
1960s and 2016. This achievement, which became 
known as the Miracle on the Han River, was made 
possible with a few national champions. One of 
these was Samsung. 

From its humble beginnings as a small trading 
firm, Samsung has become the largest of South 
Korea’s chaebols – family business conglomerates – 
with subsidiaries in electronics, chemicals, insurance, 
ships, advertising, construction, hospitality, and 
more. Now the company enjoys recognition and 
market presence around the globe.

Samsung – literally meaning the “three stars”: 
large, strong and lasting forever – has strong 
Japanese roots. South Korea was a Japanese colony 
when Samsung started, and being educated in Japan, 
founder Byung-chul Lee was highly influenced by 
the Japanese way of doing business, with its focus 
on continuous improvement, a hierarchical labour 
model, unrelated diversification, dependency on 
the internal capital market, long-term relationships 
with stakeholders, seniority-based promotions and 
limited recruitment.

In the aftermath of ending Japanese rule in 
1945 and the Korean War in 1953, South Korea’s 
economic situation was in terrible shape. Personal 
conversations with South Korea’s first president 
Syngman Rhee strengthened Byung-chul’s belief 
that he was not just building a company: he was 
‘engaging in business for national service’ – to 
help create a stronger nation through business 
prosperity, or “saeobboguk” in Korean. This is 
illustrated by Samsung’s business philosophy – 
in 1973 it coined the ‘Samsung Spirit’ – which 
refers to “the principle of engaging in business 
for national service”, “man and talent first”, and 
“pursuit of logic and reality”.

When Kun-hee Lee, Byung-chul’s son, took 
over the reins of Samsung in 1987, he was 
responsible for a decisive moment in Samsung 
Elec t ron ics ’  success ,  when  the  company 
established a position in the white goods business. 
Kun-hee Lee had heard of recent developments 

in semiconductors and decided to personally 
investigate the situation in Japan. His conclusion 
after his investigation was that semiconductors 
were promising enormous opportunities for high-
tech products. With a firm position in white goods, 
the new developments could provide Samsung 
Electronics with the growth Lee was looking for. 
He also realized something else: Samsung would 
be forced to compete in markets dominated by 
non-Koreans, with new challenges and different 
competitive rules ahead. Lee was also convinced 
that Samsung Electronics should not move 
cautiously, just following the leading Japanese 
companies Sony and Matsushita. Instead, the 
company should try to claim a leadership role and 
become an innovative and entrepreneurial industry 
shaper. But to achieve this, the company’s current 
slow seniority-based HR and focus on operational 
excellence was not going to take Samsung to the 
top. Lee needed a fresh look on things, which he 
derived from Western thinking.

Lee launched the ‘New Management Initiative’ 
in 1993, based on introducing the Western way of 
doing business into the company. He famously said: 
“change everything except your wife and kids,” 
indicating the far-reaching attempts to reform the 
organizational culture of the company. For example, 
employee promotion became merit-based instead 
of seniority-based. Lee particularly focused on the 
Western best practices, such as strategy formation, 
talent management and innovation. Lee understood 
that a cold turkey method wouldn’t do the job as 
it would certainly result in heavy resistance. He 
therefore decided to slowly inject the best practices 
into the company. But how do you get analysis-based 
practices into an Eastern firm with holistic DNA? Lee 
decided to let Western outsiders into his company, 
equipped with MBAs and a strong knowhow of the 
Western ways of doing business. This slowly but 
surely opened up the traditional Korean business 
mentality. In addition, he sent insiders out to the 
Western world, to personally experience the Western 
way of doing business and take Western best 
practices back into the South Korean context.

These pract ices were slowly introduced 
into Samsung. For example, the merit-based 
compensat ion system started with a  small 

ExHibiT 2.1 SHoRT CASE
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differential, increasing annually until it reached 
50 per  cent .  Lee also acquired companies 
that could help him in entering markets. For 
example, in 1995 Samsung Electronics acquired 
a 40 per cent stake in AST Research, a United 
States based personal computer maker. Long-
term strategic plans were created that would 
enable Samsung to go beyond supplying simple 
technology to creating high-tech products, and 
would finally result in Samsung Electronics 
becoming a ‘three starred chef’ in product and 
process innovation.

During 1997 and 1998 the industry was 
hit by a dramatic dip in demand and prices for 
memory chips. While most competitors became 
nervous about short-term results, and reduced 
capital  spending and production capaci ty, 
Samsung Electronics kept to their strategic 
long-term planning and continued investing 
and strengthening its memory chip production 
operations. When the bust cycle turned into boom 
again, Samsung was one of the few companies 
with sufficient manufacturing capacity to reap 
the benefits. Since 2004, the operating profit 
of the electronics subsidiary of Samsung has 
consistently exceeded the sum of Japan’s five 
major electronic firms annual operating profits. 
Samsung has showcased itself to be the world’s 
largest memory chip manufacturer and the 
world market leader in LCD screens, monitors, 
microwave ovens and mobile phones. By 2014 

the entire Samsung Electronics had reached an 
astonishing US$196 trillion of revenue, while 
employing over 319 thousand people around the 
world. 

The unique combination of Eastern and Western 
ways of thinking has made Samsung Electronics 
the company it is today, but will this combination 
prove to be as successful in the long term? And 
how can Lee avoid getting stuck in the middle, 
being neither a company successful at doing 
business in an ‘Asian way’ nor a firm pursuing 
the ‘Western road’? Holistic thinking helped to 
create the Samsung chaebol. Analytical thinking 
helped to enter the non-Korean dominated high-
tech electronic markets. And the unique Samsung 
‘holistic analytical thinking combination’ has 
made Samsung Electronics the market leader 
in many fields and the South Korean champion 
on the Han River. Employees are not Koreans or 
Westerners but cosmopolitans who feel at home all 
over the globe. How can Lee successfully manage 
logic and intuition to make Samsung Electronics 
live up to what it stands for: ‘large, strong and 
lasting forever’?

Co-authors: Jeroen Brinkhuis and Wester Wagenaar

Sources: www.samsung.com; Samsung Electronic Annual Report 
2014; Far Eastern Economic Review, 14 September 2002; 
Harvard Business Review, July-August 2011; Haour and Cho, 
IMD Business Case, 2000; The Korea Herald, 16 January 2009; 
The Korean Times, 2 February 2010.

PERSPECTivES on STRATEgizing

Irrationally held truths may be more harmful than reasoned errors.
T.H. Huxley (1825–1895), English biologist

While the need for both logical and intuitive thinking is clear, this does place strategists 
in a rather awkward position of needing to bring two partially contradictory thinking 
systems, also known as System 1 and System 2 (Kahneman, 2011; see also Dane and 
Pratt, 2007, Reading 2.2), together in one strategic reasoning process. Logical thinking 
helps to make the strategic reasoning process rigorous, consistent and precise, instead of 
haphazard, ad hoc and general. Intuitive thinking, on the other hand, helps to make the 
strategic reasoning process comprehensive, flexible and fast, instead of fragmentary, rigid 
and slow.
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In finding a balance between these opposite forms of thinking, the main question 
is whether the strategic reasoning process should actually be a predominantly rational 
affair, or a much more intuitive process. Is strategizing largely a rational activity, 
requiring logical thinking to be the dominant modus operandi, with occasional bits of 
gut feeling needed here and there to generate new ideas? Or is strategizing largely an 
intuitive activity, requiring integrative thinking as the standard operating procedure, 
with occasional bits of logical analysis needed here and there to weed out unfeasible 
ideas?

The answer to this question should be found in the strategic management literature. 
Yet, upon closer inspection, the opinions outlined in both the academic and popular 
literature show that views vary widely among researchers and strategists alike. A wide 
spectrum of differing perspectives can be recognized, each giving their own angle on how 
strategic thinking should use logic and intuition – sometimes explicitly mentioning the 
need for both, but more commonly making implicit assumptions about the role of logic 
and intuition in strategy processes.

As was outlined in Chapter 1, it is not the intention here to summarize all of the ‘schools 
of thought’ on the topic of strategic thinking. Instead, only the two opposite points of view 
will be presented in this section. These two poles in the debate form the input for a good 
debate – a clear-cut thesis and antithesis in a process of dialectical enquiry.

At one end of the spectrum, there are those who argue – or just assume – that strategizing 
should be a predominantly conscious analytic process, requiring logic to be the main form 
of thinking in use. This point of view is referred to as the ‘analytic reasoning perspective’. 
At the other pole, there are those who argue that strategizing is mainly an unconscious 
holistic process, requiring intuition as the leading thinking style. This point of view will be 
referred to as the ‘holistic reasoning perspective’.

The analytic reasoning perspective
Strategists employing the analytic reasoning perspective argue that strategic 
reasoning is predominantly a ‘logical activity’ (Andrews, 1987; Teece, 
2007, Reading 2.1). To deal with strategic problems the strategist must 
first consciously and thoroughly analyse the problem situation. Data must 

be gathered on all developments external to the organization, and this data must be 
processed to pinpoint the opportunities and threats in the organization’s environment. 
Furthermore, the organization itself must be appraised, to uncover its strengths and 
weaknesses and to establish which resources are available. Once the problem has 
been defined, a number of alternative strategies can be identified by matching external 
opportunities to internal strengths. Then, the strategic options must be extensively 
screened, by evaluating them on a number of criteria, such as internal consistency, 
external consonance, competitive advantage, organizational feasibility, potential return 
and risks. The best strategy can be selected by comparing the scores of all options and 
determining the level of risk the strategist is willing to take. The chosen strategy can 
subsequently be implemented.

This type of intellectual effort requires well-developed analytical skills. Strategists 
must be able to rigorously, consistently and objectively comb through huge amounts of 
data, interpreting and combining findings to arrive at a rich picture of the current problem 
situation. Possible solutions require critical appraisal and all possible contingencies must 
be logically thought through. Advocates of the analytic reasoning perspective argue that 
such reasoning strongly resembles the problem-solving approach of chess grandmasters 
(Simon, 1987). They also thoroughly assess their competitive position, sift through a 
variety of options and calculate which course of action brings the best chances of success. 
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Therefore, the reasoning processes of chess grandmasters can be used as an analogy for 
what goes on in the mind of the strategist.

While depicted here as a purely step-by-step process of recognition, analysis, 
formulation and implementation, proponents of the analytic reasoning perspective note 
that in reality strategists often have to backtrack and redo some of these steps, as new 
information becomes available or chosen strategies do not work out. Strategists attempt to 
be as comprehensive, consistent and rigorous as possible in their analyses and calculations, 
but of course they cannot know everything and their conclusions are not always perfect: 
even with the most advanced forecasting techniques, not all developments can be foreseen; 
even with state of the art market research, some trends can be missed; even with cutting 
edge test marketing, scenario analyses, competitive simulations and net present value 
calculations, some selected strategies can turn out to be failures. Strategists are not all 
knowing and do make mistakes – their rationality is limited by incomplete information 
and imperfect cognitive abilities. Yet, strategists try to be as rational as possible. Simon 
(1957) refers to this as ‘bounded rationality’ – “people act intentionally rational, but only 
limitedly so”.

The (bounded) rational strategist must sometimes improvise to make up for a lack of 
information, but will try to do this as logically as possible. Inferences and speculation will 
always be based on the facts as known. By articulating assumptions and explicitly stating 
the facts and arguments on which conclusions have been based, problem definitions and 
solutions can be debated within the firm to confirm that they have been arrived at using 
sound reasoning. This strongly resembles the scientific method, in that hypotheses are 
formulated and tested as a means for obtaining new knowledge. Only by this consistent 
alignment of mental models with empirical reality can the strategist avoid the danger of 
becoming stuck with an outdated cognitive map.

Of course, creativity techniques can be beneficial for escaping from an outdated mental 
frame. Whether it is by means of brainstorming, six thinking caps or action art, creative 
thinking can spark some unconventional thoughts. Even a rational scientist like Newton 
has remarked that “no great discovery was ever made without a bold guess”. But this is 
usually where the usefulness of creativity ends, and to which it should be limited. To be 
able to sift the sane from the zany, logic is needed. To make sense of the multitude of new 
ideas the logical thinker must analyse and evaluate them.

The alternative to this rational approach, it is often pointed out, is to be irrational and 
illogical, which surely cannot be a desirable alternative for the strategist. Non-rational 
reasoning comes in a variety of forms. For instance, people’s thinking can be guided by 
their emotions. Feelings such as love, hate, guilt, regret, pride, anxiety, frustration and 
embarrassment can all cloud the strategist’s understanding of a problem situation and 
the possible solutions. Adherents of the analytic reasoning perspective do not dispute 
the importance of emotions – the purpose of an organization is often based on ‘personal 
values, aspirations and ideals’, while the motivation to implement strategies is also rooted 
in human emotions. However, the actual determination of the optimal strategy is a ‘rational 
undertaking’ par excellence (Andrews, 1987).

Neither is intuitive thinking an appealing alternative for strategists. Of course, intuition 
can often be useful: decision rules based on extensive experience (‘frozen knowledge’) 
are often correct (even if they have been arrived at unconsciously), and they save time 
and effort. For example, Simon argues that even chess grandmasters make many decisions 
intuitively, based on tacit rules of thumb, formulated through years of experience. Yet, 
intuitive judgements must be viewed with great suspicion, as they are difficult to verify 
and infamously unreliable (e.g. Hogarth, 1980; Schwenk, 1984). Where possible, intuitive 
thinking should be made explicit – the strategist’s cognitive map should be captured on 
paper (e.g. Anthony et al., 1993; Eden, 1989), so that the reasoning of the strategist can be 
checked for logical inconsistencies.
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In conclusion, advocates of the analytic reasoning perspective argue that emotions 
and intuition have a small place in the strategic reasoning process, and that logical 
thinking should be the dominant ingredient. It could be said that the analytic reasoning 
process of the strategist strongly resembles that of the scientist. The scientific 
methods of research, analysis, theorizing and falsification are all directly applicable 
to the process of strategic reasoning – so much so, that the scientific method can be 
used as the benchmark for strategy development processes. Consequently, the best 
preparation for effective strategic reasoning would be to be trained in the scientific 
tradition.

bERKSHiRE HATHAWAY: noT 
ouTSidE THE box
At the peak of the dotcom boom in September 
1999, few people were derided as much as Warren 
Buffett (1930), chairman of the insurance and 
investment conglomerate Berkshire Hathaway. 
Buffett – admiringly nicknamed the Sage of Omaha 
– had gained a phenomenal reputation as an investor 
during the 1980s and 1990s, but to most it was clear 
that he had not grasped the opportunities presented 
by the internet. The grand old man might have been 
the guru of the old economy, but he simply did not 
understand the new rules of the information age – 
a pitiful example of a once brilliant mind that had 
not been able to make the leap beyond conventional 
beliefs and comprehend the ‘new paradigm’. The 
investment strategy of Berkshire Hathaway was 
deemed hopelessly outdated. When almost all 
funds were rushing into new economy shares, the 
investment portfolio of Berkshire consisted of 
companies like Coca-Cola, Walt Disney, Gillette 
and The Washington Post. The shares of Berkshire 
traded at the lowest level in years.

The person least perturbed by this new, dubious 
status was Buffett himself. In his 1999 annual 
‘Letter to the Berkshire Hathaway Shareholders’, he 
displayed an untouched faith in the fundamentals that 
had made him one of the richest people in the world: 
“If we have a strength, it is in recognizing when we 
are operating well within our circle of competence 
and when we are approaching the perimeter. 
(…) we just stick with what we understand. If 
we stray, we will have done so inadvertently, not 
because we got restless and substituted hope for 

rationality.” He refused to invest in internet stocks, 
which he considered ‘chain letters’, in which early 
participants get rich at the expense of later ones. 
As the dotcom bubble eventually burst, Buffett was 
more than exonerated.

This famous episode was neither Buffet’s first 
provocative stance against lemming behaviour, nor 
his last. Following his personal mantra that ‘when 
other investors are greedy be fearful, but when other 
investors are fearful be greedy’, Buffett has always 
stuck to his analysis. For instance, during the stock 
market frenzy of 1969, he was widely ridiculed for 
not participating in the party. To his shareholders 
he wrote: “I am out of step with present conditions. 
When the game is no longer played your way, it is 
only human to say the new approach is all wrong, 
bound to lead to trouble, and so on. On one point, 
however, I am clear. I will not abandon a previous 
approach whose logic I understand (although I 
find it difficult to apply) even though it may mean 
foregoing large, and apparently easy, profits to 
embrace an approach which I don’t fully understand, 
have not practised successfully, and which possibly 
could lead to substantial permanent loss of capital.”

Forty years later, during the worst stock market 
crash since the Great Depression, Warren Buffett was 
again held to be a fool. With Berkshire Hathaway 
having lost up to US$25 billion of market value 
within the span of a year, he was arguing that the 
time was right to boldly buy: “I don’t like to opine 
on the stock market, and again I emphasize that 
I have no idea what the market will do in the short 
term. Nevertheless, I’ll follow the lead of a restaurant 
that opened in an empty bank building and then 
advertised: ‘Put your mouth where your money was.’ 

ExHibiT 2.2 THE AnALYTiC REASoning PERSPECTivE
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Today my money and my mouth both say equities.” 
True to his words, Buffett invested US$5 billion in 
Goldman Sachs in September 2008, as panic about 
the American financial system was breaking out 
all around him. In his 2008 shareholder report, he 
frankly admitted that he had done “some dumb things 
in investments”, but that overall he was satisfied with 
the new additions to his portfolio: “Whether we’re 
talking about socks or stocks, I like buying quality 
merchandise when it is marked down.”

When valuing companies, Buffet’s approach 
has always been based on a thorough analysis of 
company fundamentals, “to separate investment 
from speculation”. Ultimately, share prices will 
reflect these fundamentals and therefore nothing 
can substitute for a meticulous diagnosis of the 
sustainability of the competitive advantage of a firm. 
As Buffet puts it: “I try to buy stock in businesses 
that are so wonderful that an idiot can run them. 
Because sooner or later, one will.” Following this 
logic, he stays away from investing in ill-understood 
businesses and in fast-changing industries, “in 
which the long-term winners are hard to identify”. 
And when he invests, he keeps his shareholdings for 
years, or even decades. “Risk”, he states, “comes 
from not knowing what you’re doing.”

His emphasis on rational reasoning and not 
following the wisdom of crowds (‘a public opinion 
poll is no substitute for thought’), does not mean 
that he takes a liking to those who pretend to be 
scientific and rational (‘beware of geeks bearing 
formulas’).  He warns of professionals and 
academicians talking of efficient markets, dynamic 
hedging and betas: “Their interest in such matters 
is understandable, since techniques shrouded in 
mystery clearly have value to the purveyor of 
investment advice. After all, what witch doctor has 
ever achieved fame and fortune by simply advising 
‘Take two aspirins’?”

While still going strong at his advanced age, 
many commentators have warned that Berkshire 
Hathaway is vulnerable due to its dependence on its 
elderly chairman. Buffet’s response so far has been 
totally in character: “I’ve reluctantly discarded the 
notion of my continuing to manage the portfolio 
after my death – abandoning my hope to give new 
meaning to the term ‘thinking outside the box’.”

Co-author: Martijn Rademakers

Sources: www.berkshirehathaway.com; The Economist, 15 March 
2001, 18 December 2008; The Sunday Times, 1 March 2009; The 
New York Times, 16 October 2008, 1 March 2009.

The holistic reasoning perspective
Strategists taking a holistic reasoning perspective are strongly at odds with the 
unassailable position given to logic in the analytic reasoning perspective. They 
agree that logic is important, but emphasize the “wicked” (Mason and Mitroff, 
1981; Reading 1.1; Rittel, 1972), “ill-defined” (Claxton, 1998; Hayashi, 2001) 

or “unstructured” (Shapiro and Spence, 1997) nature of strategic problems. It is argued that 
strategic problems cannot be rationally and objectively defined, but that they are open to 
interpretation from a limitless variety of angles. The same is true for the possible solutions 
– there is no fixed set of problem solutions from which the strategist must select the best 
one. Defining and solving strategic problems, it is believed, is fundamentally a judgement 
activity. As such, strategic reasoning has very little in common with the thought processes of 
the aforementioned chess grandmaster, as was presumed by the rationalists. Playing chess is a 
‘tame’, well-defined and structured problem. The problem definition is clear and all options are 
known. In the average game of chess, consisting of 40 moves, 10,120 possibilities have to be 
considered (Simon, 1972). This makes it a difficult game for humans to play, because of their 
limited computational capacities. Chess grandmasters are better at making these calculations 
than other people and are particularly good at computational short cuts – recognizing which 
things to figure out and which not. However, even the best chess grandmasters have been 
beaten at the game by IBM’s Deep Blue, a highly logical computer with a superior number 
crunching capability. For the poor chess grandmaster, the rules of the game are fixed and there 
is little room for redefining the problem or introducing innovative approaches.
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Engaging in business strategy is an entirely different matter. Strategic problems 
are wicked. Problem definitions are highly subjective and there are no fixed sets 
of solutions. It is therefore impossible to ‘identify’ the problem and ‘calculate’ an 
optimal solution. Opportunities and threats do not exist, waiting for the analyst 
to discover them. A strategist understands that a situation can be ‘viewed’ as an 
opportunity and ‘believes’ that certain factors can be threatening if not approached 
properly. Neither can strengths and weaknesses be objectively determined – a 
strategist can employ a company characteristic as a strength, but can also turn a 
unique company quality into a weakness by a lack of vision. Hence, doing a SWOT 
analysis (strengths, weaknesses, opportunities and threats) actually has little to do 
with logical analysis, but in reality is nothing less than an interpretation of a problem 
situation. Likewise, it is a fallacy to believe that strategic options follow more or less 
logically from the characteristics of the firm and its environment. Strategic options 
are not ‘deduced from the facts’ or selected from a 2 3 2 matrix, but are dreamt 
up. Strategists must be able to use their intuition to imagine previously unknown 
solutions. If more than one strategic option emerges from the mind of the strategist, 
these cannot be simply scored and ranked to choose the optimal one. Some analyses 
can be done, but as the development of many factors is susceptible to fundamental 
uncertainty, ultimately the strategist will have to intuitively judge which vision for 
the future has the best chance of being created in reality.

Even when a thorough analytic reasoning would be helpful, there is often just 
not enough time to complete a full analysis. Strategists need to trust the reflexes of 
the unconscious mind that combines all sorts of unrelated signs into a new and 
comprehending pattern, in order to think and act fast. Holistic thinking is very intense 
work, as strategists must leave the intellectual safety of analysing and planning 
processes, guided by little else than their intuition. They must be willing to operate 
without the security of analysing, testing, arguing, challenging, doubting and living 
among the rubble of demolished certainties, without having proof and new certainties 
to give them shelter. To proponents of the holistic reasoning perspective, it is essential 
for strategists to give leeway to the tacit knowing and feelings of the unconscious mind 
and arrive at the right judgement.

Proponents of the holistic reasoning perspective stress that logic is often more a 
hindrance than a help. The heavy emphasis placed on rationality can actually frustrate 
the main objective of strategic reasoning – to generate a novel understanding, based on 
intuitive judgement of a multitude of factors and the inputs of all senses (sight, hearing, 
feeling) and sources (clients, reports, employees, news channels). Analysis can be a 
useful tool, but rigidly following formal rules and using logic to redefine deviating 
signs into confirmations of the common does not tear up outdated cognitive maps. 
For this reason, proponents of the holistic reasoning perspective argue that strategists 
should avoid the false certainty projected by rational approaches to strategic reasoning, 
but should nurture intuition as their primary cognitive asset. To reinvent the future, 
intuitive thinking should be the driving force, with creativity as a supporting means. 
As such, strategic reasoning closely resembles the frame-breaking behaviour common 
in the arts. In fields such as painting, music, motion pictures, dancing and architecture, 
artists are propelled by the drive to challenge convention and to seek out innovative 
approaches.

In conclusion, advocates of the holistic reasoning perspective argue that the essence 
of strategic reasoning is the ability to trust their senses, generate new and unique ways 
of understanding, and think and act fast. Openness to intuition can be activated by using 
metaphors, contradictions and paradoxes, and consequently the best preparation for 
strategic reasoning might actually be to get trained in the artistic tradition of iconoclastic 
intuition and mental flexibility.
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Q & A WiTH RiCHARd 
bRAnSon
He has conquered the most impossible adventure 
challenges; built over 400 companies by shaking up 
complacent industries; is on a mission to bring space 
travel to the man on the street; and is committed 
to building world-class African entrepreneurs. 
We stalked Richard Branson on a recent trip 
to the Johannesburg-based Branson Centre of 
Entrepreneurship and talked intuition vs brainpower 
and the implausibility of British Airways condoms.

GQ: You and others have said that businesses 
need to do good in order to stay relevant and in 
business. Do you think it’s easy to get caught out 
when you are not?

RB: I think the public is no fool and sees through 
companies that have a corporate-responsibility 
office at the back of the building and pretend it’s 
at the front of the building. If you are going to do 
good, it’s got to be absolutely genuine. Having said 
that, I’d rather people tried something than nothing 
at all.

GQ: The message from many entrepreneurs is to 
persevere and everything will work out. You have 
had both experiences – where you have abandoned 
certain ventures and in other instances hung in 
there and eventually made money. Is it a gut thing, 
knowing which way to go?

RB: It is perhaps one of the reasons having 
mentors is important – someone who can sit young 
entrepreneurs down and give them advice when they 
encounter situations like that. I have in the past been 
known to go on too long with companies because 
companies are, in the end, people and you don’t want 
to close a company down and have to lose people. 
I suspect you really do know when the chances of 
being able to pull a plane out of a nosedive sound 
realistic or if the course is too much. Having one or 
two people you can trust to go to in those situations 
[is important] because sometimes you get too close 
to the situation and the people and cannot make a 
dispassionate decision.

GQ: Your first business was a magazine. Given 
the climate we are in, if you were to launch a 
magazine today, what kind of magazine would it be?

RB: I love physical magazines, but I suspect 
it would have to be an Internet-based magazine.  

We recently launched a magazine called Project on 
the Internet, which is quite bold and brave because 
an Internet-only magazine, or on an iPad, has never 
really existed before. People have kind of been 
putting Wired magazine on the Internet as well as 
the bookstores, and therefore the advertising market 
wasn’t there for it. But having said that, Project has 
stuck in there and the advertising is coming. I do 
think there is a good future for advertisers in that 
space; it can be so much more imaginative than on 
a flat page.

GQ: You’re pretty much a ‘gut’ man. Can you 
identify any brain decisions in your career?

RB: Intuition based on experience is perhaps 
slightly more useful than pure gut. It is the intuition 
of flying on other people’s airlines and finding that 
the experience was not that good, feeling you can 
improve on that, and then starting an airline. It’s 
that kind of intuition that works. The intuition that 
makes you think that if I want to go into space, there 
are millions of other people like me who would like 
to go into space. So if we could get the price down 
to what was affordable then there would be a market 
and then therefore, screw it, let’s go find an engineer 
who can build a spaceship company. As far as using 
brainpower, that comes later: finding someone who 
can build a spaceship and maybe finding someone 
with the brainpower to mop up after you when your 
intuition was getting ahead of you.

GQ: You have successfully ‘Virginised’ many 
industries and brands. If there was a formula for 
creating successful brand extensions, what would 
that be?

RB: Most businesses are focused on one sector. 
I love challenges and have been able to take Virgin 
forward into a lot of areas. We have been able 
to build a reputation that makes going to those 
businesses that much easier. If you were building 
another brand to do the same thing, you need a name 
that can work internationally, that works on any 
product. British Airways condoms wouldn’t work 
particularly well. Anyway, nothing named British 
Airways would work that well [laughs]. A brand 
like Apple, you could stretch that brand, but others 
you wouldn’t. So it is worth keeping in mind the 
international nature of the brand name.

GQ: You are involved in hundreds of businesses 
and are in partnership with many. How do young 

ExHibiT 2.3 THE HoLiSTiC REASoning PERSPECTivE
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empire-building entrepreneurs learn salient things 
such as how much to take on themselves, when to 
get partners or when to employ people?

RB: People spend far too long clinging on and 
not delegating and dealing with the bigger picture. 
As early on in the business – as soon as you can 
afford it – as possible, you should find somebody 
better than yourself to run the business so you 
can push the company forward and make sure the 

business survives and thrives. It means you can have 
more time for your family and your friends and 
have a more decent life. I could not have grown 400 
companies if I hadn’t learned the art of delegation at 
a very young age.

Sources: Siphiwe Mpye, GQ Digital Edition, www.gq.co.za/
culture/gq-and-a-with-richard-branson-16534526. Reproduced by 
permission of Condé Nast Independent Magazines and Siphiwe 
Mpye.

mAnAging THE PARAdox of LogiC And  
inTuiTion

Men like the opinions to which they have become accustomed from youth; this 
prevents them from finding the truth, for they cling to the opinions of habit.
Moses Maimonides (1135–1204); Egyptian physician and philosopher

Opinions differ sharply about whether the rational or the intuitive reasoning perspective 
is more valuable for understanding strategic thinking. Although they are opposites and 
partially contradictory, both perspectives might reveal crucial aspects of strategic thinking 
that need to be combined to achieve superior results. Of course, the tension is not so 
pressing for investment managers and art painters, but most strategizing managers struggle 
with managing the tension. See Table 2.1 for the main differences.

So, how can strategizing managers manage the paradox of logic and intuition? With 
the taxonomy of the first chapter in mind (Figure 1.9), the following options have been 
suggested by scholars in the management sciences.

TAbLE 2.1 Analytic reasoning versus holistic reasoning perspective

Analytic reasoning perspective Holistic reasoning perspective

Emphasis on Logic over creativity Intuition over logic
Dominant cognitive style Analytic Holistic
Thinking follows Formal, fixed rules Informal, variable rules
Nature of thinking Deductive and computational Inductive and imaginative
Mode of thinking Structured Unstructured
Direction of thinking Vertical Lateral
System at work Conscious, reflective Unconscious, reflexive
Problem solving seen as Analysing activities Sense-making activities
Value placed on Cold cognition Hot cognition
Assumption about reality Objective, (partially) knowable Subjective, (partially) creatable
Thinking hindered by Incomplete information Adherence to current cognitive map
Strategizing speed Slow Fast
Strategizing based on Calculation Judgement
Metaphor Strategy as science Strategy as art
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Navigating
Applying logic and intuition at the same time is complex because it requires different 
thinking modes and procedures. To deal with these contrasting needs, some authors have 
suggested “build in mental time-outs” (e.g. Sadler-Smith, 2010) in daily routines to allow 
creative ideas to incubate. This kind of ‘creativity’ is accepted by analytical thinkers as 
a useful contribution to a largely rational process, while intuitive thinkers categorize 
creativity as an inherent part of the intuitive and holistic thinking mode. When the 
leadership team separates formal analytic from informal intuitive processes in time, such 
teams engage in ‘temporal separation’ – navigating the paradox.

Parallel processing
Not all organizational activities need the same levels of logic and intuition, as the nature 
of the problems differs throughout the firm. For example, increasing production efficiency 
is a complex yet tame problem that mainly benefits from analytic reasoning, while new 
business development is more of a wicked problem that leans towards holistic reasoning. 
By organizing the company’s activities in separate units or departments, strategizing 
managers also allocate people with the required competencies and different thinking 
styles separately. As a consequence, logical and intuitive thinking are processed in parallel 
throughout the organization.

Embracing
Strategists can deliberately bring analytic and holistic thinkers together in one team, so 
as to mix “individuals with analytical and intuitive cognitive styles” (Hodgkinson and 
Clarke, 2007). The intention is not to resolve the tension between logic and intuition, but 
to capture the advantages of both by bringing together people with different educational 
backgrounds, thinking styles and cultural backgrounds (see Exhibit 2.1 Samsung). Of 
course, applying different thinking styles in one team is likely to create tensions between 
team members. Such tensions, however, often actually lead to unexpected solutions and 
innovations. The option is demanding for the strategizing managers in the team and 
therefore often requires specific capabilities, such as integrative thinking (Martin, 2007) 
and complexity maturity (discussed in Chapter 11).

STRATEgiC THinKing in inTERnATionAL  
PERSPECTivE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

When I look carefully I see the  
nazuna blooming  
By the hedge.
Matsuo Basho (松尾 芭蕉 (1644–1694)  
born Matsuo Kinsaku (松尾 金作),  
Japanese poet and greatest master of haiku

Flower in the crannied wall, 
I pluck you out of the crannies, 
I hold you here, root and all, in my hand,  
Little flower – but if I could understand  
What you are, root and all, and all in all,  
I should know what God and man is.
Alfred Tennyson, 1st Baron Tennyson (1809–1892) 
Poet Laureate of Great Britain and Ireland

65856_ch02_ptg01_055-130.indd   73 07/02/20   8:18 PM



74  SECTion i Strategy

The question that must be added to the debate on the mind of the strategist is whether there 
are discernable international differences in approaches to strategic thinking. Are there 
specific national or regional preferences between the analytic and the holistic reasoning 
perspective or are inclinations towards logical or intuitive thinking solely dependent on 
individual dispositions? Are the differing views spread randomly across the globe or 
are views on strategic reasoning similar around the world? As a stimulus to the debate, 
a number of factors will be brought forward that highlight differences in how various 
regions tackle the paradox between logic and intuition. These are structured into three 
different levels that influence an inclination towards one of the two sides: the societal, the 
industry and the personal level.

On the societal level
When it comes to regional preferences to engage in intuitive or analytical reasoning, 
scholars tend to pit West against East: the US and West-European countries favour 
reason, while China, Korea and Japan emphasize the normative value of intuition over 
rule-based reasoning (Nisbett et al., 2001; Wonder and Blake, 1992). This is echoed 
by cross-cultural studies which indicate the preference of Western participants to base 
decisions on the conscious use of formal, decontextualized rules, more so than do East-
Asian participants (Norenzayan et al., 2002). In a more practical sense, this difference 
manifests itself in the way arguments are built up. Where much of the world shapes 
an argument logically by either putting principles first (France, Spain) or putting 
applications first (US), Asia is arguably a different case. According to Erin Meyer 
(2014), Westerners follow a ‘specific approach’ to build up an argument, while Asians 
follow a more holistic route.

Historical narratives also emphasize a regional division in preferences. The story 
usually starts in ancient Greece, taking us through the Age of Reason and on to 
rationalism and the prestige it enjoyed during the eighteenth, nineteenth and twentieth 
centuries. Richard Brooks (2012) argues in his book The Social Animal that “the 
tradition of rationalism in the West tells the story of human history as the story of 
the logical, conscious mind. It sees human history as the contest between reason and 
instinct. In the end, reason triumphs over emotion. Science gradually replaces myth. 
Logic wins out over passion”.

This is no different in the field of strategy. As Henry Mintzberg et al. (1998) point out 
in their book Strategy Safari, from its inception, pioneering scholars in the strategy field, 
such as Chandler (1962), Ansoff (1965) and Porter (1980), were strongly influenced by 
the rationalist analytic approach. Strategizing was embedded in the tradition of rationality, 
including the tools and techniques, with problems divided into discrete parts and solved 
on the basis of reliable facts and figures. Conscious cognition (sensing) was valued over 
the unconscious (intuition), rational reasoning over holistic reasoning. This general 
preference of scholars in the field of strategy can also be generalized to managers in the 
US. Hampden-Turner and Trompenaars (2000), for example, found that over 70 per cent 
of managers in the US score highest on Introvert (versus Extrovert), Sensing (as opposed 
to Intuition), Thinking (instead of Feeling), and Judging (contrary to Perceiving) on the 
Meyers-Briggs Type Indicator.

Assumptions of the analytic rationalist approach have been criticized by a number 
of scholars, but there has been a general perception that logic and reason prevail over 
intuition in the West. Therefore, intuition has traditionally been downplayed or denigrated 
in Western societies (e.g. Gladwell, 2007; Lieberman, 2000). The Western view was 
most notably challenged in the 1980s by Japanese alternatives to management practices.  
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For example, Richard T. Pascale, co-author of The Art of Japanese Management (1981), 
criticized the Western perception on strategizing, considering the rational analytic 
approach to be “myopic and an oversimplification of reality”. It is only relatively recently 
that the value of intuition has truly started to enjoy appreciation in English literature on 
management (e.g. Dane and Pratt, 2007).

On the industry level
While individual dispositions and societies have an influence on an inclination towards 
either logic or intuition, this is also the case for certain industries. Regardless of where 
you are, some business sectors tend to demand either one and there are some where a clear 
preference for one of the two thinking styles can be noticed. In the biotechnology industry 
thinking holistically plays a major role. Here strategists tend to encourage scientists to act 
on promising leads by interpreting data and problems from as many angles as possible – 
a fine recipe for more than just following formula (Hodgkinson et al., 2009, p. 278). A 
similar preference can be observed in the creative sector, where designers and developers 
are often emboldened to think outside of the box. The opposite, where logic is encouraged, 
can also be true: accountants generally favour the analytical reasoning perspective over the 
holistic reasoning perspective. The middle ground is usually occupied by entrepreneurs, 
people who have been found to adequately balance the intuitive and the deliberate (Groves 
et al., 2008).

To the strategist
Psychologists tend to agree that the human mind operates through a dual-process 
structure. Behaviour is jointly influenced by both the slow, deliberately controlled system 
and the fast, intuitively automatic system (Kahneman, 2011; Mukherjee, 2010; Pachur and 
Spaar, 2015, p. 303). Every individual has a natural inclination towards either one of them 
(Nisbett et al., 2001, p. 291) and these differences between individual dispositions are 
referred to as decision styles. A ‘decisional fit’ occurs when the way in which a decision 
is made matches the preferred decision style of the decision maker. He or she will then 
perceive the decision as more favourable and will feel less regret in cases of potential 
negative outcomes (Betsch and Kunz, 2008).

There are a variety of reasons why one style of strategizing might be overly present in 
one individual and less so in another, with the most prominent being the role played by 
the environment. When a strategist enters an environment where his preferable thinking 
style gets penalized, this provides unpleasant experiences. The general result is avoiding 
situations in which the opposite thinking style is required, which brings about a positive 
feedback loop of these biases.

Still, individual preferences should not be exaggerated. The world does not hold two 
types of strategists, one who relies solely on intuition and the other purely on logic. 
Instead, we see a continuum of decision-making styles where the two combine. Which 
of them has the preference is likely to depend on the nature of the problem (Simon, 1987, 
p. 61). Someone’s general tendency does not manifest itself in every decision, because 
decision styles are not ‘chronic’; they are dependent upon situations and domains (Pachur 
and Spaar, 2015). Therefore, the preference for one of the two frameworks depends on 
the experience and proficiency for a specific problem. For example, expertise in a domain 
tends to often lead to a desire for intuition (Kahneman, 2011) and a manager’s attitude 
towards risk can vary considerably depending on whether it is a recreational or an 
investment risk (Hanoch, Johnson and Wilke, 2006).
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inTRoduCTion To THE REAdingS

Those who judge by their feelings do not understand reasoning, for they wish 
to get an insight into a matter at a glance, and are not accustomed to look for 
principles. Contrarily, others, who are accustomed to argue from principles, do 
not understand the things of the heart, seeking for principles and not being able 
to see at a glance.
Blaise Pascal (1623–1662); French scientist and philosopher

So, how should managers engage in strategic reasoning processes and how should they 
encourage fruitful strategic reasoning within their organizations? Should strategizing 
managers primarily take an analytic or holistic reasoning perspective? Should strategists 
train themselves to follow procedural rationality – rigorously analysing problems using 
scientific methods and calculating the optimal course of action? Or should strategists 
unleash the unconscious and make judgements based on intuition?

In the strategic management literature the debate has not yet offered a clear-cut answer 
to the question of which strategic reasoning approach is the optimal one. At the centre of 
the strategic reasoning issue is the paradox of logic and intuition. Many points of view 
have been put forward on how to reconcile these opposing demands, but as circumstances 
differ, individual strategists have to find their own way of dealing with the topic of 
strategizing.

To help strategists come to grips with the variety of perspectives on this issue, three 
readings have been selected that each shed their own light on the issue. As outlined in 
Chapter 1, the first two readings will be representative of the two poles in this debate (see 
Table 2.1). The third reading addresses a more integrative style of strategizing.

Selecting the first reading to represent the analytical reasoning perspective was not 
very difficult. In a 2007 Strategic Management Journal article, ‘Explicating Dynamic 
Capabilities: The nature and microfoundations of (sustainable) enterprise performance’, 
David Teece explains the microeconomics of the dynamic capabilities perspective, which 
currently enjoys the attention of most strategy scholars. While in Chapter 4 on business 
level strategy the contents of this perspective will be discussed, this chapter addresses the 
microfoundations of dynamic capabilities thinking.

The microfoundations of the dynamic capabilities view are in line with many – but 
not all – important scholars in the strategy field, as Teece points out. True to the rational 
reasoning perspective, Teece argues that “sensing, seizing and reconfiguring” should 
be conducted consciously, explicitly and rationally. In his view, strategic reasoning is a 
“logical activity”.

The second reading in this chapter is the 2007 Academy of Management Review 
article ‘Exploring Intuition and its Role in Managerial Decision Making’ by Erik Dane 
and Michael G. Pratt. Their definition of intuition (“affectively charged judgments 
that arise through rapid, non-conscious and holistic associations”, p. 40) has become 
widely accepted by scholars in organizational behaviour. The article is probably the 
best scientifically developed overview on what intellective scientists are not supposed 
to do: make judgemental intuitive decisions. The authors incorporate the role of domain 
knowledge, implicit and explicit learning, and task characteristics on intuition effectiveness 
in managerial decisions. They also explore the applications of intuition on managerial 
decision making.

The third reading is a 2011 Strategic Management Journal article, ‘Psychological 
Foundations of Dynamic Capabilities: Reflexion and reflection in strategic management’ 
by Gerard P. Hodgkinson and Mark P. Healey. The authors build on Teece’s ‘sensing, 
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seizing and reconfiguring’ distinction, but they challenge his microfoundations and 
incorporate the academic knowledge in neuroscience and psychology on intuition in 
managerial decision making (as explicated in Dane and Pratt’s article). They argue that 
a strategist’s thought processes are basically intuitive and reflexive rather than rational 
and reflective. In their view, strategies originate in insights that are beyond the reach of 
conscious analysis. They do not dismiss logic as unnecessary, but note that it is insufficient 
for arriving at innovative strategies and for getting organizational members’ buy-in.

READING

2.1
Explicating dynamic capabilities: 
The nature and microfoundations of 
(sustainable) enterprise performance
By David J. Teece1

1Source: Adapted with permission from David Teece (2007) ‘Explicating dynamic capabilities: the nature and microfoundations of (sustainable) 
enterprise performance’, Strategic Management Journal, Vol. 28(13) pp. 1319–1350. Copyright © John Wiley & Sons, Inc. 2007. Reproduced 
with permission of John Wiley & Sons, Inc.

Dynamic capabilities can be disaggregated into the 
capacity (1) to sense and shape opportunities and 

threats, (2) to seize opportunities, and (3) to maintain 
competitiveness through enhancing, combining, 
protecting, and, when necessary, reconfiguring the 
business enterprise’s intangible and tangible assets. 
Dynamic capabilities include difficult-to-replicate 
enterprise capabilities required to adapt to changing 
customer and technological opportunities. They 
also embrace the enterprise’s capacity to shape the 
ecosystem it occupies, develop new products and 
processes, and design and implement viable business 
models.

Sensing (and shaping) 
opportunities and threats

Nature of the capability
In fast-paced, globally competitive environments, 
consumer needs, technological opportunities and 
competitor activity are constantly in a state of flux. 
Opportunities open up for both newcomers and 
incumbents, putting the profit streams of incumbent 
enterprises at risk. As discussed in Teece, Pisano and 
Shuen (1997), some emerging marketplace trajectories 
are easily recognized. In microelectronics this might 
include miniaturization, greater chip density, and 
compression and digitization in information and 
communication technology. However, most emerging 
trajectories are hard to discern. Sensing (and shaping) 

new opportunities is very much a scanning, creation, 
learning and interpretive activity. Investment in 
research and related activities is usually a necessary 
complement to this activity.

Opportunities get detected by the enterprise because 
of two classes of factors. First, as stressed by Kirzner 
(1973), entrepreneurs can have differential access to 
existing information. Second, new information and 
new knowledge (exogenous or endogenous) can create 
opportunities, as emphasized by Schumpeter (1934). 
Kirzner stressed how the entrepreneurial function 
recognizes any disequilibrium and takes advantage of 
it. The Kirznerian view is that entrepreneurship is the 
mechanism by which the economy moves back toward 
equilibrium. Schumpeter, on the other hand, stressed 
upsetting the equilibrium. As Baumol (2006: 4) notes, 
‘The job of Schumpeter’s entrepreneur is to destroy all 
equilibria, while Kirzner’s works to restore them. This 
is the mechanism underlying continuous industrial 
evolution and revolution.’ Equilibrium is rarely if ever 
achieved (Shane, 2003). Both forces are relevant in 
today’s economy.

Microfoundations
The literature on entrepreneurship emphasizes that 
opportunity discovery and creation can originate from 
the cognitive and creative (‘right brain’) capacities 
of individual(s). However, discovery can also be 
grounded in organizational processes, such as research 
and development activity. The ability to create and/or 
sense opportunities is clearly not uniformly distributed 

65856_ch02_ptg01_055-130.indd   77 07/02/20   8:18 PM



78  SECTion i Strategy

amongst individuals or enterprises. Opportunity 
creation and/or discovery by individuals require both 
access to information and the ability to recognize, 
sense and shape developments. The ability to recognize 
opportunities depends in part on the individual’s 
capabilities and extant knowledge (or the knowledge 
and learning capacities of the organization to which 
the individual belongs), particularly about user needs 
in relationship to existing as well as novel solutions. 
This requires specific knowledge, creative activity, 
the ability to understand user/customer decision 
making, and practical wisdom (Nonaka and Toyama, 
2007). It involves interpreting available information 
in whatever form it appears – a chart, a picture, a 
conversation at a trade show, news of scientific and 
technological breakthroughs, or the angst expressed by 
a frustrated customer. One must accumulate and then 
filter information from professional and social contacts 
to create a conjecture or a hypothesis about the 
likely evolution of technologies, customer needs and 
marketplace responses. This task involves scanning 
and monitoring internal and external technological 
developments and assessing customer needs, expressed 
and latent. It involves learning, interpretation and 
creative activity.

While certain individuals in the enterprise may have 
the necessary cognitive and creative skills, the more 
desirable approach is to embed scanning, interpretative 
and creative processes inside the enterprise itself. The 
enterprise will be vulnerable if the sensing, creative 
and learning functions are left to the cognitive traits of 
a few individuals. Organizational processes can be put 
in place inside the enterprise to garner new technical 
information, tap developments in exogenous science, 
monitor customer needs and competitor activity, and 
shape new products and processes opportunities. 
Information must be filtered, and must flow to those 
capable of making sense of it. Internal argument and 
discussion about changing market and technological 
reality can be both inductive and deductive. Hypothesis 
development, hypothesis ‘testing’ and synthesis about 
the meaning of information obtained via search are 
critical functions, and must be performed by the 
top management team. The rigorous assembly of 
data, facts and anecdotes can help test beliefs. Once 
a synthesis of the evidence is achieved, recurrent 
synthesis and updating can be embedded in business 
processes designed by middle management and/
or the planning unit in the business organization 
(Casson, 1997). If enterprises fail to engage in such 
activities, they won’t be able to assess market and 

technological developments and spot opportunities. 
As a consequence, they will likely miss opportunities 
visible to others.

As noted in Teece, Pisano and Shuen (1997), 
more decentralized organizations with greater local 
autonomy are less likely to be blindsided by market 
and technological developments. Because of the 
problem of information decay as information moves 
up (and down) a hierarchy, businesses must devise 
mechanisms and procedures to keep management 
informed. Bill Hewlett and David Packard developed 
‘management by walking about’ (Packard, 1995) as 
a mechanism to prevent top management at Hewlett-
Packard from becoming isolated from what was 
going on at lower levels in the enterprise, and outside 
the enterprise as well. In other organizations (e.g., 
professional services) the management ranks can be 
filled by leading professionals who remain involved 
with professional work. This protects them from the 
hazards of managerial isolation.

The search activities that are relevant to ‘sensing’ 
include information about what’s going on in the 
business ecosystem. With respect to technologies, R&D 
activity can itself be thought of as a form of ‘search’ 
for new products and processes. However, R&D is too 
often usually a manifestation of ‘local’ search. ‘Local’ 
search is only one component of relevant search. In 
fast-paced environments, with a large percentage 
of new product introductions coming from external 
sources, search/exploration activity should not just be 
local. Enterprises must search the core as well as the 
periphery of their business ecosystem. Search must 
embrace potential collaborators – customers, suppliers, 
complementors – that are active in innovative activity.

Customers are sometimes amongst the first to 
perceive the potential for applying new technology. 
Visionary members of customer organizations are often 
able to anticipate the potential for new technology 
and possibly even begin rudimentary development 
activities. Moreover, if the suppliers of new technology 
do not succeed in properly understanding user/
customer needs, it is unlikely that new products they 
might develop will be successful. Indeed, one of the 
most consistent findings from empirical research is 
the probability that an innovation will be successful 
commercially is highly correlated with the developers’ 
understanding of user/customer needs (Freeman, 
1974). Electronic computing and the internet itself can 
rightly be viewed as having a significant component of 
user-led innovations. Business enterprises that are alert 
and sense the opportunity are often able to leverage 
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customer-led efforts into new products and services, 
as the users themselves are frequently ill-prepared to 
carry initial prototypes further forward.

Suppliers can also be drivers of innovation important 
in the final product. Innovation in microprocessor 
and DRAMs is a classic case. This upstream or 
‘component’ innovation has impacted competition and 
competitive outcomes in personal computers, cellular 
telephony and consumer electronics more generally. 
Failure to ‘design in’ new technology/components in a 
timely fashion will lead to failure; conversely, success 
can sometimes be achieved by continuous rapid ‘design 
in.’ Indeed, continuous and rapid design around new 
technology/components developed elsewhere can 
itself be a source of durable competitive advantage. 
Put differently, with rapid innovation by component 
suppliers, downstream competitive success can flow 
from the ability of enterprises to continuously tap into 
such (external) innovation ahead of the competition. 
External search and acquisition of technology have 
been going on for decades, but as Chesbrough (2003) 
explains, ‘Open Innovation’ is now a mandate for 
enterprise success.

The concept and practice of open innovation 
underscore the importance of broad-based external 
search and subsequent integration involving customers, 
suppliers and complementors. Establishing linkages 
between corporations and universities assists broad-
based search, as university programmes are usually 
unshackled from the near at hand. Indeed, a recent 
study of patenting in the optical disc industry 
(Rosenkopf and Nerkar, 2001) seems to suggest that 
exploration that is more confined generates lower 
impacts, and that the impact of exploration is highest 
when exploration spans organizational (but not 
technological) boundaries. However, it is not just a 
matter of searching for external inventions/innovations 
that represent new possibilities. Frequently it is a 
matter of combining complementary innovations so 
as to create a solution to a customer problem. The 
systemic nature (Teece, 2000) of many innovations 
compounds the need for external search.

Sensing opportunities and threats can also be 
facilitated if the enterprise and/or the entrepreneur 
explicitly or implicitly employ some kind of analytical 
framework, as this can help highlight what is 
important. Within the dynamic capabilities framework, 
the ‘environmental’ context recognized for analytical 
purposes is not that of the industry, but that of the 
business ‘ecosystem’ – the community of organizations, 
institutions and individuals that impact the enterprise 

and the enterprise’s customers and supplies. The 
relevant community therefore includes complementors, 
suppliers, regulatory authorities, standard-setting 
bodies, the judiciary, and educational and research 
institutions. It is a framework that recognizes that 
innovation and its supporting infrastructure have major 
impacts on competition.

Even when util izing the ecosystem as the 
organizing paradigm for assessing developments in 
the business environment, the full import of particular 
facts, statistics and developments is rarely obvious. 
Accordingly, the evaluative and inferential skill 
possessed by an organization and its management is 
important. Indeed, much of the information gathered 
and communicated inside the enterprise has minimal 
decision relevance. Even if relevant, it often arrives too 
late. Management must find methods and procedures 
to peer through the fog of uncertainty and gain insight. 
This involves gathering and filtering technological, 
market and competitive information from both inside 
and outside the enterprise, making sense of it and 
figuring out implications for action. However, because 
attention is a scarce resource inside the enterprise 
(Cyert and March, 1963), management must carefully 
allocate resources to search and discovery. The 
enterprise’s articulated strategy can become a filter 
so that attention is not diverted to every opportunity 
and threat that ‘successful’ search reveals. Likewise, 
scenario planning can collapse likely situations into a 
small number of scenarios that can facilitate cognition, 
and then action, once uncertainty is resolved.

Seizing opportunities

Nature of the capability
Once a new (technological or market) opportunity is 
sensed, it must be addressed through new products, 
processes, or services. This almost always requires 
investments in development and commercialization 
activity. Multiple (competing) investment paths are 
possible, at least early on. The quintessential example 
is the automobile industry, where in the early days, 
different engine technologies – steam, electric and 
gasoline – each had their champions. Once a dominant 
design begins to emerge, strategic choices become 
much more limited.

Addressing opportunities involves maintaining 
and improving technological competencies and 
complementary assets and then, when the opportunity 
is ripe, investing heavily in the particular technologies 
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and designs most likely to achieve marketplace 
acceptance. When network externalities are present, 
early entry and commitment are necessary. The 
presence of increasing returns means that if one 
network gets ahead, it tends to stay ahead. Getting 
ahead may require significant upfront investments. 
Customers will not want an enterprise’s products if 
there are strong network effects and the installed base 
of users is relatively small. Accordingly, one needs 
to strategize around investment decisions, getting the 
timing right, building on increasing return advantages, 
and leveraging products and services from one 
application to another. The capacity to make high-
quality, unbiased but interrelated investment decisions 
in the context of network externalities, innovation and 
change is as rare as decision-making errors and biases 
are ubiquitous.

However, the issue that the enterprise faces is not just 
when, where and how much to invest. The enterprise 
must also select or create a particular business model that 
defines its commercialization strategy and investment 
priorities. Indeed, there is considerable evidence that 
business success depends as much on organizational 
innovation, e.g., design of business models, as it does on 
the selection of physical technology. This is true at the 
enterprise level as well as at the economy-wide level 
(Nelson, 2005). Indeed, the invention and implementation 
of business models and associated enterprise boundary 
choices involve issues as fundamental to business 
success as the development and adoption of the physical 
technologies themselves. Business models implicate 
processes and incentives; their alignment with the 
physical technology is a much overlooked component 
of strategic management. The understanding of the 
institutional/organizational design issues is typically 
more limited than the understanding of the technologies 
themselves. This ignorance affords considerable scope 
for mistakes around the proper design of business 
models and the institutional structures needed to support 
innovation in both the private and public sectors.

In theory, one could imagine transactions between 
entities that scout out and/or develop opportunities, 
and those that endeavour to execute upon them. In 
reality, the two functions cannot be cleanly separated, 
and the activities must be integrated inside a single 
enterprise, where new insights about markets – 
particularly those that challenge the conventional 
wisdom – will likely encounter negative responses. 
The promoters/visionaries must somehow defeat the 
naysayers, transform internal views, and facilitate 
necessary investment. Some level of managerial 

consensus will be necessary to allow investment 
decisions to be made. Investment will likely involve 
committing financial resources behind an informed 
conjecture about the technological and marketplace 
future. However, managers of established product lines 
in large organizations can sometimes have sufficient 
decision-making authority to starve the new business 
of financial capital. This posture can be buttressed by 
capital budgeting techniques that more comfortably 
support investments for which future cash flow can be 
confidently projected. In short, the new can lose out 
to the established unless management is sensitive to 
the presence of certain biases in accepted investment 
decision processes. An important class of dynamic 
capabilities emerges around a manager’s ability to 
override certain ‘dysfunctional’ features of established 
decision rules and resource allocation processes.

It helps to begin by recognizing that decision-making 
processes in hierarchically organized enterprises 
involve bureaucratic features that are useful for many 
purposes, but they nevertheless may muzzle innovation 
proclivities. In particular, a formal expenditure process 
involving submissions and approvals is characteristic of 
‘well-managed’ companies. Decision making is likely 
to have a committee structure, with top management 
requiring reports and written justifications for 
significant decisions. Moreover, approvals may need to 
be sought from outside the organizational unit in which 
the expenditure is to take place. While this may ensure 
a matching up of expenditures to opportunities across 
a wider range of economic activity, it unquestionably 
slows decision making and tends to reinforce the status 
quo. Committee decision-making structures almost 
always tend toward balancing and compromise. But 
innovation is often ill-served by such structures, as 
the new and the radical will almost always appear 
threatening to some constituents. Strong leaders 
can frequently overcome such tendencies, but such 
leaders are not always present. One consequence 
is a ‘programme persistence bias.’ Its corollary is 
various forms of ‘anti-innovation bias,’ including the 
‘anti-cannibalization’ basis. Programme persistence 
refers to the funding of programmes beyond what 
can be sustained on the merits, and follows from the 
presence or influence of programme advocates in the 
resource allocation process. This proclivity almost 
automatically has the countervailing effect of reducing 
funds available to new initiatives.

One should not be surprised, therefore, if an 
enterprise senses a business opportunity but fails to 
invest. In particular, incumbent enterprises tend to 
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eschew radical competency-destroying innovation in 
favour of more incremental competency-enhancing 
improvements. The existence of layer upon layer 
of standard procedures, established capabilities, 
complementary assets and/or administrative routines 
can exacerbate decision-making biases against 
innovation. Incumbent enterprises, relying on (path-
dependent) routines, assets and strategies developed 
to cope with existing technologies, are handicapped 
in making and/or adopting radical, competency-
destroying, noncumulative innovation (Nelson 
and Winter, 1982; Tushman and Anderson, 1986; 
Henderson and Clark, 1990). This is true whether 
the competence is external to the firm or internal to 
the firm.

Evidence also shows that decision makers discount 
outcomes that are merely probable in comparison 
with outcomes that are certain. This has been called 
the certainty effect (Kahneman and Lovallo, 1993). 
It contributes to excessive risk aversion when choices 
involve possible losses. Further, to simplify choices 
between alternatives, individuals generally evaluate 
options in isolation. Viewing each alternative as unique 
leads decision makers to undervalue possibilities 
for risk pooling. This approach to decision making 
may produce inconsistent preferences and decision 
biases (timid choices) that lead to outcomes that 
block innovation (Kahneman and Tversky, 1979; 
Kahneman and Lovallo, 1993). An opposing bias to 
loss/risk aversion is excessive optimism. This leads 
to investment in low or negative return projects. As a 
result, entry decisions often fail.

The existence of established assets and routines 
exacerbates problems of excessive risk aversion. 
Specifically, both the isolation effect and the certainty 
effect can be intensified by the existence of established 
assets, causing incumbent enterprises to become 
comparably more risk averse than new entrants. In terms 
of innovative activity, this excessive risk aversion leads 
to biased decision making and limits the probability 
that incumbent enterprises will explore risky radical 
innovations. In short, success in one period leads to 
the establishment of ‘valid’ processes, procedures and 
incentives to manage the existing business. This can 
have the unintended effect of handicapping the new 
business. The proficiency with which such biases are 
overcome and a new opportunity is embraced is likely 
to depend importantly on the quality of the enterprise’s 
routines, decision rules, strategies, and leadership around 
evaluating new investment opportunities. Business 
historians (e.g., Chandler, 1990a; Lazonick, 2005) 

and others have reminded us that over the long run the 
ability of enterprises to commit financing and invest 
astutely around new technologies is critical to enterprise 
performance.

Managers need to make unbiased judgments 
under uncertainty around not just future demand 
and competitive responses associated with multiple 
growth trajectories, but also around the pay-offs 
from making interrelated investments in intangible 
assets. In the world of tangible assets, this can 
sometimes be precisely modelled; not so for the 
world of co-specialized intangibles. In essence, 
the organizational challenge appears to be that in 
environments experiencing rapid change, activities are 
not fully decomposable. Cross-functional activities and 
associated investments must take place concurrently, 
rather than sequentially, if enterprises are to cut time-
to-market for new products and processes. Managerial 
judgments (decision-making skills) take on great 
significance in such contexts. This was also true during 
prior centuries, as Alfred Chandler’s (1990a, 1990b) 
analysis of successful enterprises from the 1870s 
through the 1960s makes apparent. No matter how 
much analytical work is done, tacit investment skills 
are of great importance. Chandler further argues that 
success in the late-nineteenth and much of the twentieth 
century came to those enterprises that pursued his 
‘three-pronged’ strategy: (1) early and large-scale 
investments behind new technologies; (2) investment 
in product-specific marketing, distribution and 
purchasing networks; and (3) recruiting and 
organizing the managers needed to supervise and 
coordinate functional activities. The first and second 
elements require commitment to investments where 
irreversibilities and co-specialization are identified. 
While the nature of required investments may have 
changed in recent decades (less decomposable/
more interrelated), investment decision skills remain 
important.

Microfoundations
Selecting product architectures and business 
models. The design and performance specification 
of products, and the business model employed, all help 
define the manner by which the enterprise delivers 
value to customers, entices customers to pay for value, 
and converts those payments to profit. They reflect 
management’s hypothesis about what customers want 
and how an enterprise can best meet those needs, 
and get paid for doing so. They embrace: (1) which 
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technologies and features are to be embedded in 
the product and service; (2) how the revenue and 
cost structure of a business is to be ‘designed’ and 
if necessary ‘redesigned’ to meet customer needs; 
(3) the way in which technologies are to be assembled; 
(4) the identity of market segments to be targeted; and 
(5) the mechanisms and manner by which value is to 
be captured. The function of a business model is to 
‘articulate’ the value proposition, select the appropriate 
technologies and features, identify targeted market 
segments, define the structure of the value chain, 
and estimate the cost structure and profit potential 
(Chesbrough and Rosenbloom, 2002: 533–534). In 
short, a business model is a plan for the organizational 
and financial ‘architecture’ of a business. This model 
makes assumptions about the behaviour of revenues 
and costs, and likely customer and competitor 
behaviour. It outlines the contours of the solution 
required to earn a profit, if a profit is available to be 
earned. Once adopted it defines the way the enterprise 
‘goes to market.’ Success requires that business 
models be astutely crafted. Otherwise, technological 
innovation will not result in commercial success for 
the innovating enterprise. Generally there is a plethora 
of business models that can be designed and employed, 
but some will be better adapted to the ecosystem than 
others. Selecting, adjusting and/or improving the 
business model is a complex art.

Designing good business models is in part ‘art.’ 
However, the chances of success are greater if 
enterprises (1) analyse multiple alternatives; (2) have 
a deep understanding of user needs; (3) analyse the 
value chain thoroughly so as to understand just how to 
deliver what the customer wants in a cost-effective and 
timely fashion; and (4) adopt a neutrality or relative 
efficiency perspective to outsourcing decisions. 
Useful tools include market research and transaction 
cost economics. Chesbrough and Rosenbloom (2002) 
suggest that established enterprises often have blinders 
with respect to alternative business models and that 
this prevails even if the technology is spun off into a 
separate organization, where other (path-dependent 
constraints) are less likely to exist. In short, designing 
the business correctly, and figuring out what John 
Seeley Brown refers to as the ‘architecture of the 
revenues’ (and costs), involve processes critical to the 
formation and success of new and existing businesses. 
No amount of good governance and leadership is likely 
to lead to success if the wrong business model is in 
place. Good business models achieve advantageous 
cost structures and generate value propositions 

acceptable to customers. They will enable innovators 
to capture a large enough portion of the (social) value 
generated by innovation to permit the enterprise at 
least to earn its cost of capital.

Avoiding bias, delusion, deception and 
hubris. As noted, proclivities toward decision 
errors are not uncommon in managerial decision 
making, particularly in large organizations. Investment 
decision errors already identified include excessive 
optimism, loss aversion, isolation errors, strategic 
deception and programme persistence. As Nelson 
and Winter (2002: 29) note, organizational decision 
processes often display features that seem to defy basic 
principles of rationality and sometimes border on the 
bizarre. These errors can be especially damaging in 
fast-paced environments with path dependencies and 
network effects, as there is less opportunity to recover 
from mistakes. When investments are small and made 
frequently, there are many opportunities to learn 
from mistakes. Since large investments are usually 
occasional, major investment decisions are likely to be 
(potentially) more vulnerable to error.

Fortunately, biases can be recognized ahead of 
time. Enterprises can bring discipline to bear to 
purge bias, delusion, deception and hubris. However, 
the development of disciplines to do so is still in 
its infancy. The implementation of procedures to 
overcome decision-making biases in enterprise 
settings is, accordingly, not yet a well-distributed skill, 
and may not be for decades to come. Accordingly, 
competitive advantage can be gained by early adopters 
of techniques to overcome decision biases and errors.

Overcoming biases almost always requires a 
cognitively sophisticated and disciplined approach 
to decision making. Being alert to the incentives 
of the decision makers and to possible information 
asymmetries is a case in point. Obtaining an ‘outside 
view’ through the review of external data can help 
eliminate bias. Testing for errors in logic is also 
essential. Management also needs to create an 
environment where the individuals involved in making 
the decision, at both the management and board level, 
feel free to offer their honest opinions, and look at 
objective (historical) data in order to escape from 
closed thinking. Incentives must also be designed to 
create neutrality when assessing investments in the old 
and the new.

Considerable progress in combating biases has been 
made. Advisors call upon managers to adopt radical, 
non-formulaic strategies in order to overcome the 
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inertias that inhibit breakthrough innovation (Davidow 
and Malone, 1992; Handy, 1990). Specifically, 
corrective strategies encourage change through two 
basic mechanisms: (1)  designing organizational 
structures, incentives and routines, to catalyse and 
reward creative action; and (2) developing routines 
to enable the continual shedding of established assets 
and routines that no longer yield value. Strategies 
that provide structures, incentives and processes to 
catalyse and reward creative action serve to attenuate 
problems of excessive risk aversion. For example, 
strategies that call on the enterprise to ‘cut overheads’ 
and ‘increase divisional authority’ can be interpreted 
as efforts to reduce the number of management layers 
of the enterprise and to push decision making down to 
lower levels to minimize the inherent isolation errors 
associated with multilevel, hierarchical decision-
making processes. These recommendations can be 
viewed as organizational processes and strategic 
mechanisms to mitigate decision-making biases.

Perhaps most importantly, executives must 
acknowledge the interaction effect between owning 
established assets and decision-making biases. Many 
recommended strategies (such as cannibalizing 
profitable product lines and licensing your most 
advanced technology) call for the shedding of 
established capabilities, complementary assets and/
or administrative routines to reduce the intensity of 
decision-making biases. By jettisoning ‘dead’ or 
dying assets, the enterprise is no longer shackled 
with an asset base that can be a crutch and provide a 
false sense of security, and sustain groups inside the 
enterprise that persist in torpedoing new initiatives. In 
abandoning dead or dying assets, the enterprise frees 
itself of certain routines, constraints and opportunities 
for undesirable protective action inside the enterprise.

Sources of the ‘anti-cannibalization’ bias can also be 
attacked. Self-serving behaviour inside the enterprise to 
‘protect’ incumbent constituencies undergirds this bias. 
Flawed investment frameworks may also contribute. 
Entry into a market by an enterprise with a new and 
superior technology will cause rapid depreciation 
of the economic value of an incumbent’s plant and 
equipment. However, the incumbent may well make 
business decisions based on examining accounting 
profits that reflect depreciation rates specified by 
accepted accounting standards. If decision makers 
confuse depreciation calculated according to generally 
accepted accounting principles (GAAP) with real 
economic depreciation, and conclude that the existing 
business is still profitable when, in fact, it is not, then 

the business enterprise may eschew profit-enhancing 
cannibalization of its own products. To guard against 
this bias, investment decision makers and incumbents 
must use accounting data cautiously. In particular, they 
must also consider the opportunity cost associated 
with not cannibalizing their own products. Capital-
budgeting procedures implicitly biased against projects 
with long-term horizons must be jettisoned or used 
cautiously. That is not to say that incumbents need to 
invest on the same schedule as new entrants. As Teece 
(1986) and Mitchell (1991) demonstrate, incumbents 
need not be the first movers. Superior positioning in 
complementary assets may enable incumbents to let 
the new entrants do the prospecting; investing later 
once market and technological risk has diminished.

There is an obvious role for leadership in making 
quality decisions, communicating goals, values and 
expectations, while also motivating employees and 
other constituencies. Organizational identification (and 
commitment, which is the corollary) can dramatically 
augment enterprise performance, although it is 
doubtful it can override completely misaligned 
incentives. Nevertheless, group loyalty is a ‘powerful 
altruistic force’ that conditions employee goals and the 
cognitive models they form of their situation (Simon, 
1993: 160). Top management through its action and its 
communication has a critical role to play in garnering 
loyalty and commitment and achieving adherence to 
innovation and efficiency as important goals.

Since there is already an extensive literature on 
culture, commitment and leadership, these issues 
are not discussed further. However, it would be a 
significant oversight in a summary statement of 
the dynamic capabilities framework to ignore them 
completely. Their full integration into the framework 
is left to others. However, it is recognized that to the 
extent such properties are not ubiquitously distributed 
amongst business enterprises, they can be a very 
important source of superior performance.

Managing threats and 
reconfiguration

Nature
The successful identification and calibration of 
technological and market opportunities, the judicious 
selection of technologies and product attributes, the 
design of business models, and the commitment of 
(financial) resources to investment opportunities can 
lead to enterprise growth and profitability. Profitable 
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growth will lead to the augmentation of enterprise-level 
resources and assets. Success will cause the enterprise 
to evolve in a path-dependent way. A key to sustained 
profitable growth is the ability to recombine and to 
reconfigure assets and organizational structures as 
the enterprise grows, and as markets and technologies 
change, as they surely will. Reconfiguration is needed 
to maintain evolutionary fitness and, if necessary, to 
try and escape from unfavourable path dependencies. 
In short, success will breed some level of routine, 
as this is necessary for operational efficiency. 
Routines help sustain continuity until there is a shift 
in the environment. Changing routines is costly, so 
change will not be (and should not be) embraced 
instantaneously. Departure from routines will lead 
to heightened anxiety within the organization, unless 
the culture is shaped to accept high levels of internal 
change. If innovation is incremental, routines and 
structures can probably be adapted gradually or in 
(semi-continuous) steps. When it is radical, possibly 
because it is science-based, then there will be a mandate 
to completely revamp the organization and create 
an entirely new ‘break out’ structure (Teece, 2000) 
within which an entirely different set of structures and 
procedures is established.

As discussed earlier, the ‘anti-cannibalization’ bias 
is a particular manifestation of incentive and structural 
problems that can thwart innovation in established 
enterprises. Incumbent enterprises possessing fixed 
assets may further tend to limit their new investments 
to innovations that are ‘close-in’ to the existing asset 
base. They tend to narrowly focus search activities to 
exploit established technological and organizational 
assets. This effect makes it difficult for these 
enterprises to see potential radical innovations. In 
addition, incumbent enterprises tend to frame new 
problems in a manner consistent with the enterprise’s 
current knowledge base, assets, and/or established 
problem-solving heuristics and established business 
model. This second effect means that managers may 
not successfully address opportunities or potential 
innovations even when they do recognize them. 
Managers face and must overcome at least two 
constraints – cognitive limitations and framing biases – 
arising from established assets (Teece, 2000).

As the enterprise grows, it has more assets to 
manage and to protect against malfeasance and 
mismanagement. Shirking, free riding, the strategic 
manipulation of information, and internal complacency 
are all issues that established enterprises will confront 
continuously. As discussed earlier, over time successful 

enterprises will develop hierarchies and rules and 
procedures (routines) that begin to constrain certain 
interactions and behaviours unnecessarily. Except in 
very stable environments, such rules and procedures 
are likely to require constant revamping if superior 
performance is to be sustained. It is not uncommon 
to find that a once functional routine becomes 
dysfunctional, providing inertia and other rigidities 
that stand in the way of improved performance 
(Leonard-Barton, 1995; Rumelt, 1995). As a result, 
less well-resourced enterprises (sometimes established 
enterprises that have divested certain assets, sometimes 
new entrants) end up winning in the marketplace.

Traditional management approaches endorse strong 
hierarchies with at least three levels of management: 
top, middle and lower. Control is exerted at the top and 
cascades down through multiple levels. Employees 
tend to end up beholden to the management and CEO, 
and not the customer. The existence of independent 
profit centres can lead to internal boundaries that 
stand in the way of providing integrated solutions that 
benefit customers. With centralized structures, strategic 
decisions made at the top tend to become isolated from 
marketplace realities. Customer care is relegated to 
employees who are lower down in the organization. In 
short, the systems and rules needed to manage many 
layers of organization tend to create structural rigidities 
and perversities that in turn handicap customer and 
technological responsiveness. To sustain dynamic 
capabilities, decentralization must be favoured because 
it brings top management closer to new technologies, 
the customer and the market.

Top management leadership skills are required 
to sustain dynamic capabilities. An important 
managerial function is achieving semi-continuous 
asset orchestration and corporate renewal, including 
the redesign of routines. This is because the sustained 
achievement of superior profitability requires semi-
continuous and/or continuous efforts to build, 
maintain and adjust the complementarity of product 
offerings, systems, routines and structures. Inside the 
enterprise, the old and the new must complement. If 
they do not, business units must be disposed of or 
placed in some type of separate structure. Otherwise, 
work will not proceed efficiently and conflicts of one 
kind or another will arise. Put differently, periodic if 
not sustained asset orchestration – involving achieving 
asset alignment, co-alignment, realignment, and 
redeployment – is necessary to minimize internal 
conflict and to maximize complementarities and 
productive exchange inside the enterprise.
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Redeployment and reconfiguration (Capron, 
Dussauge and Mitchell, 1998) may also involve 
business model redesign as well as asset-realignment 
activities, and the revamping of routines. Redeployment 
can involve transfer of non-tradeable assets to another 
organizational or geographic location (Teece, 1977, 
1980). It may or may not involve mergers, acquisitions 
and divestments. Helfat and Peteraf (2003: 1006) 
suggest that capability redeployment takes one of two 
forms: the sharing of capability between the old and 
the new, and the geographic transfer of capability from 
one market to another. Both are possible, but neither is 
easy.

Microfoundations
Achiev ing  decentra l i za t ion  and  near 
decomposability. Every system comprises 
subsystems (elements) that are to some extent 
interdependent and independent. However, as discussed 
earlier, enterprises are unlikely to be continuously 
responsive to customers and new technologies absent 
a high degree of decentralization. With decentralized 
decision making, different managers observe different 
information and control different decisions, but there 
is not the need for communication to a single central 
decision maker, and hence no comprehensive ‘rollup’ 
of information is required. Decentralization must be 
pursued as enterprises expand, otherwise flexibility 
and responsiveness will erode.

One well-documented restructuring that is widely 
adopted as enterprises grow is the adoption of the 
multidivisional form. This involves decomposition and 
the devolution of decision rights to quasi-independent 
profit centres. The abandonment of functional 
structures in favour of the multidivisional form has 
been analysed by Chandler (1962), Williamson 
(1975) and many others. The basic rationale of this 
reconfiguration was to achieve greater accountability 
of managerial decisions so that the recognition 
of opportunities and threats could proceed more 
thoroughly and expeditiously. With functional internal 
structures, day-to-day problems tend to distract 
management from long-run strategic issues. Studies 
showed that decentralization along product or market 
lines with independent profit centres led to performance 
improvements in many industries, at least during the 
period in which these organizational innovations were 
diffusing (Armour and Teece, 1978; Teece, 1980, 
1981). More recent scholarship has suggested that 
even further decentralization and decomposition in 

large organizations may be beneficial (Bartlett and 
Ghoshal, 1993). There is also some evidence that 
‘modern’ human resource management techniques 
– involving delayering, decentralization of decision 
rights, teamwork, flexible task responsibilities and 
performance-based rewards also improve performance 
(Jantunen, 2005).

Of course,  achieving decentralization can 
compromise the organization’s ability to achieve 
integration. There is little harm and much benefit from 
decentralization when the customer does not benefit 
from an integrated product offering, or when sourcing 
and other inputs do not benefit from integration and/
or aggregation. If customer and supply considerations 
allow decomposability (because the required 
integration between units is less than within units), 
then management’s ability to identify and implement 
decomposable sub-units should enhance performance. 
However, if firm-specific economies of scale and 
scope are available, they must be captured – otherwise 
the enterprise is tantamount to a conglomerate. This 
tension can be managed through a collaborative non-
hierarchical management style assisted by establishing 
councils and other integration forums. Middle 
management can also play a critical role when such 
forums are established. They can also design and 
implement tight financial controls and performance-
based reward systems. Since intangibles are key drivers 
of performance, their enhancement and protection 
must become a managerial priority.

Managing co-specialization. The field of 
strategic management and the dynamic capabilities 
framework recognizes that ‘strategic fit’ needs to be 
continuously achieved. However, unless the concept is 
operationalized it has limited utility. The key dimension 
of ‘fit’ emphasized in the dynamic capabilities 
framework is that of ‘co-specialization.’ The concept 
of co-specialization operationalizes at least one 
dimension of the otherwise rather vague concept of 
organizational adaptation and ‘fit.’ Co-specialization 
can be of one asset to another, or of strategy to 
structure, or of strategy to process. It is important to 
both seizing and reconfiguration. In environments of 
rapid change, there is a need for continuous or at least 
semi-continuous realignment.

However,  complementary  innovat ion  and 
complementary assets are of great significance, 
particularly in industries in which innovation might 
be characterized as cumulative, and/or where 
industry ‘platforms’ exist or are needed. Examples 
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of complementary innovation are ubiquitous. In the 
enterprise software industry, business applications can 
be especially valuable to users if they can somehow be 
integrated into a single programme, or into a tightly 
integrated suite. The development of gyroscopic 
stabilizers made imaging devices such as video 
cameras and binoculars easier to use by minimizing 
the impact of camera shake, and enhanced the product, 
especially when the new feature was able to be 
introduced at low cost. Likewise, better high-energy 
rechargeable batteries enable laptop computers and 
cellphones to operate for longer times. Situations of 
complementarities where there is also co-specialization 
between technologies, and between technologies and 
other parts of the value chain are common, yet until 
recently poorly analysed in economic analysis and in 
strategy formulation.

Co-specialized assets are a particular class of 
complementary assets where the value of an asset is a 
function of its use in conjunction with other particular 
assets. With co-specialization, joint use is value 
enhancing. Co-specialization results in ‘thin’ markets; 
i.e., the assets in question are idiosyncratic and cannot 
be readily bought and sold in a market. Capturing 
co-specialization benefits may require integrated 
operations (Teece, 1980). Co-specialization allows 
differentiated product offerings or unique cost savings. 
The inherent ‘thin’ market environment surrounding 
specific assets means that competitors are not able 
to rapidly assemble the same assets by acquisition, 
and hence cannot offer the same products/services at 
competing price points.

Management’s ability to identify, develop and utilize 
in combination specialized and co-specialized assets 
built or bought is an important dynamic capability, but 
it is not always present in enterprise settings. Special 
value can be created (and potentially appropriated by 
another party) through asset combinations, particularly 
when an asset owner is not cognizant of the value 
of its assets to another party that owns assets whose 
value will be enhanced through combination. This 
arises because the markets for co-specialized assets are 
necessarily thin or non-existent.

Both innovation and reconfigurat ion may 
necessitate co-specialized assets being combined by 
management in order for (systemic) innovation to 
proceed. Managers do not always succeed in doing 
so, sometimes because they do not sense the need or 
the opportunity, and sometimes because they do but 
they are unable to effect the integration. If the assets 
cannot be procured externally, they will need to be 
built internally.

The ability of management to identify needs and 
opportunities to ‘invest’ in co-specialized assets 
(through its own development or astute purchase) is 
fundamental to dynamic capabilities. Mere ‘horse-
trading’ skills (which market agents possess) will not 
suffice to build sustainable competitive advantage, 
and decisions on when and how to invest – whether 
and when to build or buy co-specialized assets – will 
depend upon many factors, including transaction 
costs. In particular, it will depend on management’s 
entrepreneurial capacities with respect to matching up 
and integrating relevant co-specialized assets.

It is apparent that co-specialization involves 
‘lock-in’ and is a particular form of complementarity 
that exists when technologies and other assets need 
to be part of a tightly integrated system to achieve the 
performance that customers want. Business success 
in such circumstances requires the coordination of 
R&D investment and alliance activity. The manner 
and timing with which such coordination needs to be 
accomplished is important to success (Teece, 1986; 
Mitchell, 1991). Common ownership of the parts 
facilitates system-wide innovation and economic 
performance (Teece, 2000) and protects against 
opportunism (Williamson, 1975).

To summarize, entrepreneurs and managers can 
create special value by combining co-specialized assets 
inside the enterprise (Teece, 2007). This may require 
investments to create the necessary co-specialized 
technologies – as illustrated by Thomas Edison and 
the creation of electric power as a system. It is not 
uncommon in technology-based industries to find that 
certain technologies are worth more to some market 
participants than to others, based on the technology 
they already have, and their technology and product 
strategy.

Learning, knowledge management and 
corporate governance. With intangible assets 
being critical to enterprise success, the governance 
and incentive structures designed to enable learning 
and the generation of new knowledge become 
salient. There are many types of learning – including 
experiential, vicarious, individual and organizational 
– and a large literature that explores each type. Also 
‘sensing’ requires learning about the environment 
and about new technological capabilities. R&D was 
seen as one way that the enterprise could promote 
such learning. However, in the context of the dynamic 
capability discussed in this section, the ability to 
integrate and combine assets including knowledge is 
a core skill (Kogut and Zander, 1992; Grant, 1996).  
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The combination of know-how within the enterprise, 
and between the enterprise and organizations external 
to it (e.g., other enterprises, universities), is important.

Integrating know-how from outside as well as within 
the enterprise is especially important to success when 
‘systems’ and ‘networks’ are present. Good incentive 
design and the creation of learning, knowledge-
sharing and knowledge-integrating procedures are 
likely to be critical to business performance, and 
a key (micro-) foundation of dynamic capabilities 
(Nonaka and Takeuchi, 1995; Chesbrough, 2003). Of 
equal importance are monitoring and managing the 
‘leakage,’ misappropriation, and misuse of know-how, 
trade secrets and other intellectual property. Of course, 
tacit know-how is difficult to imitate and has a certain 
amount of ‘natural’ protection. However, much know-
how does leak out. Innovating business enterprises with 
limited experience have been known to inadvertently 
compromise or lose their intellectual property rights. 
Failure to proactively monitor and protect know-how 
and intellectual property is common.

The outsourcing of production and the proliferation 
of joint development activities likewise create 
requirements that enterprises develop governance 
procedures to monitor the transfer of technology and 
intellectual property. Technology transfer activities, 
which hitherto took place inside the enterprise, 
increasingly take place across enterprise boundaries. 
The development of governance mechanisms to assist 
the flow of technology, while protecting intellectual 
property rights from misappropriation and misuse, are 
foundational to dynamic capabilities in many sectors 
today.

There are also several other ‘governance’ issues 
relevant to dynamic capabilities. At one level there are 
governance and business model issues associated with 
an enterprise’s ability to achieve asset ‘combinations’ 
and reconfiguration. As noted earlier, there is a 
continuous need to modify product offerings, business 
models, enterprise boundaries and organizational 
structures. Decentralized structures that facilitate 
near decomposability are likely to assist in achieving 
reconfiguration.

One class of governance issues relates to incentive 
alignment. The microfoundations of incentive issues are 
embedded in an understanding of agency and incentive 
design issues, also discussed earlier. Agency theory 
has long emphasized that the separation of ownership 
from control creates interest alignment problems, 
particularly around management compensation and 
the allocation of corporate perquisites. The abuse of 
discretion and the use of corporate assets for private 

purposes can incur absent appropriate accountability/
oversight. These issues become more severe as an 
enterprise grows and the separation between ownership 
and management widens. Recent corporate governance 
scandals in the United States, Europe and Japan 
indicate the need for continued vigilance. However, 
increasing the mix of independent and ‘inside’ 
directors will not necessarily ameliorate problems 
associated with strategic ‘malfeasance.’

There are likely to be benefits associated with 
participation at the board level by individuals who 
can calibrate whether the top management team 
is sufficiently ‘dynamic.’ The replacement of the 
CEO and other members of the top management 
team, if they demonstrate weak sensing, seizing and 
reconfiguration capabilities (strategic ‘malfeasance’), 
is important to effect. That is not to say that guarding 
against financial malfeasance is unimportant. It will 
always remain as an important corporate governance 
function; but its significance is likely to pale next to 
strategic ‘malfeasance,’ which is harder to detect and 
evaluate.

A related literature in economics has stressed 
how poorly designed incentives can produce 
tensions between the actions of employees and the 
actions needed to achieve profitable performance. 
Dysfunctional behaviour, such as activity that 
generates influence costs, has received considerable 
attention (Teece, 2003). Also, through use of collective 
bargaining, employees in industries insulated from 
global competition have been able to appropriate 
economic surplus. Above-market wages – which 
characterized, and to some extent still characterize, 
certain enterprises in the auto, steel and airline 
industries in the United States – are a case in point. 
These conditions can extend to managerial ranks as 
well. Restructuring may then require the judicious use 
of bankruptcy laws to rewrite uncompetitive supply 
contracts that are the product of unrealistic collective 
bargaining actions in an earlier period. The ability of 
some enterprises to craft work specifications, attract 
and retain more committed talent, design reward 
systems, develop corporate cultures and blunt the 
formation of coalitions that extract quasi-rents through 
threatening to withhold participation, is an important 
managerial capacity.

The design and creation of mechanisms inside the 
enterprise to prevent the dissipation of rents by interest 
groups (both management and employees) would also 
appear to be very relevant to dynamic capabilities, but 
has not been high on the agenda of strategy researchers. 
One exception is Gottschalg and Zollo (2007), who 
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point out that the capacity to continuously achieve 
incentive alignment is an important performance-
enhancing (and rent protecting) dynamic capability.

Many of the issues discussed here have, in the 
past, fallen under the rubric of human resource 
management; a closer connection of these issues 
to strategic management issues would appear to be 
warranted. The reason is that strategic management 
is focused not only on how to generate rent streams, 
but also on how to prevent them from being dissipated 
or captured by various entities or groups inside and 
outside the enterprise. For instance, the concepts of the 
‘appropriability regime’ and ‘isolating mechanisms’ 
were developed by strategic management scholars 
to help explain how rents from innovation and other 
sources of superior performance can be protected and 
guarded from dissipation by competitors and others. 
However, the earlier focus on markets or ‘external’ 
competition did not address internal appropriation by 
interest groups.

Dynamic capabilities, 
‘orchestration’ skills and 

competitive advantage

The general framework advanced here sees dynamic 
capabili t ies as the foundation of enterprise-
level competitive advantage in regimes of rapid 
(technological) change. The framework indicates that 
the extent to which an enterprise develops and employs 
superior (non-imitable) dynamic capabilities will 
determine the nature and amount of intangible assets it 
will create and/or assemble and the level of economic 
profits it can earn (see Figure 2.1.1). Furthermore, 
the framework emphasizes that the past will impact 
current and future performance. However, there is 
much that management can do to simultaneously 
design processes and structures to support innovation 
while unshackling the enterprise from dysfunctional 
processes and structures designed for an earlier period.

In Teece and Pisano (1994), and Teece, Pisano 
and Shuen (1997), we proposed three organizational 
and managerial processes – coordination/integrating, 
learning and reconfiguring – as core elements of 
dynamic capabilities. These processes are a subset 
of the processes that support sensing, seizing and 
managing threats. Together they might be thought 
of as asset ‘orchestration’ processes. A key strategic 
function of management is to find new value-
enhancing combinations inside the enterprise, and 

between and amongst enterprises, and with supporting 
institutions external to the enterprise. Because many of 
the most valuable assets inside the firm are knowledge 
related and hence non-tradeable, the coordination and 
integration of such assets create value that cannot be 
replicated in a market. This establishes a distinctive role 
for managers in economic theory and in the economic 
system. Managers seek new combinations by aligning 
co-specialized assets (Teece, 2007). The need to sense 
and seize opportunities, as well as reconfigure when 
change occurs, requires the allocation, reallocation, 
combination and recombination of resources and 
assets. These are the key strategic function of 
executives. Indeed, skills used to identify and exploit 
complementarities and manage co-specialization are 
scarce. Figuring out how to increase value from the 
use of the assets the enterprise owns involves knowing 
the fine-grained structure of the firm’s asset base, 
and filling in the gaps necessary to provide superior 
customer solutions. Gap filling may involve building 
new assets, or acquisitions and strategic partnerships 
(Ettlie and Pavlou, 2006).

The dynamic capabilities framework recognizes 
that the business enterprise is shaped but not 
necessarily trapped by its past. Management can 
make big differences through investment choice and 
other decisions. Enterprises can even shape their 
ecosystem. In this sense, the framework is quite 
Chandlerian (Chandler, 1990a, 1990b). Managers 
really do have the potential to set technological 
and market trajectories, particularly early on in the 
development of a market (David, 1992). Indeed, the 
enterprise and its environment frequently co-evolve. 
However, because of the assumed context – regimes of 
rapid technological change exposed to the full force of 
international competition – there is little room for big 
mistakes.

Hence, the dynamic capabilities framework is 
partially but not entirely in the spirit of evolutionary 
theorizing. The dynamic capabilities framework 
endeavours to capture the key variables and 
relationships that need to be ‘manipulated’ to create, 
protect and leverage intangible assets so as to achieve 
superior enterprise performance and avoid the zero-
profit trap. However, building and assembling tangible 
and intangible assets and effecting change is seen 
as difficult. Long-run success is likely to require 
achieving necessary internal creative destruction, 
possibly involving spin-outs and spin-offs to help 
sustain superior performance. Decision biases must 
also be neutralized. In short, enterprises may be more 
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like biological organisms than some economists, 
managers and strategy scholars are willing to admit; but 
they are also more malleable than some organizational 
ecologists are willing to recognize.

As indicated throughout this paper it is also 
necessary to assess the issue of the ‘sustainability’ or 
nonimitability of both assets and capabilities. This in 
turn depends upon a number of factors summarized 
adequately by the twin concepts of ‘isolating 
mechanism’ and ‘appropriability regimes.’ When 
the appropriability regime is ‘tight’ and the business 
enterprise’s own isolating mechanisms are strong, 
differential performance can be sustained, at least 
for a time. Dynamic capabilities of course require 
the creation, integration and commercialization of 
a continuous stream of innovation consistent with 
customer needs and technological opportunities.

Note that in the dynamic capabilities framework, 
enterprises must employ sensing, seizing and 
reconfiguring mechanisms to direct their financial 
resources consistent with marketplace needs and 
imperatives. However, as a matter of pure theory, 
enterprises need not continuously reinvent themselves. 
The need to reinvent depends on events, anticipated 
or otherwise. If the ecosystem in which the enterprise 
is embedded remains stable, the need to change can 
be modulated accordingly. Indeed, if an enterprise 
controls standards, or can somehow help stabilize its 
own environment, then it may not need to engage in the 
continuous and costly exploration of radical alternatives 
(March, 1991). Selecting suitable business models, 
making the right strategic investment decisions, and 
pursuing incremental innovation can keep an enterprise 
highly competitive for a decade or so (e.g., Boeing’s 
decision to build the 747, which 30 years later is much 
improved and still competitive in some configurations 
on some routes) if the environment is stable. Excessive 
internal change for the sake of it can lead to internal 
chaos and performance failure.

Conclusion

For open economies exposed to rapid technological 
change, the dynamic capabilities framework highlights 
organizational and (strategic) managerial competencies 
that can enable an enterprise to achieve competitive 
advantage, and then semi-continuously morph so as to 
maintain it. The framework integrates and synthesizes 
concepts and research findings from the field of 
strategic management, from business history, industrial 
economics, law and economics, the organizational 
sciences, innovation studies, and elsewhere.

Implicit in the dynamic capabilities framework is a 
recognition that relatively open regimes of free trade 
and investment, global dispersion in the sources of 
new knowledge, and the multi-invention or systemic 
character of such innovation have ‘upped the ante’ for 
modern management. Improving quality, controlling 
costs, lowering inventories and adopting best practices 
(‘technical fitness’) will no longer suffice for long-run 
competitive success. Nor do traditional scale economies 
in production always have the differentiating power 
they may once have had. More than scale and scope 
advantage are needed. Success requires the creation of 
new products and processes and the implementation of 
new organizational forms and business models, driven 
by an intensely entrepreneurial genre of management 
constantly honing the evolutionary and entrepreneurial 
fitness of the enterprise. Entrepreneurial managers can 
sense and even help shape the future, unshackle the 
enterprise from the past, and stay ahead by augmenting 
knowledge assets, protecting them with intellectual 
property rights, establishing new value enhancing asset 
combinations, and transforming organizational and, 
if necessary, regulatory and institutional structures. 
Dynamic capabilities reside in large measure with the 
enterprise’s top management team, but are impacted by 
the organizational processes, systems and structures 
that the enterprise has created to manage its business 
in the past.

Maintaining dynamic capabilities thus requires 
entrepreneurial management. The entrepreneurial 
management in question is different, but related to 
other managerial activity. Entrepreneurship is about 
sensing and understanding opportunities, getting things 
started, and finding new and better ways of putting 
things together. It is about creatively coordinating 
the assembly of disparate and usually co-specialized 
elements, getting ‘approvals’ for non-routine activities, 
and sensing business opportunities. Entrepreneurial 
management has little to do with analysing and 
optimizing. It is more about sensing and seizing – 
figuring out the next big opportunity and how to 
address it.

We have come to associate the entrepreneur with the 
individual who starts a new business providing a new 
or improved product or service. Such action is clearly 
entrepreneurial, but the entrepreneurial management 
function embedded in dynamic capabilities is not 
confined to startup activities and to individual actors. It 
is a new hybrid: entrepreneurial managerial capitalism. 
It involves recognizing problems and trends, 
directing (and redirecting) resources, and reshaping 
organizational structures and systems so that they 
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create and address technological opportunities while 
staying in alignment with customer needs. The implicit 
thesis advanced here is that in both large and small 
enterprises entrepreneurial managerial capitalism 
must reign supreme for enterprises to sustain 
financial success. Nor is entrepreneurial management 
merely ‘intrapreneurship,’ as there is a large role for 
the entrepreneurial manager in external activities, 
including shaping the ecosystem.

As discussed, there are obvious tensions and 
interrelationships between and amongst the three 
classes of capabilities identified. The managerial skills 
needed to sense are quite different from those needed 
to seize and those needed to reconfigure. All functions 
have a significant ‘entrepreneurial’ and ‘right brain’ 
component. Successful enterprises must build and utilize 
all three classes of capabilities and employ them, often 
simultaneously. Since all three classes are unlikely to be 
found in individual managers, they must be somewhere 
represented in top management, and the principal 
executive officer must succeed in getting top management 
to operate as a team. Of course, if the principal executive 
officer has depth in all three classes of capabilities, the 
organization has a better chance of success.

The dynamic capabilities framework goes beyond 
traditional approaches to understanding competitive 
advantage in that it not only emphasizes the traits 
and processes needed to achieve good positioning 
in a favourable ecosystem, but it also endeavours 
to explicate new strategic considerations and the 
decision-making disciplines needed to ensure 
that opportunities, once sensed, can be seized; 
and how the business can be reconfigured when 
the market and/or the technology inevitably is 
transformed once again. In this sense, dynamic 
capabilities aspire to be a relatively parsimonious 
framework for explaining an extremely seminal and 
complicated issue: how a business enterprise and its 
management can first spot the opportunity to earn 
economic profits, make the decisions and institute 
the disciplines to execute on that opportunity, and 
then stay agile so as to continuously refresh the 
foundations of its early success, thereby generating 
economic surpluses over time. If the framework 
has succeeded in some small measure, then we 
have the beginnings of a general theory of strategic 
management in an open economy with innovation, 
outsourcing, and offshoring.

1Source: Excerpted with permission from Erik Dane and Michael G. Pratt (2007) ‘Exploring intuition and its role in managerial decision 
making’, Academy of Management Review, Vol. 32(1) pp. 33–54.

Exploring intuition and its role in 
managerial decision making
By Erik Dane and Michael G. Pratt1

READING

2.2
READING

The human brain can be a magnificent 
synthesizer of disparate pieces of nebulous 
information, and often formal techniques and 

procedures thwart this mysterious mechanism 
from operating efficiently.
(Raiffa, 1968: 272).

A classic trade-off noted by decision theorists is 
that decision accuracy is often inversely related to 

decision speed. Consequently, there has been pressure 
to understand how to make high quality decisions 
relatively quickly (see Eisenhardt, 1989; Hitt, Keats 
and DeMarie, 1998; Perlow, Okhuysen and Repenning, 
2002). Toward this end, in numerous articles in the 
popular business press and in a steadily growing body 
of more scholarly literature, authors have turned to the 
notion of “intuition” as a means of managing this trade-
off (e.g., Burke and Miller, 1999; Hayashi, 2001; Khatri 
and Ng, 2000). As the epigraph suggests, intuition 
draws on our inborn ability to synthesize information 
quickly and effectively – an ability that may be hindered 

by more formalized procedures. Within organizations, 
intuition has been posited to help guide a wide range 
of critical decisions. Research suggests that intuition 
may be integral to successfully completing tasks that 
involve high complexity and short time horizons, such 
as corporate planning, stock analysis, and performance 
appraisal (Hayashi, 2001; Isenberg, 1984; Shirley and 
Langan-Fox, 1996). Agor (1986) shows how managers 
use intuitions for strategic decisions, such as whether 
to invest capital in a project or whether to market 
controversial prescription drugs. Hayashi (2001) frames 
several high-profile executive-level decisions, including 
the development of the Dodge Viper and the prime-time 
launch of Who Wants to Be a Millionaire, as intuitive or 
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“gut” decisions. Research further suggests that the need 
for intuition may be especially acute in organizations 
embedded in turbulent environments (Khatri and Ng, 
2000). The effective use of intuition has even been seen 
as critical in differentiating successful top executives 
and board members from lower-level managers and 
dysfunctional boards (Agor, 1986; Barnard, 1938; 
Harper, 1989). Ralph Larsen, former chair and CEO of 
Johnson & Johnson, suggested:

Very often, people will do a brilliant job through 
the middle management levels, where it’s very 
heavily quantitative in terms of the decision 
making. But then they reach senior management, 
where the problems get more complex and 
ambiguous, and we discover that their judgment 
or intuition is not what it should be. And when 
that happens, it’s a problem; it’s a big problem 
(Hayashi, 2001: 61).

We believe that there have been two major barriers 
to a productive discourse on the topic of intuition 
within the management literature. The first concerns the 
considerable confusion surrounding what intuition is. 
Although intuition has a long history in the organizational 
sciences (Barnard, 1938; Behling and Eckel, 1991; 
Isaack, 1978; Peters, Hammond, and Summers, 1974; 
Prietula and Simon, 1989; Simon, 1987), in the literature 
in this area scholars have failed to agree on what intuition 
is and what it does. This conceptual confusion comes, in 
part, from the various perspectives used to understand 
intuition. For example, among Western philosophers, 
intuition was often perceived as the most pure and 
immediate way of knowing (Osbeck, 2001; Wild, 1938). 
It represented access to divine or inborn knowledge. In 
the East, many Buddhists viewed intuition as a means of 
obtaining penetrating knowledge and as a “gateway to 
a wider and richer world” (Guenther, 1958: 26). While 
some maintain that intuition is a mystical avenue to 
knowledge (e.g., Ferguson, 1999; Franquemont, 1999; 
Vaughan, 1979), researchers in the areas of management 
and psychology have explained intuition through a wide 
range of phenomena, including heuristics (Bazerman, 
1986; Denes-Raj and Epstein, 1994; Tversky and 
Kahneman, 1983), expertise (Blattberg and Hoch, 1990; 
Prietula and Simon, 1989), and nonconscious information 
processing (Epstein, 1990, 1994, 2002; Kahneman, 2003; 
Lieberman, 2000). Thus, one purpose of this paper is 
to seek out sources of conceptual agreement or overlap 
across different disciplines and, thus, provide greater 
clarity about the concept of intuition. A second barrier 
hindering this line of inquiry is that scholars often fail 

to distinguish between when intuitions are used and 
when they are used effectively. To illustrate, evidence 
suggests that individuals are likely to rely on intuitive 
thought processes when they face extreme time pressures 
(De Dreu, 2003; Edland and Svenson, 1993; Kaplan, 
Wanshula, and Zanna, 1993; Kruglanski and Freund, 
1983; Maule, Hockey, and Bdzola, 2000; Suri and 
Monroe, 2003). Therefore, intuition may play a significant 
role in the decisions of firefighters (Klein, 1998), military 
commanders (Kaempf, Klein, Thordsen, and Wolf, 1996), 
emergency room surgeons (Abernathy and Hamm, 
1995), and corporate executives operating under severe 
time constraints (Agor, 1986; Burke and Miller, 1999; 
Hayashi, 2001). The mere use of intuition, however, is not 
a panacea for the speed-accuracy trade-off, since its use 
may simply facilitate speed at the expense of accuracy. 
Therefore, we need to better understand those conditions 
that foster the effective use of intuition to complement 
existing work on when intuition is simply most likely to 
be used (e.g., Ruder and Bless, 2003; Sinclair, Ashkanasy, 
Chattopadhyay, and Boyle, 2002; Woolhouse and Bayne, 
2000). Drawing on recent advances in psychology and 
the decision sciences, we suggest that, under certain 
conditions, intuition may indeed facilitate rapid and 
effective decision making in organizations. Before such 
gains can be realized, however, we must first understand 
the boundary conditions that surround the concept. We 
begin with an exploration of what intuition is and how it is 
different from other related concepts, such as insight and 
instinct. We then consider the factors that determine when 
the use of intuition in decision making is most effective. 
Toward this end, we synthesize findings across a range of 
disciplines and formulate a set of propositions surrounding 
the effectiveness of intuitive decision making.

What intuition is: Bringing 
together intuitive processes and 

outcomes

Having both academic and nonacademic significance, 
“intuition,” perhaps not surprisingly, has a wide 
range of terms associated with it, including gut 
feelings (Hayashi, 2001), hunches (Rowan, 1989), 
and mystical insights (Vaughan, 1979; Wild, 1938).  
Table 2.2.1 provides a sample of definitions 
of intuition culled from work in psychology, 
philosophy, and management. One confusing aspect 
of past research is the tendency to call both intuitive 
processes and their associated products, or outcomes, 
“intuition.” For example, Jung (1933), Westcott and 
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Ranzoni (1963), and Raidl and Lubart (2000–2001) 
refer to intuition largely as a process – a way of 
perceiving or sorting data. Rorty (1967), in contrast, 
sees intuition primarily as an outcome – as what 
one apprehends or recognizes. Others combine both 
process and outcome without differentiating between 
them. We believe that intuition is marked by a unique 
process and outcome; however, we also believe it 

is important to disentangle the two. Thus, we begin 
by addressing intuition as a process and positioning 
this process vis-a-vis the larger “dual processing” 
perspective that is currently favoured among 
decision-making theorists, especially in psychology. 
We then build from this perspective to identify 
process and outcome characteristics that historically 
have been central to many definitions of intuition.

TAbLE 2.2.1 Definitions of intuition

Source Definition of intuition

Jung (1933: 567–568) That psychological function transmitting perceptions in an 
unconscious way

Wild (1938: 226) An immediate awareness by the subject, of some particular entity, 
without such aid from the senses or from reason as would account 
for that awareness

Bruner (1962: 102) The act of grasping the meaning, significance, or structure of a 
problem without explicit reliance on the analytic apparatus of one’s 
craft

Westcott & Ranzoni (1963: 595) The process of reaching a conclusion on the basis of little information, 
normally reached on the basis of significantly more information

Rorty (1967: 204) Immediate apprehension
Bowers, Regehr, Balthazard, & Parker 
(1990: 74) 

A preliminary perception of coherence (pattern, meaning, structure) 
that is at first not consciously represented but that nevertheless 
guides thought and inquiry toward a hunch or hypothesis about the 
nature of the coherence in question

Shirley & Langan-Fox (1996: 564) A feeling of knowing with certitude on the basis of inadequate 
information and without conscious awareness of rational thinking

Simon (1996: 89) Acts of recognition
Shapiro & Spence (1997: 64) A nonconscious, holistic processing mode in which judgments 

are made with no awareness of the rules of knowledge used 
for inference and which can feel right, despite one’s inability to 
articulate the reason

Burke & Miller (1999: 92) A cognitive conclusion based on a decision maker’s previous 
experiences and emotional inputs

Policastro (1999: 89) A tacit form of knowledge that orients decision making in a 
promising direction

Lieberman (2000: 111) The subjective experience of a mostly nonconscious process—fast, 
alogical, and inaccessible to consciousness—that, depending on 
exposure to the domain or problem space, is capable of accurately 
extracting probabilistic contingencies 

Raidl & Lubart (2000–2001: 219) A perceptual process, constructed through a mainly subconscious 
act of linking disparate elements of information 

Hogarth (2001: 14) Thoughts that are reached with little apparent effort, and typically 
without conscious awareness; they involve little or no conscious 
deliberation

Myers (2002: 128–129) The capacity for direct, immediate knowledge prior to rational analysis
Kahneman (2003: 697) Thoughts and preferences that come to mind quickly and without 

much reflection
Epstein (personal communication, 2004) The working of the experiential system
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Historical context: Two 
information processing systems

Intuition has long been viewed as involving a form of 
information processing that differs from rational, or 
analytical, processes. Distinctions between “rational” 
and “nonrational” human thought can be traced as 
far back as Aristotle (Sloman, 1996). In management 
research, Barnard similarly distinguished between 
“logical” and “nonlogical” modes of thinking, 
attributing intuition to the latter:

By “logical processes” I mean conscious 
thinking which could be expressed in words, 
or other symbols, that is, reasoning. By 
“non-logical processes” I mean those not 
capable of being expressed in words or as 
reasoning ... This may be because the processes 
are unconscious, or because they are so 
complex and so rapid, often approaching the 
instantaneous, that they could not be analysed 
by the person within whose brain they take 
place (1938: 302).

More recently, psychologists have adopted a dual 
processing approach, arguing for two distinct types of 
information processing systems in human beings (e.g., 
Epstein, 2002; Gollwitzer and Bayer, 1999; Sloman, 
1996). One information processing system, which from 
an evolutionary perspective is believed by some to be 
the older of the two systems (Epstein, 1994; Reber, 
1992), involves the automatic and relatively effortless 
processing and learning of information (Stanovich and 
West, 2000). This system, which permits individuals to 
learn from experience and reach perceptions of knowing 
without conscious attention (Hogarth, 2001), has been 
referred to as experiential (Epstein, 1990, 1994, 2002; 
Epstein, Pacini, Denes-Raj, and Heier, 1996; Pacini 
and Epstein, 1999), automatic (Bargh, 1996; Bargh 
and Chartrand, 1999), tacit (Hogarth, 2001), natural 
(Tversky and Kahneman, 1983), associative (Sloman, 
1996), and system 1 (Kahneman, 2003; Stanovich and 
West, 2000). Bargh and Chartrand (1999) argue that 
a large portion of everyday life is determined by this 
first information processing system. Insofar as such 
processes are rapid, effortless, and often quite effective, 
nonconscious processes serve as “mental butlers” that 
conveniently manage our tendencies and preferences 
(Bargh and Chartrand, 1999). As we explain below, 
intuition is often associated with this system (e.g., 

Epstein, 2002; Kahneman, 2003; Sloman, 1996). The 
second system enables individuals to learn information 
deliberately, to develop ideas, and to engage in analyses 
in an attentive manner. This system has been referred 
to by various names, including rational (Epstein, 
2002; Epstein et al., 1996; Pacini and Epstein, 1999), 
intentional (Bargh and Chartrand, 1999), deliberate 
(Hogarth, 2001), extensional (Tversky and Kahneman, 
1983), rule based (Sloman, 1996), and system 2 
(Kahneman, 2003; Stanovich and West, 2000). Rational 
decision-making models, which have garnered the 
lion’s share of research on managerial decision 
making, utilize this system of information processing. 
Drawing on the conceptual foundation provided by 
dual processing theories, we now turn to the concept 
of intuition. Like other authors, we view the process of 
intuition as relating to the domain of the “nonconscious” 
information processing system (e.g., Epstein 1990, 
1994, 2002; Kahneman, 2003). However, in making this 
case, we also stress that not all nonconscious operations 
are fundamental components of intuition itself. We 
have two primary reasons for differentiating intuition 
from any given nonconscious system depicted in dual 
processing theory. First, the nonconscious systems in 
dual processing theories typically involve a larger group 
of phenomena than are central to intuition. For example, 
research on the nonconscious system has often focused 
on learning processes. However, as we will argue, 
intuitive processes pertain less to learning and more to 
how learned information is accessed and used. We view 
learning as an input to intuition effectiveness, but do 
not see intuition as a learning process per se. Second, 
our focus on both processes and outcomes of intuition 
differentiates our work from traditional research on 
nonconscious systems, such as that on the experiental 
system, which has focused nearly exclusively on 
processes only. Specifically, we conceptualize intuition 
both by its process (which we refer to as intuiting), as 
well as its outcome (which we term intuitive judgments). 
In constructing a definition of the construct, we build 
on and bridge work in psychology, philosophy, and 
management; our focus is on those aspects of intuition 
that are common and central to all three. Specifically, 
our review of the various literature on intuition has 
tended to converge on four characteristics that make up 
the core of the construct: intuition is a (1) nonconscious 
process (2)  involving holistic associations (3)  that 
are produced rapidly, which (4) result in affectively 
charged judgments. We explore these characteristics in 
detail below.
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Intuiting is nonconscious

One of the defining characteristics of intuitive 
processing is that it is nonconscious2—it occurs 
outside of conscious thought. Jung, for example, 
defined intuition as “that psychological function 
which transmits perceptions in an unconscious way” 
(1933: 567–568). Simple perceptions, however, are 
not the only type of information that is transmitted 
through this means. The nonconscious processing 
of information can occur at various levels of 
sophistication (Epstein, 2002; Pacini and Epstein, 
1999), and intuiting can involve the processing of more 
complex information than perceptions. On this point, 
Epstein and Pacini make the following observation 
about the nonconscious, experiential system: At its 
lower reaches, it (the experiential system) is a relatively 
crude, albeit efficient, system for automatically, rapidly, 
and effortlessly processing information while placing 
minimal demands on cognitive resources. At higher 
reaches . . . the experiential system can be a source of 
intuitive wisdom and creativity (1999: 463). In further 
clarifying the connection between nonconscious 
processing and intuition, we reemphasize the 
distinction between intuitive processes and outcomes. 
While the outcomes of intuiting, intuitive judgments, 
are clearly accessible to conscious thinking, how one 
arrives at them is not. Hence, there is “no awareness 
of the rules of knowledge used for inference” during 
intuiting (Shapiro and Spence, 1997: 64). Similarly, 
Osbeck writes that intuition, from a philosophical 
perspective, involves direct apprehension that is “not 
mediated by other reasoning or representation” (2001: 
123). As we discuss below, this quality differentiates 
intuition from insight.

Intuiting involves making holistic 
associations

A second characteristic of intuiting is that it involves 
a process in which environmental stimuli are matched 
with some deeply held (nonconscious) category, 
pattern, or feature. Historically, this matching process 
has gone by numerous names, including awareness 
(Wild, 1938), apprehension (Rorty, 1967), recognition 

(Simon, 1996), and seeing (Osbeck, 1999). More 
recently, Raidl and Lubart described intuition as 
involving a process of “linking disparate elements 
of information” (2000–2001: 219). This linking 
together of elements is why many refer to intuiting 
as being associative (Epstein, 1994; Epstein et al., 
1996; Kahneman, 2003). Further, because intuiting 
involves recognizing features or patterns (e.g., Klein, 
1998), rather than making connections through logical 
considerations, it has also been conceptualized as 
holistic (Epstein, 1990; Shapiro and Spence, 1997). As 
such, Bowers, Regehr, Balthazard, and Parker speak 
of intuition as involving a “perception of coherence 
(pattern, meaning, structure)” (1990: 74). In sum, since 
the associations in intuition refer to the recognition of 
patterns or structures, we refer to this aspect of intuiting 
as making holistic associations. Psychologists and 
other decision science scholars suggest that, in making 
holistic associations, individuals nonconsciously 
map stimuli onto cognitive structures or frameworks. 
Research has typically focused on one of two types 
of cognitive structures. The first and most common 
line of research examines the role of relatively 
simple cognitive structures, such as heuristics, in the 
formation of intuitive judgments (Bazerman, 1986; 
Bodenhausen, 1990; Kahneman, Slovic, and Tversky, 
1982; Kahneman and Tversky, 2000; Tversky and 
Kahneman, 1983). As we will argue below, this line 
of research has often concluded that intuitive decision 
making is inferior to rational decision-making models. 
A second line of inquiry suggests that intuiting 
may involve the use of more complex, but still not 
consciously accessible, cognitive structures. For 
instance, drawing on the work of Agor (1989), Shirley 
and Langan-Fox (1996: 573) have argued that intuiting 
results from a process of recognition and retrieval in 
which large numbers – perhaps several thousands – 
of chunks or patterns stored in long-term memory 
are accessed without conscious effort. This stream of 
research, focusing largely on the intuitions of experts 
(e.g., surgeons making life-and-death decisions, chess 
masters engaging in competition), contends that experts 
possess highly sophisticated, nonconscious cognitive 
structures that permit rapid and accurate responses to 
highly demanding situations (Dreyfus and Dreyfus, 
1986; Klein, 1998, 2003; Prietula and Simon, 1989;  

2This characteristic of intuition has been called “unconscious,” “subconscious,” “preconscious,” and “nonconscious” (Epstein, 1994; Hogarth, 
2001; Jung, 1933; Reber, 1992; Simon, 1987). However, each of these terms has a slightly different meaning (see Kihlstrom, 1987, for a 
review). For the sake of parsimony, we refer to what each of these terms has in common: they are nonconscious.
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Simon, 1987, 1992, 1996; Simon and Chase, 1973). 
Such research has tended either to favour the use 
of intuition over more rational models or to position 
intuition as a useful complement to analytical thinking. 
Thus, intuition is seen as a subset of the entire 
population of decision making approaches successfully 
used by experts. However, common to both the 
heuristic and expert decision-making perspectives is 
the view that individuals nonconsiously make holistic 
associative connections between the stimuli they 
encounter and their underlying cognitive structures in 
the process of intuiting. Making holistic associations 
is not only a characteristic of intuiting but also speaks 
to one of intuition’s advantages over other decision-
making approaches: our nonconscious ability to make 
such categorical connections is greater than our ability 
to mimic it consciously. As Raiffa (1968) argues in 
the quote that opens our paper, such ability may be 
undermined by our attempts to use more conscious, or 
rational, means of making judgments and decisions. It 
has even been stated that, in some instances, rational 
analysis may prevent people from “seeing the obvious” 
(Pirsig, 1974: 196). As noted above, conscious thinking 
appears to rely on connections made through a slow 
and effortful analysis (Epstein, 1990, 1994; Kihlstrom, 
1987). These properties contrast sharply with the 
holistic and associative qualities of the experiential 
system. All told, it comes as little surprise that intuiting 
is perhaps better suited than rational methods to 
integrate wide-ranging stimuli into usable categories of 
information.

Intuiting is fast

A third characteristic of the intuition process, and 
the one that has seemed to spark the most interest 
among both managers and academics, is its speed 
(Bastick, 1982; Burke and Miller, 1999; Kahneman, 
2003; Khatri and Ng, 2000; Myers, 2002). Although 
there has been some debate about whether intuiting 
is always fast (see Hogarth, 2001), the vast majority 
of researchers view intuiting as quite fast – especially 
when compared with the use of rational decision-
making processes. The centrality of “speed” is seen 
in the concepts of intuition used by philosophers (see 
Wild, 1938, for a review). Rorty for example, views 
this process as involving “immediate apprehension” 
(1967: 74). Osbeck, in a newer review of the 
philosophical roots of intuition, views speed as a 
defining aspect of intuiting and notes that Locke and 
Hume viewed intuition as “the immediate perception 

of connection between ideas” (2001: 121). This 
emphasis on speed is echoed in other more recent 
perspectives on intuition. Researchers who view 
intuiting – and nonconscious information processing 
more generally – as an evolutionary precursor to 
more conscious and analytical thinking point to the 
advantages of having an information processing 
system that responds quickly to environmental stimuli 
(Epstein, 1994; Haidt, 2001; Reber, 1992). Kihlstrom 
(1987: 1447) similarly argues that processing 
information nonconsciously does not require attention 
and, thus, does not produce the same information 
“bottlenecks” that conscious processing does. From a 
managerial perspective, the speed of intuiting is not 
only taken for granted but is often seen as a primary 
motivator for developing and employing intuition at 
work (Agor, 1986; Burke and Miller, 1999; Khatri 
and Ng, 2000; Klein, 2003). Moreover, the speed 
characteristic of intuition has long been recognized 
by management theorists. Barnard proclaimed 
intuition to be a component of “non-logical mental 
processes” that are capable of handling a “mass of 
experience or a complex of abstractions in a flash” 
(1938: 305). March and Simon echo Barnard’s view, 
asserting that one of the hallmarks of intuiting, in 
addition to its nonconscious nature, is its speed: The 
distinctive earmarks of intuition are rapid response  
(a matter of seconds) and inability of the respondent to 
report a sequence of steps leading to the result – even 
denial of awareness of such steps. ...what impresses 
observers about intuition is that responses, especially 
those of experts, are frequently correct even though 
they seem to have required almost no processing time 
or effort (1993: 11).

Intuiting results in affectively 
charged judgments

Although “intuiting” refers to a unique way of 
processing information, individuals often use 
intui t ion as a  noun—as the product  of  such 
processing. To differentiate the process and product 
facets of intuition, we use the term intuitive 
judgment to signify intuition in its outcome state. 
We make reference to “judgments” rather than some 
other outcome state, given the strong association 
between intuition and problem solving. To illustrate, 
pioneering works in managerial problem solving 
(Barnard, 1938; Simon, 1987, 1996) and classic 
works on decision making (Kahneman et al . , 
1982; Tversky and Kahneman 1974, 1983) focus 
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explicitly on how individuals use intuiting to solve 
problems. This problem focused treatment of 
intuition is echoed in the work of Policastro (1999), 
who holds that intuition is a type of knowledge 
used to orient decision making. We further clarify 
intuitive judgments as “affectively charged,” given 
that such judgments often involve emotions. Chen 
and Chaiken (1999: 87), for example, suggest that 
the presence of “cognitive feelings” may indicate 
that heuristic processes are operating. And, more 
generally, synonyms for intuition, such as “gut 
feelings” and “gut instincts” (Hayashi, 2001; 
Shapiro and Spence, 1997), as well as “feeling in our 
marrow” (Barnard, 1938: 306), reflect an affective 
component to intuitive judgments. Thus, one way 
that we identify a judgment as intuitive is that it is 
accompanied by affect. For example, Agor (1986) 
notes that as executives make intuitive judgments, 
they often experience excitement and harmony. 
And Shirley and Langan-Fox define intuitions as 
“feelings of knowing” (1996: 564). The coupling of 
affect and intuitive judgments has a long intellectual 
history. At a very basic level, these judgments may 
be thought of as affective because they are detached 
from rationality. Thus, rationality is often associated 
with the “head” and intuition with the “heart” – a 
common divide in philosophy. However, recent 
research suggests other possibilities. To begin with, 
intuitive judgments may be triggered by emotions 
and affect. Positive mood, for example, has been 
linked to an increase in the use of intuition and a 
decrease in more rational approaches to decision 
making (see Weiss and Cropanzano, 1996, for a 
review). Similarly, managers often view affect as an 
important input to intuition and describe intuitions 
as “affect initiated decisions” (Burke and Miller, 
1999). And Hogarth argues that “emotion and affect 
can, therefore, be important inputs to intuitive 
thought in the sense that they can induce responses 
without corresponding awareness” (2001: 61).  
Moreover, emotions and affect may also play a 
role in the intuition process itself and, thus, result 
in affect-laden judgments. Epstein (1990, 1994, 
2002), for example, ties emotion and intuition 
through the experiential information processing 
system described above by suggesting that all 
processes in the nonconscious (experiential) system 
are emotionally driven. Bastick makes a similar 
argument, suggesting that “intuitive information is 
accessed through appropriate feelings” (1982: 279). 
Epstein further argues that the cognitive frameworks 
in the experiential system, which he refers to as 

schemas, are “inductively derived from emotionally 
significant experiences” (1990: 170). Intriguingly, 
research in neuroscience has suggested a link 
between intuition and affect via activation of basal 
ganglia in the human brain (see Lieberman, 2000, 
for a review). This line of investigation has shown 
that basal ganglia are engaged through positive 
affective stimuli and positive emotional experience, 
and these same neural mechanisms play a central 
role in engendering the nonconscious associations 
that spur intuitive judgments. In essence, both 
intuitions and emotional appraisals appear to arise 
through highly similar neurological pathways. Taken 
together, evidence from organizational, cognitive, 
and neurological psychology suggests that affect 
and emotions are an integral component of intuitive 
judgments. In sum, research suggests that affect is 
associated both with the intuiting process and with 
intuition as an outcome. We therefore use the term 
affectively charged to denote the affective tenor of 
intuitive judgments, as well as to reflect how such 
judgments were generated (i.e., were “charged” via 
an affective process).

Other elements associated with 
intuition

Our central characteristics of intuition are based on 
their commonality to definitions across philosophy, 
psychology, and management. In addition to their 
commonality, they also appear to be the most “core” 
features. Consequently, we have excluded some 
additional characteristics of intuition since they appear 
to result from the core characteristics we suggest. 
To illustrate, several conceptualizations of intuition 
involve a feeling of certitude (Shirley and Langan-
Fox, 1996) and a perception that one’s intuitions are 
correct – despite the lack of rational analysis (Bruner, 
1962; Wescott and Ranzoni, 1963). This characteristic, 
however, likely is due to the affective and associative 
properties we have discussed. As noted, Agor (1986) 
has argued that as executives make intuitive judgments, 
they often experience strong and positive emotions 
(e.g., excitement, harmony). Such positive feelings 
may, in turn, lead to an enhanced sense of confidence 
in an individual’s own judgments (see Tiedens and 
Linton, 2001, for a discussion). Thus, if I feel good 
about a judgment, I must be right about it. In addition, 
the holistic, associative properties of intuition involve 
recognizing patterns or other linkages among disparate 
stimuli. Hence, philosophers have linked intuition 
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with “seeing” or “recognizing” an answer (Osbeck, 
1999, 2001). Because intuition involves “recognizing” 
a solution (Simon, 1996), it is likely that individuals 
will have more confidence in their intuition than in a 
“wild guess,” which is often made when no solution is 
recognizable.3

As noted earlier in the paper, we have also 
excluded characteristics ascribed to intuition that 
seem unique to a particular disciplinary domain. For 
example, intuition is associated with both experiential 
(Epstein 1990, 1994, 2002) and system 1 (Kahneman, 
2003; Stanovich and West, 2000) processes in dual 
processing theories. Both of these processes are 
associated with additional characteristics (e.g., 
presence of “vibes,” “seized by emotions,” and 
“pleasure driven”) that do not necessarily accord with 
the core features of intuition discussed above. Because 
not all of these characteristics have traditionally been 
associated with intuition, additional validation is 
needed before viewing them as core and central to the 
concept.

Intuition defined and delineated

To summarize, intuitions are affectively charged 
judgments that arise through rapid, nonconscious, 
and holistic associations. These characteristics not 
only capture what we mean by intuition but also help 
clarify which types of decision-making processes are 
intuitive and which are not. To illustrate, of all other 
ways of making judgments and decisions reviewed 
here, only the nonconscious use of heuristics and 
internalized patterns of information fall within 
what we call intuition. In contrast, we believe that 
rational decision making is highly dissimilar to 
intuition. The former involves the use of systematic 
procedures designed to thoroughly assess all 
pertinent information, evaluate costs and benefits, 
and, ultimately, make a decision based on conscious 
deliberation (see Janis and Mann, 1977, for more 
detail on rational decision making models). In short, 
it is highly analytic and relies on logical connections. 
Moreover, as we have discussed, rational decision 
making involves a completely different type of 
information processing system than the experiential 
system utilized in intuition. In brief, intuition differs 
from more rational models of decision making in that 
it is (1) nonconscious, (2) holistic, (3) associative, 
and (4)  faster. In addition, intuition differs from 

other decision-making approaches that are typically 
viewed as “fast.” For example, intuition is similar 
to guessing only in terms of its speed. Guessing 
neither involves affectively charged judgments nor 
requires making associations through nonconscious 
information processing. It also lacks the secondary 
outcome associated with these two characteristics 
of intuition: certitude. Intuition is also different 
from instincts and insights – terms often used 
synonymously with intuition in everyday speech. 
We follow the lead of Hogarth (2001) and Epstein 
(2002) in arguing that biological instincts (e.g., 
shutting one’s eyes in the presence of bright light) 
are “hardwired” responses or autonomic reflexes to 
stimuli. Thus, instincts are innate capabilities that 
originate outside the experiential processing system. 
Next, insights or “sudden unexpected thoughts that 
solve problems” (Hogarth, 2001: 251) may involve 
experiential processing in the form of an “incubation 
period.” However, unlike intuition, insight is often a 
lengthy process that begins with deliberate, analytical 
thinking that precedes the incubation period (Hogarth, 
2001; Shirley and Langan-Fox, 1996). Further, when 
a solution is gleaned through insight, one “suddenly 
becomes aware of the logical relations between a 
problem and the answer” (Lieberman, 2000: 110; 
see also Sternberg and Davidson, 1995, for a more 
comprehensive treatment of insight). This suggests 
another distinction between insight and intuition: in 
the former one consciously becomes aware of the 
logical connections supporting a particular answer 
or solution, whereas in the latter one is unable to 
consciously account for the rationale underlying the 
judgment that has arisen.

Conditions influencing the 
effectiveness of intuitive decision 

making

Thus far, we have focused largely on the process 
of intuiting and how this process differs from the 
processes that guide other forms of decision making, 
such as rational analysis. We now turn our attention 
more fully to the products of intuiting intuitive 
judgments – and the conditions that explain when 
these judgments are most effective. In research that 
has focused on the effectiveness of intuitive decision 
making, disagreement abounds as to whether 

3However, we should be clear that just because an individual has confidence that the solution is a good one does not mean that the individual 
will adopt the solution. That is, individuals may still distrust intuitive means, regardless of the veracity of the solution.
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intuitive judgments lead to effective decisions.  
To begin with, a substantial body of research 
suggests that the use of intuition in decision making 
is generally inferior to other, more rational models 
(e.g., Dawes, Faust, and Meehl, 1989; Kahneman 
et al., 1982; Meehl, 1954; Schoemaker and Russo, 
1993). In contrast, a growing body of literature 
suggests that for certain people, under appropriate 
conditions, intuition may be as good as, or even 
superior to, other decision-making approaches 
(Blattberg and Hoch, 1990; Hammond, Hamm, 
Grassia, and Pearson, 1987; Khatri and Ng, 2000). 
To reconcile these divergent perspectives, we turn 
to an exploration of the conditions that influence 
whether intuition is effective as a decision-making 
approach. Our review suggests that two broad sets of 
factors influence intuition effectiveness: (1) domain 
knowledge factors and (2)  task characteristics. 
These factors are depicted in Figure 2.2.1. First, one 
of the primary differences between research on the 
effectiveness of intuition conducted by researchers 
interested in heuristics and those interested in expert 
decision making pertains to the relative emphasis 
attached to the existence and accumulation of 
domain knowledge. While some scholars have 

tended to focus primarily on heuristics and heuristic 
biases that affect most individuals, regardless of 
their domain knowledge, others have focused more 
extensively on expert knowledge structures and how 
such structures influence the quality of intuitive 
decision making within specific domains. We seek 
to integrate these bodies of work by examining how 
various degrees of domain knowledge, ranging from 
simple heuristics to sophisticated “expert” schemas, 
may influence the effectiveness of intuition as a 
decision-making approach in a given domain. We 
also examine how expert schemas may form via 
implicit and explicit learning. Second, research 
suggests that intuition is good in some situations 
but not in others. For example, research concerned 
with heuristic biases has focused on how the use 
of intuition to solve highly structured math and 
probability problems can lead to highly inaccurate 
solutions. However, as noted in our introduction, 
intuition may be most appropriate for “executive” 
decisions, which involve strategy, investment, and 
human resource management issues. These types of 
decisions are far less structured than math problems. 
We discuss each set of intuition effectiveness factors 
below.

Practice
• Duration
• Focused repetition

Explicit
learning

Complex, domain-
relevant schemas

Effectiveness of
intuitive decision

making
Implicit
learning

Focused attention
on the stimulus

environment

Environmental
uncertainty

Judgmental tasks

P3a

P2

P4

P5

P7

P8
P6

P1

P3b

“Kind” learning structure
• Rapid and accurate feedback
• Exacting consequences

figuRE 2.2.1 Factors influencing the effectiveness of intuitive decision making
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Domain knowledge factors: 
Schemas

An individual’s knowledge of a domain is reflected 
in the schemas he or she has about that domain. We 
use the term schema generally to denote various 
cognitive structures that represent “knowledge about 
a concept or type of stimulus, including its attributes 
and the relations among those attributes” (Fiske and 
Taylor, 1991: 98). We suggest that a primary means for 
determining when intuition will be effective involves 
the nature of schemas employed by the intuiter. As 
we discuss below, schemas may be relatively simple 
and contain little domain knowledge (i.e., are domain 
independent), as in the case of heuristics (Denes-Raj 
and Epstein, 1994; Tversky and Kahneman, 1974). 
Alternatively, schemas may be complex and contain 
much domain knowledge, as in the case of experts’ 
cognitive maps (Simon, 1996).

Heuristic schemas. In a well-established 
body of research in psychology and the decision 
sciences, scholars have argued that intuition involves 
the use of heuristics mental shortcuts that reduce 
the complex tasks of assessing probabilities and 
predicting values to simpler judgmental operations 
(Tversky and Kahneman, 1974). When presented 
with a problem, individuals can use heuristics to 
draw associations among multiple stimuli, to focus 
on critical information, and to develop a perception 
of the right answer or best route by which to proceed. 
While heuristics are often useful for quickly assessing 
probabilities and making decisions in uncertain 
situations, they may also lead to severe and systematic 
errors (Tversky and Kahneman, 1974). Indeed, a 
large portion of decision-making literature over the 
past three decades has focused on heuristic-based 
judgmental errors. Such studies suggest that while the 
appeal of heuristic-based intuition is strong – and that 
individuals will often choose to use heuristics, even 
when they know it is not rational to do so (Denes-Raj 
and Epstein, 1994) – rational processes for problem 
assessment are less subject to random inconsistencies 
and systematic distortions (Schoemaker and Russo, 
1993). We argue that heuristics and other simple 
cognitive frameworks are likely to lead to inaccurate 
intuitive judgments because they tend to be “simple” 
and, thus, may be inadequate to process complex 
environmental stimuli. This argument mirrors the 
bulk of research on the shortcomings of heuristics and 
stereotypes. It essentially takes a “requisite variety” 

approach that the complexity of schemas should match 
environmental complexity in order to be effective (see 
Weick, 1995). We further suggest that heuristics may 
be more domain independent and may be commonly 
applied (inappropriately) across various domains. 
With regard to domain independence, the relative lack 
of domain sensitivity diminishes the effectiveness of 
intuitive decision making as simple “rules of thumb” 
are indiscriminately applied to an inappropriately 
large number of problem domains. With regard to 
the frequency of their use, research suggests that 
individuals who lack adequate domain knowledge may 
have inflated self-assessments of their own ability to 
make accurate judgments (Kruger and Dunning, 1999) 
and, thus, may have a higher propensity to apply simple 
schemas across a wide variety of situations. 

Expert schemas. While the heuristic-based view 
of intuition has dominated research on intuition and 
problem solving, a growing body of research suggests 
that that “experts” can make highly accurate intuitive 
decisions (Dreyfus and Dreyfus, 1986; Klein, 1998, 
2003; Prietula and Simon, 1989; Simon, 1987, 1992, 
1996). We argue that the main difference between these 
bodies of research lies in the nature of the schemas of 
experts, which are (1) highly complex and (2) domain 
relevant. Simon and Chase’s (1973) foundational article 
on the memory storage patterns of chess masters and 
grandmasters provides an early example illustrating the 
role of complex schemas in guiding the decisions of 
experts. This study revealed that chess masters are able 
to recognize at least 50,000 different configurations of 
chess pieces on sight, which are stored or “chunked” as 
familiar patterns in long-term memory. When presented 
with an arrangement of pieces on a chessboard, chess 
masters almost immediately recognize both the patterns 
of the chess pieces and the appropriate strategic moves 
for the given situation. Consequently, grandmasters in 
speed chess competitions can effectively play several 
games simultaneously, even when they are only 
allowed a few seconds per move (Simon and Chase, 
1973). Broadening these findings beyond the chess 
domain, “expert” intuition may be aptly described as 
a “pattern matching” process, whereby information is 
encoded and chunked into patterns, stored in schemas, 
and then equated with environmental stimuli (Simon, 
1996). As Prietula and Simon note when discussing the 
difference between a novice and experienced foreman:

In fact, the veteran does not scan the 
environment and process information any faster 
than the inexperienced foreman; rather, he  
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(or she) has learned to grasp the meaning of 
certain patterns of operations and activity on 
the plant floor. In a sense, the foreman does not 
need to think about this information; he simply 
reacts to it (1989: 121).

Scholars advocating for the effectiveness of expert 
or “mature” intuition (e.g., Baylor, 2001; Blattberg 
and Hoch, 1990; Burke and Miller, 1999) use the 
same underlying logic as Simon and his colleagues: 
experts have complex cognitive maps (or schemas) 
that trigger effective intuitive judgments. Despite 
the promise of these complex schemas for effective 
decision making, an important boundary condition 
applies. Because complex schemas develop in a 
particular domain (one’s area of expertise), they 
are more likely to lead to effective decisions in that 
domain than when used in a different domain or 
context. Thus, complex managerial schemas may 
serve a manager well at the office but may lead to 
inaccurate intuitive judgments at home. This suggests 
that, for intuitions to be effective, schemas must be 
both complex and domain relevant:

Proposition 1: Individuals who can bring 
complex, domain-relevant schemas to bear on a 
problem are more likely to make effective intuitive 
decisions than those who employ heuristics and 
simpler, domain-independent schemas.

Domain knowledge factors: 
Learning

In addition to research on the content of schemas, in a 
growing body of work, researchers are exploring how 
individuals come to gain the complex, domain-relevant 
schemas needed for effective intuition. The literature 
on expertise discussed above suggests that there may 
be a learning component to developing the schemas 
that underlie accurate intuitive judgments. In particular, 
researchers are coming to connect the formation of 
sophisticated cognitive structures to both explicit 
and implicit learning. We briefly review the general 
relationship between learning and the formation of 
complex, domain relevant schemas.

Explicit learning. Explicit learning occurs 
when individuals are consciously aware that changes 
are accruing to their underlying knowledge bases 
(Lovett, 2002). Perhaps the most researched link 
between explicit learning and intuition has been on 
how experts, such as chess grandmasters, come to 

attain mastery over a particular domain. The general 
argument posited in this research is that experts 
deliberately develop a vast repertoire of patterns in 
memory that allows them to respond to contingencies 
in an automatic and proficient manner (Simon, 1996; 
Simon and Chase, 1973). Thus, we suggest a general 
relationship between explicit learning and intuition 
effectiveness:

Proposition 2: Explicit learning will positively 
influence the effectiveness of intuitive decision 
making through the formation of complex, 
domain relevant schemas.

However, learning is heightened with certain types 
of practice. Research suggests three primary elements 
of “good” practice: duration, repetition, and feedback. 
First, development periods for mastery tend to be 
long. With respect to the relationship between practice 
and expert intuition in management, Khatri and Ng 
argue that, for managerial intuition to be effective, it 
“requires years of experience in problem solving and is 
founded upon a solid and complete grasp of the details 
of the business” (2000: 58). More specifically, research 
suggests that a ten-year period of intense preparation 
appears necessary for achieving expertise in a domain 
(Ericsson and Charness, 1994; Ericsson, Krampe, 
and Tesch-Römer, 1993; Simon and Chase, 1973). 
Additional characteristics of practice that strengthen 
the link between explicit learning and the development 
of complex, domain relevant schemas are repetition 
and feedback. Ericsson and colleagues, for example, 
argue that it is only through “deliberate practice,” 
involving repetition and successive refinement through 
concentration and immediate, accurate feedback, that 
an individual will develop the capacity to perform as 
an expert (Ericsson and Charness, 1994; Ericsson and 
Lehmann, 1996; Ericsson and Smith, 1991). Similarly, 
Hogarth (2001) argues that practice done in “kind” 
learning structures will facilitate effective intuition. 
Kind learning structures are those where feedback 
is both relevant and exacting. Relevant feedback is 
conceptualized as speedy and accurate feedback that 
enables the individual to learn to assign proper causal 
relationships among decisions, actions, and outcomes. 
Exacting feedback implies a significant need for 
precision. A brain surgeon, for example, has little 
room for error while operating on a patient. Exacting 
feedback generally leads to accurate learning because 
small errors can have serious consequences. In sum, 
we argue that individuals who want to form complex, 
domain-relevant schemas must engage in repetitive 
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practice over a long period of time. They must also 
receive feedback about their performance that is both 
accurate and exacting:

Proposition 3a: The relationship between 
explicit learning and the formation of complex, 
domain-relevant schemas will be strengthened 
when individuals engage in focused, repetitive 
practice over long periods of time.

Proposition 3b: The relationship between 
explicit learning and the formation of complex, 
domain-relevant schemas will be strengthened 
when individuals perform in the presence of 
“kind” learning structures (rapid and accurate 
feedback and exacting consequences).

Implicit learning. While explicit learning may 
indeed make for more advanced and effective intuitive 
decision making in some situations, a growing body of 
research suggests that it may not always be necessary 
for the formation of complex, domain-relevant 
schemas. Instead, schemas may develop through 
implicit learning. Implicit learning refers to the process 
by which one acquires – outside of one’s conscious 
awareness – knowledge about the structure or pattern 
underlying a complex stimulus environment (Reber, 
1989: 219; see also Lewicki, Hill, and Bizot, 1988; 
Reber, 1992; Reber, Walkenfeld, and Hernstadt, 1991; 
Seger, 1994; Stadler and Frensch, 1998). Implicit 
learning differs from its external counterpart in 
important ways. Not only are individuals unaware that 
such learning is occurring, but research suggests that 
implicit knowledge is stored in the brain differently 
from other types of knowledge. To illustrate, knowledge 
acquired via implicit learning will be retained when 
an individual suffers from amnesia, even when more 
explicit knowledge is lost (Seger, 1994). This suggests 
that although explicit and implicit learning can occur 
simultaneously in a given context, implicit learning 
involves a different process of knowledge acquisition 
and storage. Both implicit learning and intuition 
have been linked to the nonconscious processing 
system described earlier. Just as intuition involves a 
nonconscious, experiential processing of information 
stored in memory, implicit learning refers to a similar 
nonconscious process of knowledge acquisition. 
Reber (1989) has tied implicit learning to “intuitive 
knowledge” and argues that it is through implicit 
learning that individuals come to form the complex 
cognitive structures necessary for intuitive judgments 
and decisions. In support of this claim, researchers have 
linked implicit learning to the acquisition of grammar 

rules (Reber, 1989; Reber et al., 1991) and spatial 
processing algorithms (e.g., Lewicki et al., 1988), as 
well as to other types of knowledge acquisition, such 
as covariation and puzzle learning (see Seger, 1994, 
for a review of implicit learning tasks). We believe that 
implicit learning may result in the complex, domain-
relevant schemas necessary to engender the effective 
use of intuitive judgments in managerial decision 
making. To illustrate, the veteran foreman noted earlier 
by Prietula and Simon (1989), who “has learned to 
grasp the meaning of certain patterns of operations 
and activity on the plant floor,” may have developed 
this proficiency not simply through explicit learning 
– since it is unlikely that the foreman “deliberately 
practiced” observing operations on the plant floor – but 
rather, through implicit learning as well:

Proposition 4: Implicit learning will positively 
influence the effectiveness of intuitive decision 
making through the formation of complex, 
domain relevant schemas.

It is important to note that just as there are factors 
that strengthen the relationship between explicit 
learning and the formation of complex, domain-
relevant schemas, there are also factors that strengthen 
the link between such schema formation and implicit 
learning. In particular, while implicit learning is largely 
automatic, there is some research that suggests that 
individuals may be able to “process stimuli in ways that 
allow implicit learning to function more effectively” 
(Seger, 1994: 176). Such control may be afforded by 
consciously paying attention to the stimuli in question 
(Carlson and Dulany, 1985; Nissen and Bullemer, 
1987). Attention, however, is not focused on attempts 
to deliberately decipher cause and effects. As Reber’s 
research has shown (Reber, 1976; Reber, Kassin, 
Lewis and Cantor, 1980), attention directed toward 
such “hypothesis testing” will lead to substandard 
performance. Rather, individuals should focus on 
stimuli as a whole. For example, while managers may 
be unable to consciously notice those rewards that will 
best motivate individuals during a time of crisis (a type 
of covariation learning), they may facilitate the implicit 
learning of these patterns by paying attention to both 
rewards and employees during the crisis. Thus, we build 
from this body of research and posit the following:

Proposition 5: The relationship between 
implicit learning and the formation of complex, 
domain-relevant schemas will be enhanced 
when individuals focus attention on the stimulus 
environment.
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Returning to our initial focus on speed versus 
accuracy, we suggest that intuitions are more likely 
to be effective when they tap into complex, domain-
relevant schemas than when they involve heuristics. 
These complex, domain relevant schemas, in turn, are 
more likely to be developed when individuals engage 
in focused and repetitive practice over a long period of 
time, when they operate in kind learning environments, 
and when they focus their attention on the stimulus 
environment.

Task characteristic factors

In addition to factors surrounding the domain 
knowledge of the intuiter, evidence suggests that 
problem structure may also impact the effectiveness 
of intuitive decision making. According to Shapiro 
and Spence (1997), problems lie on a continuum 
of structuredness. At the less structured end of this 
continuum lie such problems as merger and acquisition 
decisions, new product planning, and corporate 
strategy formation. These unstructured problems 
are conducive to intuition because of the absence of 
well accepted decision rules for dealing with such 
situations. Echoing this argument, other researchers 
have argued that analytical strategies that work well for 
problems that are well defined are much less effective 
for ill-defined problems (Claxton, 1998; Hayashi, 
2001). Intuition, as a holistically associative process, 
may actually help to integrate the disparate elements 
of an ill-defined problem into a coherent perception of 
how to proceed. As Shapiro and Spence (1997) further 
note, intuition is often more effective than analysis 
in enabling individuals to develop an understanding 
of the structure of a complex system. For this reason, 
intuitive judgments are said to become more effective 
relative to rational analysis as a problem becomes 
increasingly unstructured.

Intellective versus judgmental tasks. We 
argue that the notion of “problem structure” is 
captured in the distinction between intellective and 
judgmental tasks (Laughlin, 1980; Laughlin and 
Ellis, 1986; McGrath, 1984). According to Laughlin, 
intellective tasks involve a “definite objective criterion 
of success within the definitions, rules, operations, 
and relationships of a particular conceptual system,” 
whereas judgmental tasks involve “political, ethical, 
aesthetic, or behavioral judgments for which there 
is no objective criterion or demonstrable solution” 
(1980: 128). Laughlin (1980) views the intellective/ 
judgmental distinction as a continuum, as opposed to 

a strict dichotomy. While intuition theorists have not 
referred specifically to intellective and judgmental 
tasks, research has shown that intuition may be most 
effective for moral judgments (Haidt, 2001), aesthetic 
ratings (Hammond et al., 1987; Wilson and Schooler, 
1991), and the like. Further, research has shown that 
intuition is relatively weaker than rational analysis for 
tasks involving definite objective criteria (MacGregor, 
Lichtenstein, and Slovic, 1988; McMackin and Slovic, 
2000). Thus, it appears that intuitive judgments may 
be more effective than rational approaches to decision 
making on judgmental tasks, whereas the converse is 
true for intellective tasks. This suggests the following 
proposition:

Proposition 6: As the problem structure 
associated with a task becomes more 
judgmental, the effectiveness of intuitive 
decision making will increase.

Returning again to our discussion of speed versus 
accuracy, intuition is most likely to effectively manage 
this trade-off when it is brought to bear on judgmental 
tasks.

Factors influencing task characteristics: 
Environmental uncertainty. While we showed 
earlier that the domain knowledge factors concerning 
intuition effectiveness are rooted in a sizable body 
of work on explicit and implicit learning, relatively 
little has been said about concepts that may be linked 
to intuition effectiveness and task characteristics. 
The work that does exist suggests that the type of 
environment in which an organization operates may 
influence the effectiveness of intuitive decision 
making among managers (Agor, 1986; Khatri and Ng, 
2000; Shapiro and Spence, 1997). In one of the few 
empirical studies in this area, Khatri and Ng (2000) 
found moderate support for their thesis that, during 
times of environmental uncertainty, the use of intuitive 
decision making among executives results in greater 
organizational performance. Unfortunately, based on 
this study alone, it is difficult to conclude why this 
result was found. However, one likely possibility is that 
during times of environmental instability, managers 
have to collect and sort through a large, and often 
incomplete, amount of data in a short time (Khatri 
and Ng, 2000). That is, decision-making tasks in these 
environments may be non-routine. Building on this 
perspective, we suggest that environmental uncertainty 
results in a shift away from structured problems and 
standard operating procedures and is likely to result in 
a multitude of “plausible alternative solutions,” rather 
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than a single objective criterion for success. Under 
such conditions, decision-making scenarios may move 
from the intellective end of the task continuum toward 
the judgmental end. Thus, the positive relationship 
found between environmental uncertainty and the 
effectiveness of intuitive decision making may be 
mediated by the task characteristics described above:

Proposition 7: The relationship between 
environmental uncertainty and the effectiveness 
of intuition is mediated by judgmental task 
characteristics.

Possible relationships among 
effectiveness factors

In considering the two broad sets of factors that we 
view as determining the effectiveness of intuitive 
decision making, we have said little about whether 
there are any connections between these two sets 
of factors. That is, we have yet to discuss whether 
domain knowledge factors are in some way tied to task 
characteristic factors in the model we have proposed 
(Figure 2.2.1). While a variety of linkages may be 
possible, a highly likely possibility concerns linking 
the most effective domain knowledge characteristic 
– expertise – with the most desirable type of task for 
intuition – judgmental. As noted above, the individuals 
most capable of making the associations that trigger 
accurate intuitive judgments are those who possess 
complex, domain-relevant cognitive structures within 
a particular domain. Such individuals may be referred 
to as experts (Chi, Glaser, and Farr, 1988; Dreyfus and 
Dreyfus, 1986; Prietula and Simon, 1989; Shanteau 
and Stewart, 1992). In Figure 2.2.1 we identify a 
link between expertise and intuition effectiveness via 
the direct connection drawn from complex, domain-
relevant schemas to the effectiveness of intuitive 
decision making. However, this argument raises 
the question of whether the relationship between 
schema type and intuition effectiveness is always 
of a similar magnitude across various types of tasks. 
Evidence suggests that the answer to this question is 
not necessarily. As we have suggested, the holistic and 
associative properties of intuition may help to integrate 
the disparate elements of an ill-defined, or judgmental, 
problem into a coherent perception of how to proceed. 

Experts may be especially well-suited to draw these 
holistic associations on judgmental tasks because the 
sophistication of their cognitive structures may permit 
them to integrate the components of an ill-structured 
problem with relative ease. Such an interaction is 
implied in many of the examples in the beginning of 
our paper. For example, the development of the Dodge 
Viper and the prime-time launch of Who Wants to 
Be a Millionaire both involved highly experienced 
executives faced with ill-structured tasks. In contrast, 
well-defined or intellective tasks may not call for the 
same extent of holistic and associative connections. 
As argued above, such tasks may be approached more 
effectively through analytical procedures. Moreover, 
research suggesting that the intuition of experts is 
ineffective has tended to examine decision making 
involving highly structured tasks (Bazerman, 1986; 
Dawes et al., 1989; Kahneman et al., 1982). Hence, we 
argue that our posited link between complex, domain-
relevant schemas (as possessed by experts) and 
effective intuition may be stronger when experts are 
working on judgmental tasks. Accordingly, we suggest 
the following:

Proposition 8: The relationship between 
complex, domain-relevant schemas and the 
effectiveness of intuitive decision making is 
moderated by task characteristics such that as 
tasks become more judgmental, the strength of 
the relationship will increase.

Discussion and implications

We have at tempted to bet ter  del ineate  what 
intuition is4 and when people are likely to use 
it well. In this effort we have synthesized a large 
and disparate body of research on intuition and 
moved the field forward through the development 
of several theoretical propositions. However, it is 
sometimes only in taking stock of what is known 
that it becomes clear what is not. While this review 
helps address many issues regarding intuition, it 
raises several other issues, and several additional 
avenues for research, as well. Our comments in this 
section concern the issues we feel are most critical 
to bear in mind when conducting further research 
on intuition.

4We should note that we have been viewing intuition as a relatively homogenous concept. Wild (1938), however, argued for the existence of 
aesthetic, moral, and religious intuition. Further, he noted that intuition can arise from divine sources and from the collective unconscious 
– and not just from our own experientially based cognitive schemas. Future research may help to disentangle what have been perceived as 
different “types” of intuition (e.g., managerial versus mystical intuition).
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Intuition “use” factors

While we have focused extensively on the factors 
contributing to the effectiveness of intuitive decision 
making, we have said little about the conditions 
in which individuals tend to trust in or rely on their 
intuitions. Intuition “use” factors are critical, because 
even if we can foster intuitions that are accurate 
(e.g., through complex, domain-relevant schema), 
these intuitions must be “trusted” if they are to be 
followed. Conversely, intuitions that develop through 
heuristics and more simplistic schemas may, in many 
circumstances, be sufficiently compelling to be used 
as primary inputs to decision making, despite their 
relative imprecision and dubious accuracy. Research 
on intuition suggests a variety of conditions in which 
we are most likely to use our intuitions rather than to 
invoke and rely on rational analysis. Among the most 
common are the presence of positive moods (e.g., 
Bless, Bohner, Schwarz, and Strack, 1990; Elsbach 
and Barr, 1999; Isen, Means, Patrick, and Nowicki, 
1982; Ruder and Bless, 2003; Schwarz, Bless, and 
Bohner, 1991) and the role of stable individual 
differences in thinking style (Briggs and Myers, 
1976; Pacini and Epstein, 1999; see also Jung, 1933). 
However, there may be other, less explored use factors 
that merit further attention. To illustrate, research 
might explore the role of the body in intuition. 
Bastick (1982) directly ties intuition with “body 
knowledge,” and Agor (1986) and Hayashi (2001) 
link the use of intuition with specific “body cues.” 
More generally, affective descriptions such as “gut 
feelings” tie changes in emotions to bodily changes. 
In a fascinating study, Bechara, Damasio, Tranel, 
and Damasio (1997) found that individuals asked to 
play games where the rules are not known, but which 
differ in terms of their level of risk, will generate skin 
conductance responses before engaging in high-risk 
games, even before they have consciously understood 
that the games are risky. This suggests that the body 
may “know” and be transmitting information outside 
of conscious awareness. Further, as Bodenhausen 
(1990) has shown, circadian variations impact the use 
of heuristic stereotypes such that individuals who are 
most alert in the morning (“morning people”) are more 
likely to rely on heuristic processing of information 
late in the evening, whereas “night people” exhibit 
the opposite pattern. While promising, research 
that examines the connection between the body and 
the use of intuition remains scant. More “macro” 
determinants of use, such as cultural factors, may 

also play a role in intuition use. For example, cultures 
with a low emphasis on “uncertainty avoidance” 
(Cyert and March, 1963; Hofstede, 2001) are willing 
to “take unknown risks” and are “comfortable with 
ambiguity and chaos” (Hofstede, 2001: 161). Because 
intuitive judgments are, by their very nature, difficult 
to justify rationally and often involve unknown levels 
of risk, cultures low in uncertainty avoidance may be 
more inclined than other cultures to favor intuitive 
judgments in decision making. The “masculine versus 
feminine” cultural distinction (Hofstede, 2001) may 
also account for differences in the use of intuition 
across cultures. In particular, feminine cultures, which 
emphasize the importance of feelings over logic, may 
be inclined to accept forms of judgment that are tied 
to affect and emotion. If, as we contend, intuition is 
tied to affect and emotions, intuitive decision making 
may be respected and employed in feminine cultures. 
Consistent with this argument, Hofstede (2001: 
318) notes that managers in feminine cultures are 
expected to use intuition and deal with feelings. More 
generally, research should be done to more explicitly 
link intuition use factors with those factors we have 
identified as being integral to intuition effectiveness. 
For example, it may be the case that learning processes 
link the two models: as individuals use intuition 
more, they may become more effective in its use. 
Other factors may also be common to both intuition 
use and effectiveness. For example, judgmental tasks 
such as moral and aesthetic problems, which may be 
particularly conducive to intuitive problem solving, 
may also trigger the use of intuition (Haidt, 2001; 
Hammond et al., 1987).

Interplay between intuition and 
analysis

In our attempt to differentiate intuition from other 
decision-making approaches, such as rational 
models, we did not discuss at length when and how 
different ways of knowing might complement each 
other. Researchers who advocate a dual process 
approach assume that these two systems of knowing 
work together in making decisions. In a similar vein, 
Simon (1987) asserts that effective managers do 
not have the luxury of choosing between analysis 
and intuition – real expertise involves the use of 
both types of decision making. And Hodgkinson 
and Sadler-Smith (2003: 261) argue that the 
ability to switch between “habits of mind” and 
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“active thinking” is the ultimate skill in today’s 
organizations. Researchers have put forth a variety 
of recommendations about how to use intuitions in 
combination with more rational decision making. For 
example, Blattberg and Hoch (1990) examined the 
specific weightings that should be applied to rational 
models and intuitive judgments, respectively, in 
making decisions. In assessing the accuracy of brand 
managers’ predictions of coupon redemption rates as 
compared to a mathematical forecasting model, they 
determined that a 50/50 weighted combination of 
model forecast and manager intuition leads to more 
accurate predictions than either decision-making 
method in isolation. Shapiro and Spence (1997) 
further argue that the ordering of the two types of 
decision making is also important. They suggest 
that intuition should be recorded first, followed by a 
more thorough analytical assessment of the problem. 
The degree to which rational decision making should 
be emphasized, however, should depend on the 
nature of the task (e.g., structured or unstructured). 
In contrast, Agor (1986) argues that many managers 
use intuition after engaging in rational analyses, 
for the purpose of synthesizing and integrating the 
information gathered and analysed. Unfortunately, 
while many provocative ideas about the interplay 
between rational and intuitive decision making have 
been suggested, empirical research in this area, 
particularly in the field of management, remains 
insufficient.

Beyond decision making

We have focused primarily on the role of intuition 
in decision making. However, intuition may have 
other positive benefits as well. To illustrate, some 
preliminary work suggests a link between intuition 
and creativity. Langer (1989: 117), for example, 
has suggested that creativity arises through an 
“intuitive experience of the world,” whereas rational 
thinking serves only to confirm “old mindsets” 
and “rigid categories.” Likewise, Poincaré (1969: 
210) has declared that logic is the “instrument 
of demonstration”, and intuition the “instrument 
of invention.” However, with the exception of a 
few studies (e.g., Raidl and Lubart, 2000–2001), 
little empirical research has connected intuition to 
creativity. In light of the growing interest in creativity 
in the management sciences, unpacking how intuition 

ties in with creative thought may yield valuable 
theoretical contributions to this line of research. 
Next, recent appeals for additional scholarly work on 
business ethics (e.g., Donaldson, 2003) suggest a need 
for fresh perspectives on moral reasoning and ethical 
decision making in organizations. As noted above, 
Haidt (2001) has argued that moral judgments are 
intuitive. Thus, by better understanding how intuitive 
judgments are made, we might better identify the 
conditions under which individuals disregard their 
intuitions (i.e., their moral sense of ethical behavior) 
and engage in actions that conflict with principles of 
ethics in organizations.

Managerial implications

We believe that research on intuition is inherently 
practical. In this paper we have suggested factors that 
may lead managers to make good decisions quickly. 
Thus, organizations that wish to facilitate effective 
intuiting need to concentrate on promoting ongoing 
and deliberate practice in kind learning environments. 
They may also encourage managers to be mindful 
of their environments in order to facilitate implicit 
learning. By remaining alert and viewing problems 
from multiple perspectives, “mindful” managers 
may form new cognitive categories and distinctions 
(see Langer, 1989) that bolster the complexity and 
domain relevance of their schemas. Finally, we 
have suggested that managers should be wary of 
using intuitions when faced with intellective tasks. 
In this discussion section we have also suggested 
how future research might better understand the 
relationship between intuition effectiveness and 
use, thus ensuring that individuals feel comfortable 
“trusting their gut” when appropriate (e.g., when the 
individual has domain expertise and is working on a 
judgmental task). Moreover, we believe that better 
understanding of how intuition and rational analysis 
work together will result in an even more complete 
picture of decision effectiveness among managers 
and other organizational members. Beyond decision 
making, understanding how intuition plays a role in 
creativity and ethics seems critical to improving key 
organizational processes.

In addition to highlighting the promises of 
intuition, our research also reveals potential challenges 
and barriers to facilitating effective intuitions. To 
illustrate, one could argue that the rapid rate of 
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change that characterizes current organizational 
environments makes intuitive decision making 
more necessary today than it has been in the past.  
However, it is also true that job mobility is increasing. 
As a result, individuals are less likely to engage 
in a significant degree of focused practice in a 
particular domain (Prietula and Simon, 1989). In our 
language, this suggests that individuals may not be 
able to form complex, domain-relevant schemas – 
and, thus, must rely more often on simple schemas 
and heuristics. This is likely to result in the less 
effective use of intuitive judgments at a time when 
their use is increasingly critical. Accordingly, 
organizations that retain members for long periods 
of time in similar job domains may be more likely 
than others to provide members with sufficient 
conditions to develop complex, domain-relevant 
schemas. This suggests a need to reduce the rate of 
member turnover in order to foster the development 
of more effective intuitive decision making among 
members. Retention is critical if one is to keep 
highly specialized knowledge workers – a crucial 
component to competing in a “knowledge economy.” 
Keeping experts, however, is only one challenge 
in util izing experts in a knowledge economy 
(Matusik and Hill, 1998). Ideally, the information 
from experts can be captured by the organization 
(Hammer, Leonard, and Davenport, 2004; Osterloh 
and Frey, 2000). Can the complex, domain-relevant 
schemas of experts be transferred to automated 
information systems or to other individuals? While 
we have identified the conditions under which 
an individual can gain complex, domain-relevant 
schemas, it is not clear whether or how the content 
of these schemas can be transferred from one 
individual to another. Classic work on the transfer 
of expertise, however, suggests that having experts 
working together with novices may be critical to 
this issue (Collins, 1982). A related challenge for 
managers concerns the transferability of intuitive 
skills across fields and industries. Organizations, 
interested in acquiring individuals with expert 
knowledge, often hire managers and executives from 
other firms and agencies. While such individuals are 
pursued for their rich knowledge bases and decision-
making abilities, our model proposes that cognitive 
schemas must be domain relevant to generate 
accurate intuitive judgments. For this reason, an 
individual who possesses expert intuition in one 

field or industry may not be as effective in making 
intuitive decisions in a field or industry that differs 
substantially from the environment in which the 
individual’s cognitive schemas were developed. This 
brings to mind one of the key weaknesses ascribed to 
Carly Fiorina in her very public and sudden ousting 
from Hewlett-Packard in 2005: she did not have the 
right “type” of experience to succeed at HP. If true, 
this would suggest that her intuitive reasoning may 
not have been as effective as someone with more 
domain-relevant experience. Thus, we consider the 
following question. How different must context be 
before the cross-situational relevance of cognitive 
schemas is negated? While this question is, as yet, 
unanswered, we suggest that managers should 
be slow to embrace intuitive judgments made by 
organizational newcomers without relevant industry 
or occupational experience.

Conclusion

We have emphasized throughout this paper how 
intuition is viewed as a potential means of helping 
managers make both fast and accurate decisions in 
organizations. In this regard, we discussed how and 
why speed serves as one characteristic of intuition 
and identified factors that make intuitive judgments 
effective in decision making. In closing, we suggest 
that further research on intuition is important not only 
for building theory on this particular construct but also 
for increasing our field’s attention to nonconscious 
processes more generally. We have emphasized 
throughout this work that intuition arises through 
nonconscious operations. In making this point, we were 
informed by a growing body of literature in psychology 
that has shown how a large portion of cognitive 
thought occurs outside of consciousness (Bargh, 1996; 
Bargh and Chartrand, 1999; Jacoby, Lindsay, and 
Toth, 1992; Kihlstrom, Barnhardt, and Tataryn, 1992; 
Reber, 1992). Some psychologists have even referred 
to the 1990s as the “decade of automaticity” (Pizarro 
and Bloom, 2003). Yet despite bourgeoning interest 
in nonconscious and automatic processes among 
psychologists, organizational scholars have yet to focus 
extensively on these mechanisms and how they may 
influence behavior in organizations. For this reason, 
we hope that our treatment of intuition may help to put 
the “nonconscious” into organizational studies.
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The decision-making paradigm, as it has 
developed, is the product of a marriage between 
cognitive psychology and economics. From 
economics, decision theory inherited, or was 
socialized into, the language of preferences and 
beliefs and the religion of utility maximization that 
provides a unitary perspective for understanding 
all behaviour. From cognitive psychology, decision 
theory inherited its descriptive focus, concern with 
process and many specific theoretical insights. 
Decision theory is thus the brilliant child of 
equally brilliant parents. With all its cleverness, 
however, decision theory is somewhat crippled 
emotionally, and thus detached from the emotional 
and visceral richness of life. 
(Loewenstein, 1996: 289).

Introduction

S ince its earliest days, the field of strategic 
management  has  been preoccupied wi th 

developing rational and analytical models and 
theories (e.g., Ansoff, 1965; Hofer and Schendel, 
1978) to understand the nature and causes of 
sustainable enterprise performance (Teece, Pisano 
and Shuen, 1997). From Porter’s (1980) analysis of 
competitive positioning informed by the structure-
conduct-performance paradigm, to game theoretic 
analyses of competitive interaction (Brandenburger 
and Nalebuff, 1996), to the more recent evolutionary 
(e.g., Nelson and Winter, 1982) and resource-based 
(e.g., Barney, 1991; Wernerfelt, 1984) perspectives 
informed by Penrose’s writings linking internal 
resources to rent generation, there is no question 
that the dominant perspectives in classic and 
contemporary strategic management emanate from 
the field of economics. Over the past two decades, 
however, a growing body of work has sought to 

incorporate the insights of human psychology to 
refine understanding of a wide variety of topics, 
from the evolution of competitive industry structures 
(Peteraf and Shanley, 1997; Porac et al., 1995) to 
the nature and sources of cognitive bias in strategic 
investment decisions (Bateman and Zeithaml, 1989; 
Schwenk, 1984).

Reflecting the field’s shift away from an analysis 
of the organization’s external environment to a focus 
on its internal resources and capabilities, strategy 
scholars have paid increasing attention to the 
cognitive and behavioural processes underpinning 
the capabilities that promote organizational learning, 
adaptation and performance. This body of theory 
and research has accomplished much. However, 
this article argues that recent advances in the 
emerging fields of social cognitive neuroscience 
(Lieberman, 2007; Ochsner and Lieberman, 2001) 
and neuroeconomics (Brocas and Carrillo, 2008; 
Loewenstein, Rick and Cohen, 2008), and indeed 
the wider organizational sciences (Gavetti, Levinthal 
and Ocasio, 2007; Hodgkinson and Healey, 2008), 
call into question its adequacy as a foundation for 
future theory building and research in the strategy 
field. We demonstrate that the extant literature 
on the psychology of strategic management, like 
its economics-based counterpart, has emphasized 
the behavioural and cognitive aspects of strategy 
formulation and implementation at the expense 
of emotional and affective ones, leading to an 
inadequate portrayal of strategic management as a 
series of rational and dispassionate activities. Our 
analysis provides fresh insights into the origins and 
development of dynamic capabilities.

Te e c e ’s  ( 2 0 0 7 )  f r a m ewo r k  i s  t h e  m o s t 
comprehensive to date for analysing the psychological 
foundations of capabilities development. Accordingly, 
we utilize this framework as a basis for organizing our 
critique of the wider dynamic capabilities literature as 
a whole.

READING

2.3
READING Psychological foundations of dynamic 

capabilities: Reflexion and reflection in 
strategic management
By Gerard P. Hodgkinson and Mark P. Healey1

1Source: Excerpted with permission from Gerard P. Hodgkinson and Mark P. Healey (2011) ‘Psychological foundations of dynamic 
capabilities: Reflexion and reflection in strategic management’, Strategic Management Journal, Vol. 32(13) pp. 1500–1516. Copyright © John 
Wiley and Sons, Inc. 2011. Reproduced with permission of John Wiley and Sons, Inc.
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Psychological foundations of 
dynamic capabilities revisited

Teece (2007) posited three generic, behaviourally-
based dynamic capabilities as the foundations of the 
evolutionary and economic fitness of the enterprise, 
namely: (1) sensing (and shaping) opportunities and 
threats; (2) seizing opportunities; and (3) reconfiguring 
assets and structures to maintain competitiveness. 
Sensing requires searching and exploring markets 
and technologies both local to and distant from the 
organization. Seizing, in contrast, necessitates making 
high-quality, interdependent investment decisions, such 
as those involved in selecting product architectures and 
business models. The final capability, reconfiguring, 
entails continuously transforming the firm in response 
to market and technological changes, such that it 
retains evolutionary fitness.

Consistent  with most  t radit ional  dynamic 
capability formulations, the microfoundations of 
Teece’s (2007) framework rest on an outmoded 
conception of the strategist as a cognitive miser. This 
conception stemmed from several interrelated bodies 
of theory and research in the cognitive sciences, not 
least Simon’s seminal notion of bounded rationality 
and classical behavioural decision research, which 
ultimately reinforced the idea that human cognition 
operates in two discrete modes of information 
processing – one relatively automatic, the other more 
effortful and controlled (e.g., Schneider and Shiffrin, 
1977). This core assumption has long underpinned a 
number of lines of inquiry in strategic management, 
beyond the dynamic capabilities project per se, each of 
which has privileged effortful forms of reasoning and 
dispassionate analysis as the means of overcoming 
cognitive bias and strategic inertia (e.g., Dutton, 1993; 
Hodgkinson et al., 1999; Louis and Sutton, 1991; 
Reger and Palmer, 1996). However, contemporary 
social neuroscience is questioning the veracity of 
these earlier conceptions of dual-process theory and 
bounded rationality. Recent developments suggest 
that the biases and inertial forces that undermine 
sensing, seizing and transforming capabilities have 
emotional roots as well as cognitive ones. Building 
on this fundamental insight, we maintain that 
although the tools and processes commonly touted 
for engineering cognitively effortful reasoning and 
judgment are undoubtedly a necessary component 
of dynamic capabilities, in practice they are rarely 
a sufficient psychological mechanism for ensuring 
the long-term adaptability of the enterprise. Indeed, 

as we shall demonstrate, in some circumstances, 
conventional approaches for augmenting strategic 
cognition exacerbate the very problems they seek to 
alleviate.

According to a growing body of work in social 
cognitive neuroscience, a reflexive system underpins 
more automatic and basic affective forms of social 
cognition, such as implicit stereotyping, automatic 
categorization and empathizing with others, while 
a reflective system, a more controlled system that 
developed latterly in evolutionary terms, underpins 
higher forms of cognition, such as logical reasoning, 
planning and hypothetical thinking (Lieberman, 
2007; Lieberman et al., 2002). Within this view, the 
two systems operate in a dynamic interplay, reflexion 
variously facilitating and inhibiting the reflective 
processes underpinning consciously effortful reasoning 
and decision making (see also Bechara, Damasio and 
Damasio, 2000).

While acknowledging the distinction between 
automatic and controlled processes, neuroeconomics 
emphasizes the distinction between emotional and 
analytical processes. Bernheim and Rangel (2004), for 
example, view the brain as operating in either a ‘cold’ 
cognitive mode or a ‘hot’ emotional mode, while 
Loewenstein and Small (2007) similarly distinguish 
between ‘emotional’ and ‘deliberative’ systems. One 
of the key contributions of neuroeconomics has been 
to shed light on the conditions under which visceral 
feelings overcome deliberative thinking in judgment 
and decision making (for an overview, see Loewenstein 
et al., 2008).

In sum, the left-brain/right-brain cognitive 
science underpinning Teece’s (2007) analysis, 
which characterizes intuition and heuristic processes 
as primitive sources of bias, is giving way to the 
mounting evidence that less deliberative forms of 
cognition are central to skilled functioning. Rather 
than acting simply as a disturbance to the reflective 
system, to be suppressed at every opportunity, 
affect and emotion are integral to the very nature 
of cognition, infusing reasoning, learning, decision 
making and action (LeDoux, 2000). However, as 
depicted in Figure 2.3.1, the bulk of theory and 
research on the psychology of strategic management 
has hitherto focused on but one portion of the 
available conceptual space (i.e., the lower right-
hand quadrant of the circumplex). This myopia 
has yielded an impoverished portrayal of dynamic 
capabilities.
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Accordingly, the overarching goal of this article is 
to open up the wider conceptual space pertaining to the 
cognitive, affective and behavioural microfoundations 
of organizational adaptation (cf. Gavetti et al., 2007). 
To this end, we explicate alternative psychological 
foundations for the three dynamic capabilities identified 
by Teece (2007) and consider the implications for 
theory building, research and practice.

Sensing (and shaping) 
opportunities and threats

The predominance of the information processing 
view of the firm has ensured that current conceptions 
of sensing capabilities are decidedly affect free (Day 
and Schoemaker, 2006; Gavetti and Levinthal, 2000; 
Prahalad, 2004; Teece, 2007; Tripsas and Gavetti, 
2000). However, to the extent that affect controls 
attention (Compton, 2003), the moods and emotions 
of managers likely determine to a significant degree 
what the firm attends to and how it responds, to say 
nothing of the emotional significance of the stimuli for 
the individuals concerned. For instance, high anxiety 
might narrow attention to a subset of events, whereas 
an overoptimistic mood might lead to a neglect of 
certain signals. We postulate that affect is also crucial 
for effective sensing because it provides the motivation 
for cognitive adaptation.

Affective mechanisms of cognitive 
change
The ability to update decision makers’ mental 
representations (variously labelled ‘schemas,’ ‘mental 
models’ and ‘cognitive maps’) in response to changes in 
the external environment is a critical sensing capability 
(Barr, Stimpert and Huff, 1992; Gavetti, 2005; Gavetti 
and Levinthal, 2000; Levinthal and March, 1993). 
Current conceptions of adaptive cognitive change 
assume that the mere effortful processing of schema 
inconsistent information disconfirms expectations and 
jolts decision makers into conscious reflection, thereby 
forcing them to revise their beliefs (e.g., Dutton, 1993; 
Hodgkinson et al., 1999; Louis and Sutton, 1991; 
Reger and Palmer, 1996). However, recent research in 
neuroeconomics shows that people actively try to shield 
themselves from information that causes psychological 
discomfort, the so-called ‘ostrich effect’ of burying 
one’s head in the sand (Karlsson, Loewenstein and 
Seppi, 2009). In keeping with this observation, studies 
in social cognitive neuroscience show that conflicting 
information is not the fundamental mechanism of 
belief revision, but rather how decision makers handle 
the affective response to that conflicting information 
(Lieberman, 2000; Lieberman et al., 2001). Hence, the 
ability to recognize affective signals and utilize affect 
as information (Finucane et al., 2000; Slovic et al., 
2004) is an essential, but hitherto neglected, component 
of organizational sensing capabilities. By way of 
illustration, consider the London Stock Exchange’s 
decision to invest in the Taurus software package to 
support a transactions settlement IT system (Drummond, 
2001). Decision makers experienced deep unease in the 
early stages of the commissioning process, but unable to 
articulate the logical basis of their ill feelings, they chose 
to invest on more reasoned grounds. However, having 
eventually abandoned the ineffective system, at a cost 
of £80 million, they then expressed considerable regret 
at having ignored their initial misgivings. This case 
demonstrates that when individuals’ reasoned reflective 
responses and visceral reflexive reactions are discordant, 
effective sensing requires resolution of the disequilibria.

Tensions between reflexive and reflective reactions 
to opportunities and threats can also occur between 
individuals and groups, as Tripsas and Gavetti’s (2000) 
account of cognitive adaptation at Polaroid illustrates. 
In this case, senior executives held to a maladaptive 
belief in an ‘instant imaging’ business model that 
discouraged search and development efforts in the 
growth area of digital imaging, while managers closer 
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to industry changes developed representations that 
encompassed the emerging digital landscape. Tripsas 
and Gavetti’s (2000) view that the dissonance between 
the two groups resulted from differences in the industry 
signals they were receiving construes managers as 
passive victims of their informational circumstances. 
The logical extension of this view is that providing 
the two parties with the same information would 
have yielded consonant representations. Our analysis 
suggests an alternative interpretation: because the new 
information conflicted with executives’ assumptions, 
they likely experienced unease at the mismatch, 
motivating them to neglect – if not actively reject – 
the painful information. In contrast, junior managers 
likely experienced consonance between reflexion and 
reflection. Put differently, the developments excited 
one group but troubled the other, leading, respectively, 
to approach and avoidance. Dissonance between 
individuals and groups should signal the need to 
re-evaluate and reconcile competing interpretations of 
strategic events (cf. Burgelman and Grove, 1996). At 
Polaroid, such reconciliation was noticeably absent, 
perhaps due to executives’ unwillingness to lose self-
esteem by relinquishing their embedded assumptions.

Our re-analysis of the Polaroid case highlights the 
importance of meta-cognitive capabilities – that is, the 
ability to develop self-awareness of, and to regulate, 
cognitive and emotional processes (e.g., Nelson, 
1996; Ochsner et al., 2002). Managers need to test the 
validity of their reflexive reactions to a given strategic 
issue; if those reactions are warranted, the firm should 
take whatever course of action is deemed appropriate. 
In cases where further analysis reveals those reflexive 
responses are due to managers’ underlying beliefs 
being out of line with the overall attractiveness of the 
opportunity or threat in question, this likely signals the 
need to update the executive knowledge base. While 
recalibrating decision makers is often difficult, because 
individuals are typically unable to step outside their 
own framings of the problem at hand (Fischhoff, 1982), 
group approaches provide a potentially useful means 
of crosschecking affectively rooted assumptions.

Effective sensing also requires the development of a 
psychologically secure learning climate – one that takes 
account of affective signals and intuitive cognitions but 
also enables, where appropriate, effortful, deliberative 
processing. Routines that overly focus on planning for 
the negative consequences of events are likely to heighten 
negative affect and threat rigidity, and ultimately induce 
avoidance behaviour (Staw, Sandelands and Dutton, 
1981). The converse approach of building routines that 

mitigate negative affect and create the psychological 
space for building positive affect around opportunities 
and threats is conducive to adaptation, because positive 
affect boosts responsiveness to events by broadening 
the scope of attention, cognition and action repertoires 
(Ashby, Isen and Turken, 1999; Fredrickson and 
Branigan, 2005). The preceding arguments suggest the 
following proposition:

Proposition 1: Organizations that rely on 
‘hot cognition’ enhancing technologies 
(i.e., tools and processes aimed at mental 
model change underpinned by emotionally 
supportive mechanisms) as an aid to sensing 
will be significantly less likely to fall prey to 
cognitive blind spots and strategic inertia than 
organizations that rely on ‘cold cognition’ 
enhancing technologies (i.e., tools and processes 
aimed at mental model change in the absence of 
emotionally supportive mechanisms).

To illustrate the practical implications of this 
proposition, consider the role of scenario planning 
as an aid to sensing, commonly employed to stretch 
actors’ beliefs regarding future uncertainties (e.g., 
Schoemaker, 1993). Hodgkinson and Wright’s (2002) 
case analysis illustrates the dangers of designing 
interventions based solely on a cold cognition logic. 
The goal in this case was to inculcate mental model 
change. However, forcing the management team to 
envisage threatening future scenarios in a vivid manner 
raised decisional stress and conflict to unacceptably 
high levels, leading it to adopt dysfunctional coping 
strategies. In contrast, Doz and Kosonen (2008) 
observe how organizations such as IBM and Nokia 
meet the need for psychological security by building 
a ‘culture of care’ when seeking to reform the beliefs 
of actors facing threatening changes. Practical steps 
include adopting routines that encourage managers to 
share their emotions and empathize with one another, 
and the use of techniques that construe strategic change 
in such a way that those affected do not disconnect the 
new requirements from enduring sources of pride.

Incorporating intuition into the sensing 
process
As we have indicated, strategy research has 
conventionally equated what Teece (2007) outlined 
as sensing (and shaping) capabilities with explicit, 
deliberative learning and elaborative formal reasoning 
and analysis (e.g., Porter, 1980; Zollo and Winter, 
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2002; for an exception, see Levinthal and Rerup, 2006). 
However, this view understates the advantages of non-
conscious forms of cognition for navigating the social 
environment (Bargh and Chartrand, 1999; Bargh and 
Ferguson, 2000). A particular advantage of reflexive 
processes is their ability to cut through masses of 
information about trends in the business environment to 
reach effective judgments on opportunities and threats. 
As Sir Martin Sorrell, CEO of WPP recently observed, 
‘the reality is that leaders must, on the spur of the 
moment, be able to react rapidly and grasp opportunities’ 
(Sorrell, Komisar and Mulcahy, 2010: 46).

Dane and Pratt’s (2007: 40) succinct definition, 
‘affectively-charged judgments that arise through 
rapid, non-conscious and holistic associations,’ renders 
abundantly clear why intuition is apposite to the 
sensing process. While the reflective (i.e., deliberative) 
system, restricted to the serial processing of small 
numbers of items, becomes overloaded when faced 
with complex strategic situations, intuition brings 
to bear large quantities of implicit knowledge in a 
focused manner (cf. Dutton, 1993). Moreover, in many 
strategic situations, executives must operate under time 
constraints, from the early detection and evaluation 
of emerging opportunities and threats, to the defence 
of hostile takeovers, to interventions by regulators. 
There is a wealth of evidence to suggest that the non-
conscious pattern-matching and visceral processes 
at the heart of intuitive judgment (Lieberman, 2000) 
likely play a critical role in these circumstances (for 
overviews see Dane and Pratt, 2007; Hodgkinson, 
Langan-Fox and Sadler-Smith, 2008; Hodgkinson  
et al., 2009; Hogarth, 2001; Klein, 2003).

Incorporating intuition into the sensing process 
demands a reconsideration of the role of information 
technologies of the sort widely advocated as an aid 
to organizational responsiveness (cf. Teece, 2007). 
Knowledge management systems, databases and expert 
systems designed to externalize knowledge ultimately 
transfer the tasks of search and sensemaking from the 
decision maker to the technology. This move precludes 
the rapid pattern-matching processes that characterize 
expert decision making, thus undermining true sensing. 
Mintzberg (1994: 299) illustrated the problems with 
such architectures in his analysis of elaborate strategic 
planning systems that ‘offered no improved means to 
deal with the information overload of human brains; 
indeed, they often made matters worse…. The formal 
systems could certainly process more information… 
But they could never internalize it, comprehend it, 
synthesize it.’ Giving due credence to reflexion in 

sensing requires that supporting analytical technologies 
be deployed in ways that exploit managers’ implicit 
knowledge and intuitive expertise. The goal is to design 
search architectures to take advantage of reflexion 
rather than replace it with technology or effortful 
reasoning (Jolls, Sunstein and Thaler, 1998). Hence:

Proposition 2: Organizations that incorporate 
intuition into their repertoire of sensing 
capabilities will identify and respond to 
opportunities and threats more effectively 
than organizations that rely solely on analytic 
approaches.

One means of incorporating intuition into the 
repertoire of sensing capabilities is to configure decision 
making units so as to possess the requisite mixture of 
individuals with analytical and intuitive cognitive styles 
(Hodgkinson and Clarke, 2007). Other prescriptions 
range from recognizing and rewarding those who 
effectively rely on expert intuition rather than fall back 
on established procedures (Klein, 2003), to building in 
‘mental time-outs’ to allow creative ideas to incubate 
(Sadler-Smith, 2010). However, recognizing when to 
rely on intuition is a vital skill in itself. Kahneman and 
Klein (2009, 2010) suggest that intuition is appropriate 
for informing executive action when: (1)  there is 
sufficient environmental regularity to learn the cues 
that enable the recognition of patterns and irregularities 
and (2) decision makers have learned those cues. The 
latter criterion emphasizes the domain-specific nature 
of intuitive expertise. For example, although a manager 
with 10 years experience in a particular sector might 
well provide valid intuitive judgments on developments 
within that sector, it is unlikely that the validity of those 
judgments would generalize to other sectors.

Seizing opportunities

It is clear from Teece’s (2007) analysis that two major 
psychological barriers potentially undermine seizing 
capabilities. First, organizations must be able to evaluate 
sensed opportunities and threats in a progressive, 
forward-looking manner and, where appropriate, 
commit to them in a timely fashion. Second, in order 
to do so, they must be able to unlock dysfunctional 
fixations with existing strategies to mitigate or remove 
decisional bias, inertia and strategic persistence. As 
indicated in Table 2.3.1, we maintain that developing 
routines commensurate with the affective mechanisms 
underpinning decision making provides the ultimate 
bases for meeting both of these challenges.
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Evaluating and selecting new 
opportunities
A well-documented tendency is for organizations 
to shun innovative investment choices in favour of 
incremental improvements in keeping with their 
prevailing competencies (Henderson and Clark, 1990; 
Nelson and Winter, 1982). Drawing on the insights 
of prospect theory (Kahneman and Lovallo, 1993; 
Kahneman and Tversky, 1979), Teece (2007) attributes 
this dysfunction to biases in the computational 
mechanisms of subjective probability assessment, 
centred on loss aversion and the certainty effect. From 
this consequentialist perspective, organizations shun 
innovative investment choices because their decision 
makers undervalue new alternatives, based on biased 
calculations of their likelihood of success. However, 
more recent evidence that valuation by feeling explains 
many significant economic behaviours has eroded 
the long-held assumption that valuation proceeds by 
calculation and computation alone (Kahneman, Ritov 
and Schkade, 1999).

Contemporary developments in the decision 
sciences highlight the critical influence of felt emotions 
on choice. Loewenstein et al.’s (2001) risk-as-feelings 
model, for example, emphasizes that people typically 
act based on the emotions they experience at the time 
of choice in reaction to their mental images of choice 
outcomes rather than calculations of the probability or 
expected utility of those outcomes. A welter of evidence 
demonstrates that when assessments based on affect are 
at odds with those based on computation, the visceral 
often overpowers the rational to determine behaviour 
(Loewenstein, 1996; Loewenstein et al., 2001, 2008; 
Rottenstreich and Hsee, 2001). The work of Damasio 
and colleagues (Bechara et al., 2000; Damasio, 1994) 
shows that the affective consequences of potential 
courses of action are encoded in somatic markers, 
which the prefrontal cortex translates for the brain’s 
emotion centres to guide behaviour. Mere activation 
of a marker provides an immediate basis for action 
without deliberation, although the marker’s visceral 
information often informs subsequent deliberation. 
Crucially, whether instigated by cognitive appraisal 
or the more direct routes emphasized by Damasio 
(1994) and others, it is the resultant feeling states that 
determine overt behaviour (see also Finucane et al., 
2000; Sanfey et al., 2003; Slovic et al., 2004; Zajonc, 
1980). This general point was well appreciated in Janis 
and Mann’s (1977) classic treatise on decision making, 
but has been overlooked in contemporary strategy 
research.

The crucial implication of these developments 
is that harnessing, rather than suppressing, visceral 
reactions to strategic alternatives is critical to seizing 
capabilities. In cases where negative affective reactions 
to new opportunities outweigh the positive feelings 
invoked, it is unlikely that decision makers will 
commit fully to pursuing the developments in question 
– even where more dispassionate, consequentialist 
analyses are favourable. Because affect arises from 
salient imagery linked to the experience of choice 
outcomes, the vividness and valence of such imagery 
plays a vital role in determining affective valuation and 
subsequent approach-avoidance behaviour. By way of 
illustration, consider again the Tripsas and Giavetti 
(2000) case, in which Polaroid was contemplating a 
move away from its existing business model to one 
that prioritized alternative offerings. On one hand, the 
new model may have brought forth imagery associated 
with technological developments and rapid market 
growth, in turn stimulating excitement and hope; such 
positive emotional reactions are favourable to seizing. 
On the other hand, the negative mental imagery 
associated with potential job losses arising from the 
implementation of the new model might well have 
stimulated fear and unease. The fact that people tend 
to overreact emotionally to new risks (Loewenstein  
et al., 2008) and weigh negative affect more heavily 
than positive affect in decision making (Ito et al., 1998) 
compounds such affective barriers to seizing. The 
foregoing analysis suggests the following proposition:

Proposition 3: The greater the extent to which 
firms foster emotional commitment to new 
investment opportunities, the greater the 
likelihood they will seize those opportunities.

To illustrate the practical implications of this 
proposition consider again the role of scenario 
planning. In the light of the foregoing analysis, the 
next generation of scenario planning techniques could 
be adapted explicitly for building emotional as well 
as cognitive commitment to emerging prospects. In 
the context of seizing, the affect-inducing properties 
of scenario analysis, when skilfully deployed, could 
serve as a vehicle to generate and foster strong and 
vivid positive mental imagery pertaining to new 
opportunities, in turn stimulating the required visceral 
reactions to seize the most promising ones (Healey and 
Hodgkinson, 2008).

Notwithstanding the potency of building emotional 
commitment as a mechanism for fostering seizing, there 
are situations when too much emotional commitment 
can be problematic. Marks and Spencer’s (M&S) 
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acquisition of the Brooks Brothers retail chain for 
US$740 million during the late-1980s exemplifies this 
problem (Finkelstein, Whitehead and Campbell 2008). 
Despite a welter of analytical evidence that this move 
was inadvisable, M&S Chairman, Derek Rayner, drove 
through the purchase, fuelled by the overwhelming 
positive feelings he experienced in reaction to the long-
standing imagery he associated with Brooks Brothers’ 
exclusive clothing products. This decision was to cost 
more than US$1 billion, upon subsequently divesting 
the poorly performing acquisition for just US$225 
million. More generally, this case illustrates that when 
visceral reactions to a low probability/utility but affect-
laden alternative outweigh reasoned reactions to a 
high probability/utility but affect-free alternative, the 
primacy of the emotional reaction dictates a potentially 
suboptimal course of action. In all probability, seizing 
the opportunity in question in such circumstances is 
ill-advised. Finkelstein et al. (2008) outline various 
safeguards available to help organizations overcome 
inappropriate emotional attachments to strategic 
issues and courses of action. These include monitoring 
processes designed to identify so-called ‘red-flag’ 
situations, in which decisions are proceeding based 
on such attachments, and the separation of decision 
and governance mechanisms to counter individuals’ 
emotional fixations.

Unlocking fixations with existing 
strategies
It is important to recognize that although acts of 
omission (i.e., the failure to pursue fruitful new 
avenues) can prove more costly than errors of excessive 
commission (i.e., the tendency to embark on new, 
ultimately flawed, courses of action), such omission 
often stems from overcommitment to existing projects 
(Bazerman and Watkins, 2004). In order to pursue new 
opportunities, therefore, firms must often shed – or at 
least lessen – their commitment to existing directions 
(Eisenhardt and Martin, 2000; Teece, 2007; Teece et al., 
1997). One of the most significant biases that militates 
against this requirement is escalation of commitment, 
the tendency to ‘throw good money after bad’ in 
support of failing investments in an attempt to justify 
prior choices (Staw, 1976; Staw and Ross, 1987).

Hitherto, and again based on early behavioural 
decision research that saw biases such as framing and 
overconfidence as resulting from intuitive processes 
(e.g., Gilovich, Griffin and Kahneman, 2002), strategy 
scholars have generally assumed that the means for 
overcoming escalation of commitment and related 

dysfunctions is to engage decision makers in more 
effortful and analytical information processing 
(Hodgkinson et al., 1999, 2002; Schwenk, 1986; Wright 
and Goodwin, 2002). Drawing upon this conventional 
line of reasoning, Teece (2007: 1333) suggests 
that, ‘overcoming biases almost always requires a 
cognitively sophisticated and disciplined approach 
to decision making.’ However, merely encouraging 
rational and effortful information processing per se 
can exacerbate escalation of commitment and related 
problems. Indeed, individuals with rational thinking 
styles (who favour effortful, analytical reflection) are 
particularly prone to escalation because they feel the 
pressure for vindication more intensely (Wong, Kwong 
and Ng, 2008). Fortunately, recent work has begun to 
provide mechanisms for addressing the core emotional 
roots of escalation and related decision biases. For 
example, stimulating negative affect when considering 
whether to reinvest in a failing course of action reduces 
escalation, because decision makers withdraw their 
commitment to avoid future regret and the anxiety 
associated with costs sunk in error (Ku, 2008; Wong, 
Yik and Kwong, 2006). Hence:

Proposition 4: The greater the strategic decision 
making unit’s tendency to incorporate salient 
negative affectivity associated with extant 
courses of action, the lower the likelihood it 
will fall prey to escalation of commitment and 
related dysfunctional decision traps.

This analysis highlights the capacity for self 
regulation as an important means of overcoming 
dysfunctional fixations. Self-regulation involves 
controlling internal ego-protective goals (Lord  
et al., 2010), which are the root cause of the desire 
to justify specific choices to the self and others in 
escalation situations. One means of implementing this 
requirement for self-regulation is to reflect on how 
new courses of action facilitate the attainment of self-
esteem enhancing goals, which essentially transfers 
the basic drive for self-esteem protection from 
maintenance of the status quo to the active pursuit of 
new directions (Henderson, Gollwitzer and Oettinger, 
2007; Zhang and Baumeister, 2006). Sivanathan et al. 
(2008) demonstrated the effectiveness of this approach 
in a study of de-escalation in financial decision making. 
Giving decision makers the opportunity to affirm their 
overall self-esteem and personal integrity after they had 
committed resources to an ineffective strategy made 
them less inclined to invest further because confidence 
in the self had alleviated the desire for self-justification 
that motivates escalation.
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Reconfiguring assets to maintain 
competitiveness

Teece’s (2007) explication of the psychological 
foundations of transforming/reconfiguring is relatively 
underdeveloped in comparison with his analysis of 
sensing and seizing, in part because strategy research 
on the human aspects of the latter capability has been 
in short supply. However, as noted by Augier and Teece 
(2009), one of the foremost behavioural challenges 
associated with the reconfiguration of the enterprise 
concerns managing the effects of transformation on 
the core identities and motivations of key individuals 
and groups. We extend and deepen Teece’s framework 
by explicating how the capacity to reconfigure social 
identities using reflexive and reflective processes 
in concert is critical to successful organization 
transformation.

When change threatens the salient identities and 
associated self-concepts of managers and employees, 
considerable resistance can breed at all levels of the 
organization (Gioia, Schultz and Corley, 2000; Haslam, 
Eggins and Reynolds, 2003; Hogg and Terry, 2000); 
actors cling to and defend old directions and ways of 
thinking intertwined with prevailing identities, and 
actively resist new strategic initiatives that challenge 
those identities (Elsbach and Kramer, 1996; Hogg 
and Terry, 2000; Nag, Corley and Gioia, 2007). In this 
sense, the fundamental identity of the firm becomes a 
trap that constrains its adaptive capacity (Bouchikhi 
and Kimberly, 2003, 2008).

As with earlier work on overcoming dysfunctions 
in sensing and seizing, the bulk of theory and research 
concerning the problem of identity inertia during 
strategic change has focused on cold cognition routes 
to identity change. Building a common group identity 
that embraces the extant identities under threat (Hogg 
and Terry, 2000) and establishing a fluid organizational 
identity that facilitates adaptation (Gioia, Schultz and 
Corley, 2000) are the favoured solutions. However, this 
cold cognition logic overstates the ease of cognitive 
identity reconstruction and underestimates the 
emotional difficulties associated with identity threat 
and the affective processes that mediate the transition 
to new identities. Given that the social pain caused 
by identity threat activates the same neural networks 
as physical pain (Lieberman and Eisenberger, 2009), 
addressing emotional mechanisms underpinning 
successful identity change is critical to reconfiguring. 
As indicated in Table 2.3.1, the emerging evidence 
in social cognitive neuroscience emphasizes the 
importance of actors’ capabilities to regulate automatic 

and emotional reactions to self and social identity 
threats, especially heightened anxiety (Scheepers and 
Ellemers, 2005), which affect the ability to see new 
directions without prejudice and embrace changes that 
impinge upon extant salient identities.

Since much of the bias against the people (e.g., the 
champions of particular strategic change initiatives) and 
events (e.g., restructuring to meet the challenges of new 
opportunities and threats) at the heart of reconfiguring 
stems from automatic social categorization and 
stereotyping processes controlled by the reflexive 
system (Amodio, 2008; Dovidio, Pearson and Orr, 
2008), merely encouraging the conscious monitoring 
and adjustment of prejudices through reflective 
processes is an insufficient basis for overcoming them. 
Similar to the alleviation of escalation of commitment, 
the self-regulation of emotional response is a crucial 
mechanism for overcoming identity-based resistance 
to change (Amodio, 2008; Derks, Inzlicht and 
Kang, 2008; Klein, Rozendal and Cosmides, 2002). 
However, whereas self-regulation in seizing concerns 
top managers’ ability to regulate their own feelings, 
self-regulation in transforming concerns the ability 
of managers at all levels to identify, interpret and 
respond to the emotions of stakeholders throughout the 
organization (cf. Huy, 1999, 2002). Because threats to 
social identities threaten, by extension, the identities 
and self-concepts of individuals who identify strongly 
with the entity in question, affirming those aspects 
of the salient identities unaffected by the required 
strategic change can help reduce the desire to cling to 
and defend the extant identity of the organization as a 
whole. In consequence, actors will be more inclined 
to embrace the new direction and accompanying work 
practices. It thus follows that:

Proposition 5: The greater the capacity of the 
organization to regulate identity-based affective 
responses to change, the greater the likelihood 
of successful strategic transformation.

As with sensing and seizing, one of the most 
significant practical requirements for supporting 
identity transition during strategic transformation is 
the creation of a psychologically secure emotional 
climate. Practices suitable for this purpose include 
training and coaching in the art of emotional balancing 
– i.e., attending to feelings expressed during identity 
threatening change episodes, while building emotional 
commitment to identity attributes consonant with the 
new strategic direction (cf. Huy, 1999, 2002).

GE’s recent ‘ecomagination’ project and the ongoing 
transformation of the Intel Corporation (Heath, 2010) 
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illustrate these principles in action. In highlighting its own 
industry-leading green products to its employees, GE is 
demonstrating that it already has the people and skills 
needed to succeed in a world focused on sustainability. 
By appealing on impassioned grounds to a new direction 
that fits with aspects of the firm’s core, the organization 
is easing the transition to a new identity as an innovator 
of sustainable solutions in a way that reassures rather 
than threatens. In similar vein, as PC growth slows, the 
Intel Corporation is transforming itself into a provider 
of digital platforms for health, entertainment and mobile 
applications by using inspiration and motivation rather 
than intellectual justification. One potential barrier to 
this project is that the senior engineers who built their 
careers around Intel’s identity as a ‘chip builder’ feel 
directionless. Sensitized to this danger, Intel’s recent 
national advertising campaign features star engineer 
Anjay Bhatt, co-inventor of the USB, walking into a 
canteen cheered on by adoring employees. The message 
is that Intel’s heart already fits with the new focus 
on product innovation. As with GE’s attempts, this 
approach seeks to facilitate identity transition using 
emotionally supportive mechanisms.

Implications

We prefaced this article with Loewenstein’s (1996) 
provocative critique of decision theory because 
it resonates strongly when stepping back to gaze 
critically upon the behavioural microfoundations of 
contemporary strategic management theory. Teece’s 
(2007) framework is not alone in privileging calculation 
and computation through cold, effortful processes 
as the primary route to organizational adaptation 
and performance. Like earlier work that investigated 
strategic issue diagnosis (Dutton and Jackson, 1987; 
Jackson and Dutton, 1988) and competitive positioning 
strategy (Hodgkinson, 1997; Peteraf and Shanley, 
1997; Porac et al., 1995; Reger and Palmer, 1996) from 
a cognitive standpoint, the dynamic capabilities project 
as a whole divorces cognition from emotion and affect 
and affords only a minimal role to automatic and non-
conscious processes (see, e.g., Adner and Helfat, 2003; 
Alvarez and Busenitz, 2001; Amit and Schoemaker, 
1993; Gavetti, 2005; Kaplan, 2008; Lane et al., 2006; 
Tripsas and Gavetti, 2000).

Our article has demonstrated how the development 
and maintenance of dynamic capabilities requires firms 
to harness managers’ reflexive and reflective abilities, 
to utilize implicit and explicit cognitive and emotional 
processes in harmony, to facilitate sensing, seizing  
and reconfiguration. In so doing, it responds to  

Gavetti et al.’s (2007) call to render theories of capabilities 
development and organizational adaptation consistent 
with what we know about human functioning from 
contemporary advances in the psychological sciences. 
The result of this endeavour is a behaviourally more 
plausible depiction of organizations: driven by thinking 
and feeling inhabitants who are fired by affect, and often 
as reliant on inspiration and the skilful management of 
emotion and intuition as on calculating cognition.

Implications for practice

Our analysis points to a need for tools and practices 
that will enhance sensing, seizing and transforming 
by augmenting the cognitive and affective capabilities 
of individuals and teams. Several commentators 
have recently offered behavioural prescriptions for 
strategic intervention which, at first glance, appear to 
be consistent with our analysis – for example, sharing 
diverse perspectives, gathering disconfirmatory 
evidence, discussing uncertainties, and confronting 
cognitive biases (for representative examples see Day 
and Schoemaker, 2006; Kahneman and Klein, 2009, 
2010; Lovallo and Sibony, 2010). However, upon closer 
inspection, many of these prescriptions are predicated 
on a cold information processing logic. One reason 
executives are often reluctant to embrace practices 
that involve questioning their personal judgements 
is precisely because these practices raise, rather than 
assuage, emotional barriers. It is tempting, therefore, 
to call for a two-step approach for intervening in the 
strategy process – an initial emotional screening 
phase followed by the usual gamut of decision-aiding 
techniques (cf. Elsbach and Barr, 1999). However, such 
an arrangement runs the risk of perpetuating the error 
of separating reason from emotion in the strategy arena 
(cf. Damasio, 1994). Accordingly, we have sought to 
demonstrate throughout how some of the fundamental 
tools of strategizing, when suitably embedded in an 
emotionally supportive climate, can be adapted to 
integrate cognition and affect.

Our analysis overall signals the need for a new 
generation of knowledge elicitation and decision aiding 
techniques, predicated on hot cognition principles, for 
both intervention and research purposes. Rather than 
focusing on the mapping of strategists’ conceptual 
knowledge per se (e.g., Eden and Ackermann, 1998; 
Hodgkinson, Maule and Bown, 2004; Huff, 1990), 
extant cognitive mapping techniques could be modified 
to elicit and represent feelings and affective reactions 
to strategic issues and choices, thereby integrating 
multiple modalities of thought. Such practices could be 
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particularly valuable in helping managers make sense 
of how they and others react to particular problems, as 
an aid to sensing, seizing and transforming.

Techniques commonly used for overcoming 
decision traps might be similarly adapted to 
convert them from cold cognition to hot cognition 
enhancing technologies. By way of illustration, the 
frame analysis worksheet (Russo and Schoemaker, 
1989) might be adapted to assist decision makers in 
comprehending the emotional tags they and others 
hold for a given strategic problem, as a basis for 
recognizing dissonant reactions to the issues at hand. 
The goal here would be to enhance multiple frame 
awareness by incorporating affective information into 
the exercise.

Concluding remarks

In his closing remarks, Teece (2007: 1341) observes 
that ‘enterprises may be more like biological organisms 
than some economists, managers and strategy scholars 
are willing to admit.’ Our analysis takes this biological 
metaphor to a new level by illuminating the ways the 
individuals and groups who manage these entities are 
governed by thoughts and feelings: always boundedly 
rational, but manifestly driven by emotion. The 
continued negation of this fundamental insight risks 
stymieing the field of strategic management from 
maturing in alignment with economics and psychology, 
the base disciplines that have hitherto provided its 
behavioural microfoundations.
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CHAPTER

3Missioning And 
Visioning

I prefer to be a dreamer among the humblest, with visions to be 
realized, than lord among those without dreams and desires.
Khalil Gibran (1886–1931); Lebanese-American artist, poet and writer

inTRodUCTion

C orporate mission is a rather elusive concept, often used to refer to the woolly platitudes 
on the first few pages of annual reports. To many people, mission statements are 

lists of lofty principles that have potential public relations value, but have little bearing on 
actual business, let alone impact on the process of strategy formation. Yet, while frequently 
employed in this superficial manner, a corporate mission can be very concrete and play an 
important role in determining strategic actions.

A good way to explain the term’s meaning is to go back to its etymological roots. 
‘Mission’ comes from the Latin word mittere, which means ‘to send’ (Cummings and 
Davies, 1994). A mission is some task, duty or purpose that ‘sends someone on their 
way’ – a motive or driver propelling someone in a certain direction. Hence, ‘corporate 
mission’ can be understood as the basic drivers sending the corporation along its way. The 
corporate mission consists of the fundamental principles that mobilize and propel the firm 
in a particular direction.

A concept that is often confused with mission is vision. Individuals or organizations 
have a vision if they picture a future state of affairs they wish to achieve (from the Latin 
videre – to see; Cummings and Davies, 1994). While the corporate mission outlines the 
fundamental principles guiding strategic choices, a strategic vision outlines the desired 
future state at which the company hopes to arrive. In other words, vision provides a 
business ambition while mission provides business principles (see Figure 3.1).

Generally, a strategic vision is a type of aim that is less specific than a short-term target 
or longer-term objective. Vision is usually defined as a broad conception of a desirable 
future state, of which the details remain to be determined (e.g. Senge, 1990). As such, 
strategic vision can play a similar role to corporate mission, pointing the firm in a particular 
direction and motivating individuals to work together towards a shared end.

The corporate mission and strategic vision contribute to ‘sending the firm in a particular 
direction’ by influencing the firm’s strategy. To understand how mission and vision impact 
strategy, three topics require closer attention. First, it is necessary to know what types 
of ‘fundamental principles’ actually make up a corporate mission. These elements of 
corporate mission will be described below. Second, it is important to distinguish between 
different envisioning processes to understand how the vision impacts strategy. Third, it 
needs to be examined what types of roles are played by a corporate mission and strategic 
vision in the strategy formation process. These functions of corporate mission and strategic 
vision will also be described.
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Besides the ‘what’ of corporate mission, it is equally important to explore the ‘who’ – 
who should determine a corporate mission. The implicit assumption is often that executives 
are the primary ‘strategic actors’ responsible for setting the direction of the firm. But in 
fact, their actions are formally monitored and controlled by the board of directors. In this 
way, the direction of the firm must be understood as a result of the interaction between 
the executives and the board of directors. As the name would imply, directors have an 
important influence on direction.

The activities of the board of directors are referred to as ‘corporate governance’ – 
directors govern the strategic choices and actions of the management of a firm. Due 
to their importance in setting the corporate mission and strategy, their input will be 
examined here as well. First, the various functions of corporate governance are reviewed. 
Then it will be examined what the different forms of corporate governance are, as 
this can significantly influence the mission, vision and strategy of the organization 
(see Figure 3.2).
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Management

Functions of
Corporate Governance
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Elements of
Mission and Vision
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Mission and Vision
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FigURE 3.2 Mission, vision and corporate governance
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FigURE 3.1 Corporate mission and strategic vision
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Elements of a corporate mission
A corporate mission is the enduring set of fundamental principles that forms the base 
of a firm’s identity and guides its strategic decision making. Four components can be 
distinguished (see Figure 3.3):

 ■ Organizational purpose. At the heart of the corporate mission is the purpose of an 
organization. Organizational purpose can be defined as the reason for which an 
organization exists. It can be expected that the perception managers have of their 
organization’s purpose will give direction to the strategy process and influence the 
strategy content (e.g. Bartlett and Ghoshal, 1994; Campbell and Tawadey, 1990).

 ■ Organizational beliefs. All strategic choices ultimately include important assumptions 
about the nature of the environment and what the firm needs to do to be successful in 
its business. If people in a firm do not share the same fundamental strategic beliefs, 
joint decision making will be very protracted and tense – opportunities and threats will 
be interpreted differently and preferred solutions will be very divergent (see Chapter 
2). To work swiftly and in unison, a common understanding is needed. The stronger 
the set of shared beliefs subscribed to by all organizational members, the easier 
communication and decision making will become, and the more confident and driven 
the group will be. While researchers refer to the organizational ideology (‘system of 
ideas’) as their ‘collective cognitive map’ (Axelrod, 1976), ‘dominant logic’ (Prahalad 
and Bettis, 1986) or ‘team mental model’ (Klimoski and Mohammed, 1994), companies 
themselves usually simply speak of their beliefs or philosophy.

 ■ Organizational values. Each person in an organization can have their own set of 
values, shaping what they believe to be good and just. Yet, when an organization’s 
members share a common set of values, determining what they see as worthwhile 
activities, ethical behaviour and moral responsibilities, this can have a strong impact 
on the strategic direction (e.g. Falsey, 1989; Hoffman, 1989). Such widely embraced 
organizational values also contribute to a clear sense of organizational identity, 
attracting some individuals, while repelling others. Although it can be useful to 
explicitly state the values guiding the organization, to be influential they must become 
embodied in the organization’s culture (e.g. Collins and Porras, 1996; McCoy, 1985).

Organizational
Beliefs

What are driving ideas
and assumptions?

Organizational
Purpose

Why does the �rm
exist?

Organizational
Values

What is of fundamental
importance?

Business
De�nition

Where does the �rm
operate?

FigURE 3.3 Elements of a corporate mission
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 ■ Business definitions. For some firms, any business is good business, as long as they can 
make a reasonable return on investment. Yet, if any business is not fine, the firm will lack 
a sense of direction. In practice, most firms have a clearer identity, which they derive from 
being active in a particular line of business. For these firms, having a delimiting definition of 
the business they wish to be in strongly focuses the direction in which they develop. Their 
business definition functions as a guiding principle, helping to distinguish opportunities 
from diversions (e.g. Abell, 1980; Pearce, 1982). Of course, while a clear business definition 
can focus the organization’s attention and efforts, it can likewise lead to short-sightedness 
and new business developments being missed (e.g. Ackoff, 1974; Levitt, 1960).

The strength of a corporate mission will depend on whether these four elements fit 
together and are mutually reinforcing (Campbell and Yeung, 1991). When a consistent 
and compelling corporate mission is formed, this can infuse the organization with a sense 
of mission, creating an emotional bond between organizational members and energizing 
them to work according to the mission.

Elements of a strategic vision
A strategic vision is the desired future state of an organization. Also termed ‘strategic 
intent’ (Hamel et al., 1989) and ‘envisioned future’ (Collins and Porras, 1996), a strategic 
vision is built on four components (Figure 3.4):

 ■ Envisioned contextual environment. The many contextual factors that influence the future 
of the company can be split roughly into socio-cultural, economic, political/regulatory and 
technological factors. Although developments in the contextual environment cannot be 
predicted, some factors can be expected to change the company’s business. For example, 
companies expect an increasing economic importance of emerging countries, foresee the 
impact of digital technologies on their business, and believe that growing environmental 
awareness will lead to technological innovations. In developing a strategic vision, the 
contextual developments that are relevant to the company’s business are described, and 
the future state of the contextual factors is envisioned.
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FigURE 3.4 Elements of a strategic vision
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 ■ Envisioned industry environment. The development of contextual factors impacts the 
company’s industry environment: suppliers, buyers, incumbent rivals, new entrants, 
and substitutes and complementors. For example, digital technologies are expected to 
change the industry structure, and alternative sources of energy are likely to replace 
fossil fuels in the production process. Some of these developments show up in statistics, 
strategic intelligence reports, company analyses and other sources of information, while 
others are based on insider’s information. In developing a strategic vision, the relevant 
industry developments are described, and the future state of the industry environment is 
envisioned.

 ■ Desired future organizational position. Based on the envisioned contextual and 
industry environment, the organization describes its desired position in the future. 
For example, a company may strive for an industry leadership position by forming 
an alliance with a strong partner in emerging countries and by implementing new 
production technologies. The desired position reflects the company’s ambitions, 
and is translated into long-term objectives. In a strategic vision, the desired 
position of the company in the future is described, and the long-term objectives are 
formulated.

 ■ Time horizon. When developing a strategic vision, leaders must determine how 
many years ahead the future position will be envisioned. In fact, the time horizon of 
company visions differs significantly. For some companies 3 years is long-term, while 
others develop visions of 30 years or longer. Many factors determine the time horizon 
of a company’s strategic vision, including industry characteristics. For example, the 
upstream oil industry requires long-term thinking, as it takes dozens of years between 
the first exploratory drilling and oil production. Another factor is the cultural context 
of the company leaders (see the section ‘Missioning and visioning in international 
perspective’).

Functions of corporate mission and strategic vision
The corporate mission and strategic vision can be articulated by means of a mission 
statement and company vision, but in practice not everything that is called a mission 
statement and company vision meets the above criteria (e.g. Collins and Porras, 1996; 
David, 1989; Piercy and Morgan, 1994). Firms can, in fact, have a mission and a vision 
even if it has not been explicitly written down, although this does increase the chance of 
divergent interpretations within the organization.

In general, paying attention to the development of a consistent and compelling corporate 
mission and strategic vision can be valuable for three reasons. A corporate mission and 
strategic vision can provide:

 ■ Direction. The corporate mission and strategic vision can point the organization in 
a certain direction, by defining the boundaries within which strategic choices and 
actions must take place. By specifying the fundamental principles on which strategies 
must be based, the corporate mission and strategy limit the scope of strategic options 
and set the organization on a particular heading (e.g. Bourgeois and Brodwin, 1983; 
Hax, 1990).

 ■ Legitimization. The corporate mission and strategic vision can convey to all stakeholders 
inside and outside the company that the organization is pursuing valuable activities in 
a proper way. By specifying the business philosophy that will guide the company, the 
chances can be increased that stakeholders will accept, support and trust the organization 
(e.g. Freeman and Gilbert, 1988; Klemm, Sanderson and Luffman, 1991).
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 ■ Motivation. The corporate mission and strategic vision can go a step further than 
legitimization, by actually inspiring individuals to work together in a particular way. By 
specifying the fundamental principles driving organizational actions, an esprit de corps 
can evolve, with the powerful capacity to motivate people over a prolonged period of 
time (e.g. Campbell and Yeung, 1991; Peters and Waterman, 1982).

These last two functions of a corporate mission and strategic vision in particular 
divide both management theorists and business practitioners. What is seen as a legitimate 
and motivating organizational purpose is strongly contested. What the main factors of 
disagreement are is examined in a later section of this chapter.

Functions of corporate governance
The subject of corporate governance, as opposed to corporate management, deals with 
the issue of governing the strategic choices and actions of top management. Popularly 
stated, corporate governance is about managing top management – building in checks and 
balances to ensure that the senior executives pursue strategies that are in accordance with 
the corporate mission. Corporate governance encompasses all tasks and activities that are 
intended to supervise and steer the behaviour of top management.

In the common definition, corporate governance “addresses the issues facing boards 
of directors” (Tricker, 1994: xi). In this view, corporate governance is the task of the 
directors and therefore attention must be paid to their roles and responsibilities (e.g. 
Cochran and Wartick, 1994; Keasey, Thompson and Wright, 1997). Others have argued 
that this definition is too narrow, and that in practice there are more forces that govern 
the activities of top management. In this broader view, boards of directors are only a part 
of the governance system. For instance, regulation by local and national authorities, as 
well as pressure from societal groups, can function as checks and balances, limiting top 
management’s discretion (e.g. Demb and Neubauer, 1992; Mintzberg, 1984). Whether 
employing a narrow or broad definition, three important corporate governance functions 
can be distinguished (adapted from Tricker, 1994):

 ■ Forming function. The first function of corporate governance is to influence the 
forming of the corporate mission. The task of corporate governance is shaping, 
articulating and communicating the fundamental principles that will drive the 
organization’s activities. Determining the purpose of the organization and setting 
priorities among claimants are part of the forming function. The board of directors 
can conduct this task by, for example, questioning the basis of strategic choices, 
influencing the business philosophy, and explicitly weighing the advantages and 
disadvantages of the firm’s strategies for various constituents (e.g. Freeman and Reed, 
1983, Reading 3.2).

 ■ Performance function. The second function of corporate governance is to contribute 
to the strategy process with the intention of improving the future performance of the 
corporation. The task of corporate governance is to judge strategy initiatives brought 
forward by top management or to actively participate in strategy development. 
The board of directors can conduct this task by, for example, engaging in strategy 
discussions, acting as a sounding board for top management and networking to secure 
the support of vital stakeholders (e.g. Baysinger and Hoskisson, 1990; Donaldson and 
Davis, 1995; Zahra and Pearce, 1989).

 ■ Conformance function. The third function of corporate governance is to ensure 
corporate conformance to the stated mission, vision and strategy. The task of 
corporate governance is to monitor whether the organization is undertaking activities 
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as promised and whether performance is satisfactory. Where management is found 
lacking, it is a function of corporate governance to press for changes. The board 
of directors can conduct this task by, for example, auditing the activities of the 
corporation, questioning and supervising top management, determining remuneration 
and incentive packages, and even appointing new managers (e.g. Spencer, 1983).

These functions give the board of directors considerable influence in determining and 
realizing the corporate mission. As such, they have the ultimate power to decide on the 
organizational purpose. Therefore, it is not surprising that the question to whom these 
functions should be given is considered extremely important.

Forms of corporate governance
There is considerable disagreement on how boards of directors should be organized and run. 
Currently, each country has its own system of corporate governance and the international 
differences are large. Yet even within many countries, significant disagreements are 
discernible. In designing a corporate governance regime, three characteristics of boards of 
directors are of particular importance (adapted from Tricker, 1994):

 ■ Board structure.  Internationally, there are major differences between countries 
requiring a two-tier board structure (e.g. Austria, China, Germany, the Netherlands 
and Finland), countries with a one-tier board (e.g. Britain, Canada, Finland, Greece, 
India, Singapore, Spain, Sweden, Turkey and the United States), and countries in which 
companies are free to choose (e.g. Czech Republic, Denmark, Italy, Japan, France, 
Slovenia and Switzerland). In a two-tier system there is a formal division of power, with 
a management board made up of the top executives and a distinct supervisory board 
made up of non-executives with the task of monitoring and steering the management 
board. In a one-tier (or unitary) board system, executive and non-executive (outside) 
directors sit together on one board (see Figure 3.5).

Two-Tier
Board

Non-
Executives

Executives

One-Tier
Board

Supervisory
Board

(Headed by
Chairperson)

Management
Board

(Headed by
Chief Executive Of�cer)

Outside/
Non-Executive

Directors

Board of 
Directors

(Headed by Chairperson)

CEO & other
Executive Directors

FigURE 3.5 Two- vs one-tier board structure

 ■ Board membership. The composition of boards of directors can vary sharply from 
company to company and from country to country. Some differences are due to legal 
requirements that are not the same internationally. For instance, in Germany by 
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law half of the membership of a supervisory board must represent labour, while the 
other half represents the shareholders. In French companies labour representatives 
are given observer status on the board. In China, most of the supervisory board 
members occupy positions in the Chinese Communist Party. In other countries 
there are no legal imperatives, yet differences have emerged. In some cases outside 
(non-executive) directors from other companies are common, while in other nations 
fewer outsiders are involved. Even within countries, differences can be significant, 
especially with regard to the number, stature and independence of outside (non-
executive) directors.

 ■ Board tasks. The tasks and authority of boards of directors also differ quite significantly 
between companies. In some cases boards meet infrequently and are merely asked to 
vote on proposals. Such boards have little formal or informal power to contradict the 
will of the CEO. In other companies, boards meet regularly and play a more active 
role in corporate governance, by formulating proposals, proactively selecting new top 
managers and determining objectives and incentives. Normally, the power of outside 
(non-executive) directors to monitor and steer a company only partly depends on their 
formally defined tasks and authority. To a large degree their impact is determined by 
how proactive they define their own role.

The question in the context of this chapter is how a board of directors should be run 
to ensure that the organization’s mission is best achieved. What should be the structure, 
membership and tasks of the board of directors, to realize the ends for which the 
organization exists?

THE issUE oF oRgAnizATionAl PURPosE

For many years there has been a lack of attention to the subject of organizational purpose 
in the strategic management literature. This might be due to the widespread assumption 
that it is obvious why business organizations exist. Some writers might have avoided 
the topic because it is highly value-laden and somehow outside the realm of strategic 
management. In recent years, however, the subject of organizational purpose has 
gained increased interest as a result of a number of developments, such as the financial 
crisis and the increased attention on corporate social responsibility and environmental 
sustainability.

Managers must constantly make choices and seek solutions based on an understanding 
of what their organization is intended to achieve. It is hardly possible to avoid taking a 
stance on what they judge to be the purpose of their organization. They are confronted 
with many different claimants who believe that the firm exists to serve their interests. 
Demands are placed on the firm by shareholders, employees, suppliers, customers, 
governments and communities, forcing managers to weigh whose interests should 
receive priority over others. Even when explicit demands are not voiced, managers must 
still determine who will be the main beneficiary of the value-creation activities of the 
firm.

Determining the organizational purpose is a challenging task, not least because 
there are so many different views on how it should be done. In this chapter, the issue of 
organizational purpose will be explored in more detail, with the intention of uncovering 
the opposite perspectives on the subject of organizational purpose that lie at the heart of 
the divergent opinions.
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THE PARAdox oF PRoFiTAbiliTy And 
REsPonsibiliTy

The earth, the air, the land and the water are not an inheritance from our fore 
fathers, but on loan from our children. So we have to handover to them at least 
as it was handed over to us.
Mahatma Gandhi (1869–1948); Indian politician and lawyer

Discussions on what firms should strive to achieve are not limited to the field of strategy. 
Given the influential position of business organizations in society, the purpose they should 
serve is also discussed by theorists in the fields of economics, political science, sociology, 
ethics and philosophy. Since the industrial revolution and the rise of the modern corporation, 
the role of business organizations within the ‘political economic order’ has been a central 
theme in many of the social sciences. It has been the topic that has filled libraries of books, 
inspired society-changing theories and stirred deep-rooted controversies.

The enormous impact of corporations on the functioning of society has also attracted 
political parties, labour unions, community representatives, environmentalists, the media 
and the general public to the debate. All take a certain position on the role that business 
organizations should play within society and the duties that they ought to shoulder. Here, 
too, the disagreements can be heated, often spilling over from the political arena and 
negotiating tables into the streets.

In countries with a market economy, it is generally agreed that companies should 
pursue strategies that ensure economic profitability, but that they have certain social 
responsibilities that must be fulfilled as well. This is, however, where the consensus 
ends. Opinions differ sharply with regard to the relative importance of profitability and 
responsibility. Some people subscribe to the view that profitability is the very purpose 
of economic organizations and that the only social responsibility of a firm is to pursue 
profitability within the boundaries of the law. However, other people argue that business 
corporations are not only economic entities but also social institutions, embedded in a 
social environment which represents significant social responsibilities. In this view, 
organizations are morally obliged to behave responsibly towards society and all parties 
with a stake in the activities of the firm and profitability is only a means to fulfil this duty.

Most executives accept that both economic profitability and social responsibility are 
valuable goals to pursue. Yet, as organizational purpose, profitability and responsibility 
are at least partially contradictory. If managers strive towards profit maximization, 
shareholders might be enamoured, but this will bring executives into conflict with the 
optimization of benefits for other stakeholders. In other words, to a certain extent there is a 
tension between profitability and responsibility (e.g. Cannon, 1992; Demb and Neubauer, 
1992; Drucker, 1984; Yoshimori, 1995).

The demand for economic profitability
It is clear that business organizations must be profitable to survive – or hold the promise 
of becoming profitable in the future as in the case of start-ups. Yet simple profitability, 
that is having higher income than costs, is not sufficient. To be an attractive investment, 
a company must earn a higher return on the shareholders’ equity than could be realized 
if the money were deposited in the bank. Put differently, investors must have a financial 
incentive to run a commercial risk; otherwise they could just as well bring their money to 
the bank or buy low risk bonds.
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Yet, offsetting the risk carried by investors is but a small part of the larger picture. 
Once a corporation has established a track record of profitability, this inspires trust among 
financiers. Such trust makes it much easier to raise new capital, either through borrowing 
(at more attractive rates) or by issuing new shares. And of course, new capital can be used 
to further the competitive objectives of the organization. Where companies have not been 
particularly profitable in the past and cannot authoritatively project an attractive level of 
profitability in the future, they will find it difficult or virtually impossible to find new 
financing. This can significantly weaken the position of the firm and undermine its long-
term competitiveness.

For publicly traded corporations, strong profitability is usually reflected in higher share 
prices, which is not only beneficial to the shareholders at that moment but also makes it 
easier to acquire other firms and to pay with shares. Moreover, a high share price is the 
best defence against a hostile takeover and the best negotiating chip for a friendly one. 
In both publicly and privately held companies, retained profits can also be an important 
source of funds for new investments.

In short, profitability is not only a result but also a source of competitive power. 
Profitability provides a company with the financial leeway to improve its competitive 
position and pursue its ambitions.

The demand for societal responsibility
As economic entities engaging in formalized arrangements with employees, suppliers, 
buyers and government agencies, corporations have the legal responsibility to abide by the 
stipulations outlined in their contracts. Equally, they are bound to stay within the ‘letter 
of the law’ in each jurisdiction in which they operate. However, being good corporate 
citizens entails more than just staying out of court.

Companies are more than just ‘economic machines’ regulated by legal contracts. They 
are also networks of people, working together towards a common goal. And as members 
of a social group, people within a company need to develop a sense of ‘community’ if they 
are to function properly. One of the most basic needs is to build a level of trust among 
people – a feeling of security that each individual’s interests will be taken into account. 
Trust evolves where people feel certain that others will behave in a responsible manner, 
instead of letting their own self-interest prevail without limitation. Once there is enough 
trust between people, they can engage in productive teamwork and invest in their mutual 
relationships.

Hence, societal responsibility – that is, acting in the interest of others, even when there 
is no legal imperative – lies at the basis of trust. Where there is trust, people are generally 
willing to commit themselves to the organization, both emotionally and practically. 
Emotionally, they will become involved with, and can become strongly connected to, 
the organization, which can lead to a sense of pride and loyalty. Practically, they will be 
willing to invest years acquiring firm-specific knowledge and skills, and in building a 
career. Such commitments make people dependent on the organization, as they will be 
less able and inclined to job-hop. It is therefore vital that the organization rewards such 
commitment by acting responsibly, even where this hurts profitability; otherwise the bond 
of trust can be seriously damaged.

Acting in the interest of all employees is a limited form of societal responsibility. Just 
as it is beneficial for trust to evolve within organizations, it is important for trust to develop 
between the organization and its broader environment of buyers, suppliers, governments, 
local communities and activist groups. Therefore, it is important that these organizations 
also come to trust that the organization is willing to act in a societally responsible way, 
even when this entails sacrificing profitability.
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FonTERRA: CREAMing THE 
PRoFiTs in dAiRy?
Fonterra is easily one of the world’s top six dairy 
companies – quite an achievement for a firm based 
in the small, isolated country of New Zealand. An 
important part of its business is supplying bulk 
ingredients such as milk powder, butter and cheese 
to international markets. It is the world’s largest 
processor and exporter of milk products, exporting 
to more than 140 countries. It also owns valuable 
international brands including Anchor, Anlene 
and Anmum. Despite an industry downturn in 
2014–2017, Fonterra’s strategic position still looks 
attractive given that global dairy consumption is 
forecast to continue outstripping supply growth 
in India, Africa and much of Asia. On the other 
hand, size and prominence seldom come without 
controversy. Fonterra faces conflicting pressures on 
its strategy from the farmers who own the business 
and from other influential stakeholders.

Fonterra, in its present form, was founded in 
2001 by a merger of the two largest farmer-owned 
cooperatives and the Dairy Board, which at that 
time held a statutory export monopoly. Since then, 
the dairy industry in New Zealand has continued 
to expand, growing production volumes from 
13 billion litres of milk to 18 billion litres by 2016. 
This expansion has been possible because New 
Zealand’s climate allows for a highly efficient 
model of milk production: the cattle graze almost 
exclusively on natural pasture, eliminating the 
expense and energy consumption of heated barns 
and food concentrate. As a result, milk production 
is not only cost efficient, but also generates lower 
carbon emissions than other production methods, 
even after accounting for shipping. The costs of 
producing a kilogram of milk solids in New Zealand 
have historically been lower than in almost any other 
country, although increased land prices and wider 
international adoption of industrial-scale dairying 
threaten this lowest-cost position.

In common with other dairy businesses around 
the world, Fonterra is a farmer-owned cooperative, 
with 10,700 owner–suppliers. The principle of the 
cooperative is that farmers own shares in proportion 
to the quantity of milk they supply. Fonterra’s 
shares are not traded on any stock exchange, as 

nonsuppliers cannot buy them, and the New Zealand 
government has no direct involvement with the 
business. The shares represent a significant financial 
commitment for the dairy farmers. Many of the 
farmers are actually highly indebted, due to the 
cost of land purchases and investment in irrigation, 
facilities and stock that many have made during the 
recent expansion. Indeed, to help them through lean 
times, in 2015 Fonterra offered its suppliers loans on 
favourable terms.

Fonterra’s governance structure reflects its 
constitution as a cooperative. Not only do the 
farmers directly elect nine of the 13 board members, 
but they also have further oversight of the board 
via the 35-member elected Shareholders’ Council. 
The Shareholders’ Council in turn appoints a Milk 
Commissioner to mediate in any disputes between 
Fonterra and individual shareholders. In practice, 
the farmers indeed have a strong influence on board 
behaviour. Given the trend towards fewer, larger dairy 
farms, this influence seems destined to increase.

Another important constraint on Fonterra’s 
strategic freedom to manoeuvre is the reliance many 
of its shareholders have on dividend payments. 
This limits the firm’s ability to fund growth and 
investment through retained earnings. When 
farmers increase the volumes of milk they supply 
to the cooperative, equity capital flows in and 
the business can use this capital to fund capacity 
expansion. However, this dependency on gaining 
supply volumes biases Fonterra’s management 
towards processing bulk commodity products. In 
2012, Fonterra’s board introduced a revised capital 
structure that avoids redemption risk in the event 
that too many suppliers leave the industry or elect to 
supply a rival processor. Fonterra suppliers now trade 
Fonterra shares between them, and can sell economic 
rights to some of their shares to a separate fund that 
is open to outside investors. Farmers retain control 
of the business, as the outside investors do not have 
voting rights. However, even with the revised capital 
structure, the firm still has fewer options for raising 
capital than its larger multinational competitors.

A recurring strategic issue at Fonterra has been 
how, and to what extent, to build businesses that add 
value beyond the efficient processing and trading of 
commodity dairy products. In 2016, its commodity-
focused business generated over two-thirds of 

ExHibiT 3.1 sHoRT CAsE 
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corporate revenue, despite initiatives to prioritize 
growth in higher-returning products. Although New 
Zealand’s efficient dairy industry means that farmers 
can profit from the sale of commodities, volatile 
commodity prices and exchange rates undermine 
the value of this strategy. So too do trade barriers 
and farm subsidies in major markets such as the 
European Union and the United States.

Many of Fonterra’s options to develop new sources 
of value-creation draw on its processing and logistics 
expertise to manage international operations. This 
often involves partnership agreements with overseas 
suppliers and customers. The cooperative sources 
almost 20 per cent of its milk from outside New 
Zealand. From a shareholder’s perspective, this can 
be problematic because it means that New Zealand 
farmers’ capital helps finance ventures that, by some 
arguments, compete with their own milk production. 
The problem is compounded by the fact that many of 
the opportunities for Fonterra lie in fast-growing but 
less developed markets such as China and India. This 
in turn increases the risk involved in such ventures 
and requires more specialist skills at managing 
politically complex transnational relationships. 
Commentators have argued that the skills and 
preferences of Fonterra’s farmer-dominated board 
are not closely aligned with managing multinational 
ventures. Furthermore, the higher levels of business 
risk sit uncomfortably with the financial position of 
many of Fonterra’s owners.

One of Fonterra’s international ventures was 
a joint venture agreement with the Sanlu dairy 
company in China. This arrangement came to an 
abrupt end in 2008 when Sanlu was struck by a 
milk contamination scandal that affected thousands 
of infants and led to the death of at least six. 
Because it held a 43 per cent equity stake in the 
business, Fonterra became embroiled in the scandal. 
It became clear that Fonterra’s oversight of this 
business was weak at both board and operational 
levels to the extent that it either did not know about, 
or was unable to curtail, the contamination scandal 
for many months after it first came to the attention 
of Sanlu’s management. When Sanlu went bankrupt, 
Fonterra had to write off over NZ$200 million of 
its investment in the venture. In response to these 
events, Fonterra took more control of its supply 
chain in China, including investing in several farms 
and managing them to its own standards. At the same 
time, dairy businesses in China sought the safety of 

New Zealand-sourced milk. For example, Bright 
Dairy took a major stake in Synlait, a rival milk 
processor to Fonterra. This highlights the importance 
of New Zealand’s reputation as a source of pure 
product: some commentators have questioned 
the wisdom of part-sourcing Fonterra-owned  
brands from elsewhere.

As well  as dealing with pressures from 
shareholders, Fonterra must manage its relationship 
with other influential stakeholders. In lobbying 
for support, during boom times in 2012 it was not 
shy to point out that it contributed 26 per cent of  
New Zealand’s export revenues. It also makes much 
of the economic spin-off effects of its activities, 
which extend beyond dairy farmers to communities, 
regions and cities. These spin-offs mean that the 
economic fortunes of the business have a major 
influence on those of New Zealand as a whole. 
However, power and importance at this level often do 
not engender popularity. Fonterra not only controls a 
very high proportion of the liquid milk supply to the 
domestic market, but also owns several of the major 
brands of cheese, butter and yoghurt. When the 
international commodity milk price is high, dairy 
prices rise for domestic consumers, which they tend 
to see as profiteering at their expense.

Another important area of stakeholder interest 
in Fonterra comes from the environmental impact 
of its activities. Many of these impacts come from 
dairy farming itself, and hence Fonterra does not 
directly control them, although stakeholders still 
consider them to be inextricably linked to Fonterra. 
Intensive dairying is both a major consumer of water 
for irrigation and potentially a polluter of water 
via runoff of effluent and nitrogen fertilizer. The 
pollution endangers local ecosystems and threatens 
to undermine the unusually pure municipal water 
supply enjoyed by domestic consumers. The high 
water consumption threatens these same water 
supplies due to over-extraction of this historically 
lightly-regulated resource. Fonterra has initiatives 
and targets to improve the industry’s performance in 
these areas, but critics say these are still not enough. 
Even in 2014–2015, the industry acknowledged that 
almost 6 per cent of the country’s dairy farms were 
in significant breach of standards for effluent runoff.

Perhaps the most crucial long-term stakeholder 
challenge for Fonterra and the dairy industry is 
its contribution to New Zealand’s emissions of 
greenhouse gases. The problem arises principally 

65856_ch03_ptg01_131-178.indd   142 07/02/20   8:23 PM



CHAPTER 3 MiSSioning and ViSioning  143

from methane emissions, a by-product of cows’ 
digestion. Methane is an especially potent 
greenhouse gas, such that in 2014, emissions of 
methane and nitrous oxide (largely from agriculture) 
made up 54 per cent of New Zealand’s total 
greenhouse gas output. Because New Zealand has 
committed to the Kyoto Agreement, it must pay 
directly for above-quota emissions, triggering the 
government to consider the possibility that farmers 
should contribute to this expense.

Despite this apparently daunting set of challenges, 
Fonterra remains a successful, growing firm that 
is a leader in its industry. The decision Fonterra’s 
board and management face if it is to sustain its 
performance is whether and to what degree to take 
into account the diverse set of stakeholder concerns. 
If it spends heavily to address these concerns, it risks 
compromising the immediate interests of its owners, 
hence losing their support. If it does too little, it 

risks undermining its operating environment (for 
example, by stimulating unfavourable legislation), 
and hence compromising its owners’ future interests. 
The board and management must deal with the latent 
conflict between competing shareholder interests. 
They have a delicate path to tread in resolving the 
tension between respecting the fundamental values 
perceived by many owners and keeping pace with a 
dynamic global industry. Quite a few issues to chew 
over.

Co-author: Paul Knott

Sources: www.fonterra.com; Sunday Star Times, 26 September, 
2008; The New Zealand Farmers Weekly, 16 March, 2009; Ministry 
for the Environment (www.mfe.govt.nz), NZ’s greenhouse gas 
inventory 1990–2014; Ministry of Foreign Affairs and Trade 
(www.mfat.govt.nz), Kyoto Protocol Part II; New Zealand Herald, 
14 April, 2013; National Business Review, 10 June, 2013; Brook 
Asset Management News, 26 October, 2012; Sustainable Dairying 
Water Accord Two Years On (www.dairynz.co.nz).

PERsPECTiVEs on Missioning And Visioning

Perfection of means and confusion of goals seems, in my opinion, to  characterize 
our age.
Albert Einstein (1879–1955); German-American physicist

Firms require a certain measure of economic profitability if they want to compete and 
survive, yet they also need to exhibit a certain amount of social responsibility if they are 
to retain the trust and support of key stakeholders. In itself, this creates a tension, as the 
two demands can be at odds with one another. Often, societally responsible behaviour 
costs money, which can only be partially recouped by the increased ‘social dividend’ 
it brings. But if profitability and responsibility are both seen as the ultimate purpose of 
business firms, the tension becomes even stronger; optimizing the one will be in conflict 
with maximizing the other. Emphasizing profitability means subjecting all investments to 
an economic rationale – societally responsible behaviour should only be undertaken if the 
net present value of such an investment is attractive or there is no legal way of avoiding 
compliance. Emphasizing responsibility means subjecting all activities to a moral or 
political rationale – asking who has a legitimate and pressing claim to be included as a 
beneficiary of the activities being undertaken – which can severely depress profitability.

Hence, it is not surprising to find that the paradox of profitability and responsibility 
strongly divides people across many walks of life; its relevance reaches far beyond business 
managers and management theorists. The main point of contention is whether firms should 
primarily be run for the financial benefit of the legal owners, or for the broader benefit of 
all parties with a significant interest in the joint endeavour. Should it be the purpose of 
firms to serve the interests of their shareholders or their stakeholders? Should profitability 
be emphasized because economic organizations belong to the providers of risk capital, 
or should responsibility be emphasized because organizations are joint ventures bringing 
together various resource providers by means of a social contract?
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While there are many points of view on the ‘right’ organizational purpose in the strategy 
literature, here the two diametrically opposed positions will be identified and discussed. 
At the one pole are those who argue that corporations are established to serve the purposes 
of their owners. Generally, it is in the best interest of a corporation’s shareholders to 
see the value of their stocks increase through the organization’s pursuit of profitable 
business strategies. This point of view is commonly referred to as the ‘shareholder value 
perspective’. At the other end of the spectrum are those who argue that corporations should 
be seen as joint ventures between shareholders, employees, banks, customers, suppliers, 
governments and the community. All of these parties hold a stake in the organization and 
therefore can expect that the corporation will undertake responsibility to develop business 
strategies that are in accordance with their interests and values. This point of view will be 
referred to as the ‘stakeholder values perspective’.

The shareholder value perspective
To proponents of the shareholder value perspective it is obvious that 
companies belong to their owners and therefore should act in accordance with 
the interests of the owners. Corporations are instruments whose purpose it is to 
create economic value on behalf of those who invest risk-taking capital in the 
enterprise. This clear purpose should drive companies, regardless of whether 

they are privately or publicly held. According to Rappaport (1986, p. xiii): “the idea that 
business strategies should be judged by the economic value they create for shareholders is 
well accepted in the business community. After all, to suggest that companies be operated 
in the best interests of their owners is hardly controversial”.

There is some disagreement between advocates of this perspective with regard to 
the best way of advancing the interests of the shareholders, particularly in publicly 
held companies. Many people taking this point of view argue that the well-being of the 
shareholders is served if the strategy of a company leads to higher share prices and/or 
higher dividends (e.g. Hart, 1995; Rappaport, 1986). Others are less certain of stock 
markets’ ability to correctly value long-term investments, such as R&D spending and 
capital expenditures. In their view, stock markets are excessively concerned with the  
short term and therefore share prices myopically overemphasize current results and 
heavily discount investments for the future. To avoid being pressured into short-termism, 
these people advocate that strategists must keep only one eye on share prices, while the 
other is focused on the long-term horizon (e.g. Charkham, 1994; Sykes, 1994).

According to supporters of the shareholder value perspective, one of the major 
challenges in large corporations is to actually get top management to pursue the 
shareholders’ interests. Where ownership and managerial control over a company 
have become separated, it is often difficult to get the managers to work on behalf of 
the shareholders, instead of letting managers’ self-interest prevail. This is known as 
the principal-agent problem (e.g. Eisenhardt, 1989; Jensen and Meckling, 1976) 
– the managers are agents, working to further the interests of their principals, the 
shareholders, but are tempted to serve their own interests, even when these are to the 
detriment of the principals. This has led to a widespread debate in the academic and 
business communities, especially in Britain and the United States, about the best form 
of corporate governance. The most important players in corporate governance are the 
outside, or non-executive, members on the board of directors. It is one of the tasks 
of these outsiders to check whether the executives are truly running the company in 
a way that maximizes the shareholders’ wealth. For this reason, many proponents of 
the shareholder value perspective call for a majority of independent-minded outside 
directors on the board, preferably owning significant amounts of the company’s stock 
themselves.
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The emphasis placed on profitability as the fundamental purpose of firms does not mean 
that supporters of the shareholder value perspective are blind to the demands placed on firms 
by other stakeholders. On the contrary, most exponents of this view argue that it is in the 
interest of the shareholders to carry out a ‘stakeholder analysis’ and even to actively manage 
stakeholder relations. Knowing the force field of stakeholders constraining the freedom 
of the company is important information for the strategy process. It is never advisable to 
ignore important external claimants such as labour unions, environmental activists, bankers, 
governmental agencies and community groups. Few strategists would doubt that proactive 
engagement is preferable to ‘corporate isolationism’. However, recognizing that it is 
expedient to pay attention to stakeholders does not mean that it is the corporation’s purpose 
to serve them. If parties have a strong bargaining position, a firm might be forced into all 
types of concessions, sacrificing profitability. This has, however, little to do with any moral 
responsibility of the firm towards these other powers. The only duty of a company is to 
maximize shareholder value, within the boundaries of what is legally permissible.

The important conclusion is that in this perspective it might be in the interest of 
shareholders to treat stakeholders well, but that there is no moral obligation to do so. 
For instance, it might be a good move for a troubled company not to lay off workers if 
the resulting loyalty and morale improve the chances of recovery and profitability later 
on. In this case the decision not to fire workers is based on profit-motivated calculations, 
not on a sense of moral responsibility towards the employees. Generally, proponents 
of the shareholder value perspective argue that society is best served by this type of 
economic rationale. By pursuing enlightened self-interest and maintaining market-based 
relationships between the firm and all stakeholders, societal wealth will be maximized. 
Responsibility for employment, local communities, the environment, consumer welfare 
and social developments are not an organizational matter, but issues for individuals and 
governments (Friedman, 1970).

The stakeholder values perspective
Advocates of the stakeholder values perspective do not see why the supplier 
of one ingredient in an economic value creation process has a stronger moral 
claim on the organization than the providers of other inputs. They challenge 
the assumption that individuals with an equity stake in a corporation have 

the right to demand that the entire organization works on their behalf. In the stakeholder 
values perspective, a company should not be seen as the instrument of shareholders, but as a 
coalition between various resource suppliers, with the intention of increasing their common 
wealth. An organization should be regarded as a joint venture in which the suppliers of 
equity, loans, labour, management, expertise, parts and service all participate to achieve 
economic success. As all groups hold a stake in the joint venture and are mutually dependent, 
it is argued that the purpose of the organization is to serve the interests of all parties involved 
(e.g. Berle and Means, 1932; Freeman and Reed, 1983, Reading 3.2).

Mission sTATEMEnT dEAn Foods

The Company’s primary objective is to maximize long-term stockholder value, while adhering to the 
laws of the jurisdiction in which it operates and at all times observing the highest ethical standards.

Dated: August, 2011

ExHibiT 3.2 THE sHAREHoldER VAlUE PERsPECTiVE
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According to endorsers of the stakeholder values perspective, shareholders have a 
legitimate interest in the firm’s profitability. However, the emphasis shareholders place 
on stock price appreciation and dividends must be balanced against the legitimate 
demands of the other partners. These demands are not only financial, as in the case of the 
shareholders, but also qualitative, reflecting different values held by different groups (e.g. 
Clarke, 1998; Freeman, 1984). For instance, employees might place a high value on job 
security, occupational safety, holidays and working conditions, while a supplier of parts 
might prefer secure demand, joint innovation, shared risk-taking and prompt payment. Of 
course, balancing these interests is a challenging task, requiring an ongoing process of 
negotiation and compromise. The outcome will in part depend on the bargaining power  
of each stakeholder – how essential is its input to the economic success of the organization? 
However, the extent to which a stakeholder’s interests are pursued will depend on the 
perceived legitimacy of their claim as well. For instance, employees usually have a strong 
moral claim because they are heavily dependent on the organization and have a relatively 
low mobility, while most shareholders have a spread portfolio and can “exit the corporation 
with a phone call” (Stone, 1975).

In this view of organizational purpose, managers must recognize their responsibility 
towards all constituents (e.g. Alkhafaji, 1989; Clarkson, 1995). Maximizing 
shareholder value to the detriment of the other stakeholders would be unjust. Managers 
in the firm have a moral obligation to consider the interests and values of all joint 
venture partners. Managing stakeholder demands is not merely a pragmatic means 
of running a profitable business – serving stakeholders is an end in itself. These two 
interpretations of stakeholder management are often confused. Where it is primarily 
viewed as an approach or technique for dealing with the essential participants in the 
value-adding process, stakeholder management is instrumental. But if it is based on 
the fundamental notion that the organization’s purpose is to serve the stakeholders, 
then stakeholder management is normative (e.g. Buono and Nichols, 1985; Donaldson 
and Preston, 1995).

Most proponents of the stakeholder values perspective argue that, ultimately, pursuing 
the joint interests of all stakeholders is not only more just but also more effective for 
organizations (e.g. Jones, 1995; Solomon, 1992). Few stakeholders are filled with a 
sense of mission to go out and maximize shareholder value, especially if shareholders 
bear no responsibility for the other stakeholders’ interests (e.g. Campbell and Yeung, 
1991; Collins and Porras, 1994). It is difficult to work as a motivated team if it is the 
purpose of the organization to serve only one group’s interests. Furthermore, without a 
stakeholder values perspective, there will be a deep-rooted lack of trust between all of 
the parties involved in the enterprise. Each stakeholder will assume that the others are 
motivated solely by self-interest and are tentatively cooperating in a calculative manner. 
All parties will perceive a constant risk that the others will use their power to gain a 
bigger slice of the pie, or even rid themselves of their ‘partners’. The consequence is 
that all stakeholders will vigorously guard their own interests and will interact with one 
another as adversaries. To advocates of the stakeholder values perspective, this ‘every 
person for themselves’ model of organizations is clearly inferior to the partnership model 
in which sharing, trust and symbiosis are emphasized. Cooperation between stakeholders 
is much more effective than competition (note the link with the embedded organization 
perspective in Chapter 6).

Some exponents of the stakeholder values perspective argue that the narrow economic 
definition of stakeholders given above is too constrictive. In their view, the circle of 
stakeholders with a legitimate claim on the organization should be drawn more widely. 
Not only should the organization be responsible to the direct participants in the economic 
value creation process (the ‘primary stakeholders’) but also to all parties affected by the 
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organization’s activities. For example, an organization’s behaviour might have an impact 
on local communities, governments, the environment and society in general, and therefore 
these groups have a stake in what the organization does as well. Most supporters of the 
stakeholder values perspective acknowledge that organizations have a moral responsibility 
towards these ‘secondary stakeholders’ (e.g. Carroll, 1993; Langtry, 1994). However, 
opinions differ whether it should actually be a part of business organizations’ purpose to 
serve this broader body of constituents.

The implication of this view for corporate governance is that the board of directors 
should be able to judge whether the interests of all stakeholders are being justly balanced. 
This has led some advocates of the stakeholder values perspective to call for representatives 
of the most important stakeholder groups to be on the board (e.g. Guthrie and Turnbull, 
1994). Others argue more narrowly for a stronger influence of employees on the choices 
made by organizations (e.g. Blair, 1995; Bucholz, 1986). Such co-determination of the 
corporation’s strategy by management and workers can, for instance, be encouraged by 
establishing work councils (a type of organizational parliament or senate), as is mandatory 
for larger companies in most countries of the European Union. Yet others emphasize 
measures to strengthen corporate social responsibility in general. To improve corporate 
social performance, it is argued, companies should be encouraged to adopt internal policy 
processes that promote ethical behaviour and responsiveness to societal issues (e.g. 
Epstein, 1987; Wartick and Wood, 1998). Corporate responsibility should not be, to quote 
Ambrose Bierce’s sarcastic definition, “a detachable burden easily shifted to the shoulders 
of God, Fate, Fortune, Luck, or one’s neighbour”.

CREdo JoHnson & JoHnson
We believe our first responsibility is to the doctors, 
nurses and patients, to mothers and fathers and 
all others who use our products and services. In 
meeting their needs everything we do must be of 
high quality. We must constantly strive to reduce 
our costs in order to maintain reasonable prices. 
Customers’ orders must be serviced promptly and 
accurately. Our suppliers and distributors must have 
an opportunity to make a fair profit.

We are responsible to our employees, the men 
and women who work with us throughout the world. 
Everyone must be considered as an individual. 
We must respect their dignity and recognize their 
merit. They must have a sense of security in their 
jobs. Compensation must be fair and adequate, and 
working conditions clean, orderly and safe. We must 
be mindful of ways to help our employees fulfil their 
family responsibilities. Employees must feel free to 
make suggestions and complaints. There must be 
equal opportunity for employment, development and 

advancement for those qualified. We must provide 
competent management, and their actions must be 
just and ethical.

We are responsible to the communities in which 
we live and work and to the world community 
as well. We must be good citizens – support good 
works and charities and bear our fair share of 
taxes. We must encourage civic improvements and 
better health and education. We must maintain in 
good order the property we are privileged to use, 
protecting the environment and natural resources.

Our final responsibility is to our stockholders. 
Business must make a sound profit. We must 
experiment with new ideas. Research must be 
carried on, innovative programmes developed 
and mistakes paid for. New equipment must be 
purchased, new facilities provided and new products 
launched. Reserves must be created to provide for 
adverse times. When we operate according to the 
principles, the stockholders should realize their fair 
return.

Source: Johnson & Johnson.

ExHibiT 3.3 THE sTAKEHoldER VAlUEs PERsPECTiVE
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MAnAging THE PARAdox oF PRoFiTAbiliTy 
And REsPonsibiliTy

A business that makes nothing but money is a poor kind of business.
Henry Ford (1863–1947); American industrialist

So, what should be the purpose of a firm? And how should executives manage the tension 
between economic profitability and societal responsibility? Should managers strive to 
maximize shareholder value or stakeholder values? (See Table 3.1). Or should executives 
search for a way that combines profitability and responsibility? The proponents of the 
shareholder value perspective are lobbying for more receptiveness to the interests of the 
shareholders on the part of the board, to increase top management accountability and to 
curb perceived executive self-enrichment at the expense of shareholders. The advocates 
of the stakeholder values perspective are vying for a system that would bring more 
receptiveness to the interests of stakeholders, to ensure that firms do not become more 
myopically bottom-line-oriented and short-term driven. While both sides do agree on one 
or two points (e.g. corporate governance is generally too weak), on the whole, the question 
remains of how to manage the paradox of profitability and responsibility.

Parallel processing
Managing shareholders involves different processes, departments and people from 
diverse societal stakeholders. Shareholders are managed by executive board members at 
shareholder conferences and other meetings with owners. In one-tier boards shareholders 
are also managed at board meetings – and vice versa of course. Production departments 
deal with environmentalists and – when outsourced to low wage countries – also with 
non-governmental organizations (NGOs), while finance departments are more in contact 
with tax authorities and other government representatives. As a consequence, shareholders 
and diverse stakeholders are managed in parallel – at different levels and organizational 
departments, by a variety of people. For example, an oil company may deal with 
environmental issues in a country unit’s sustainability department and tax issues in another 
country, while shareholders are managed by the board.

TAblE 3.1 Shareholder value versus stakeholder values

Shareholder value perspective Stakeholder values perspective

Emphasis on
Organizations seen as
Organizational purpose
Measure of success

Profitability over responsibility
Instruments
To serve owner
Share price and dividends (shareholder 
value)

Responsibility over profitability
Joint ventures
To serve all parties involved
Satisfaction among stakeholders

Major difficulty Getting agent to pursue principal’s 
interests

Balancing interests of various 
stakeholders

Corporate governance 
through

Independent outside directors  
with shares

Stakeholder representation

Stakeholder management Means End
Social responsibility
Society best served by

Individual, not organizational matter
Pursuing self-interest (economic 
efficiency)

Both individual and organizational
Pursuing joint-interests (economic 
symbiosis) 
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Balancing
The finance function has always been prominently positioned in the corporate hierarchy of 
companies, usually at the board level, while diverse societal responsibilities have usually 
been managed at lower organizational levels. This status difference has had an effect on 
how societal responsibilities have been dealt with: as more of a tactical and financial 
issue that needs to be fixed than as a strategic tension that needs to be managed. Parallel 
processing has in this case been sufficient as the preferred means of managing the paradox.

However, this does not apply to all firms, while it can be argued that in recent years 
the need to manage the paradox of economic profitability and societal responsibility has 
increased in many industries. After the fall of Lehman Brothers in 2008, which marked 
the beginning of the credit crisis and an economic slowdown, the societal role of banks 
has been emphasized. The economic dependency on banking systems has become better 
understood and then reduced, new regulations have been installed and governments have 
made system changes. Banks can no longer just strive for maximized shareholder value 
without significant protest from governments, regulators, societal stakeholders and clients. 
Also outside the banking sector, societal stakeholders have increased the pressure on 
companies to take responsibility for the consequences of their behaviour, such as producing 
in low wage countries in unsafe working conditions and – often indirectly – using child 
labour. Oil companies are facing increased pressure from environmental groups, NGOs and 
governments after a number of accidents and oil spills. The pressure of societal stakeholders 
on companies has grown further with the accelerated importance of social media and the 
use of smartphones. Stakeholders are informed better and quicker, and have more means at 
their disposal to pressure companies if they deem their conduct questionable.

As a result, the tension between economic profitability and societal responsibility 
has become more prominent and a strategic issue for company directors and sometimes 
corporate boards. Many companies have decided to not just react on incidents but to 
balance the opposing needs. Balancing has become a prime responsibility of the CEO, and 
in some cases a corporate sustainability officer has been appointed in order to be able to 
balance the tension at the directors’ level or the board level.

Resolving the paradox
Balancing the paradox is finding a satisfying position in the trade-off between economic 
profitability and societal responsibility; resolving aims to combine both demands a higher 
level. For example, in 2011, the Dutch supermarket company and market leader in the 
Netherlands, Albert Heijn, announced a cooperative agreement with the World Wildlife 
Fund (WWF) with the objective of achieving full sustainability of its assortment of fish – 
wild caught and farmed. The agreement included packaging and worldwide production of 
all fish, including mussels, salmon and shrimps. After four years, 90 per cent of all Albert 
Heijn private label fish products have been certified by Aquaculture Stewardship Council 
(ASC) as environmentally responsible “with minimal negative effects on the environment 
and strict requirements for use of antibiotics, and respect for the local communities where 
they operate”. Over the long term the supermarket giant has safeguarded sufficient supply 
of fish with the initiative and therefore its long-term profitability, while in the immediate 
term societal stakeholders are managed.

Resolving the paradox of economic profitability and societal responsibility at a higher 
level has been named ‘shared value’ by the authors of Reading 3.3, ‘Creating shared 
value’, Michael Porter and Mark Kramer. They argue that “profits involving a social 
purpose represent a higher form of capitalism, one that creates a positive cycle of company 
and community prosperity”, and they claim that the shared value concept moves business 
and society beyond trade-offs. In other words, the authors strive to resolve the paradox at 
a higher level to achieve a synthesis between firm profitability and societal responsibility.
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Missioning And Visioning in 
 inTERnATionAl PERsPECTiVE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

Failure comes only when we forget our ideals and objectives and principles.
Jawaharlal Nehru (1889–1964); first prime minister of India

The debate on organizational purpose does not take place in a vacuum: institutional and 
cultural aspects define its context. Although a strategist can choose his or her own mission, 
an inclination towards following a shareholder or stakeholder perspective has little to do 
with individuals and more with how societies are structured. Companies have to deal with 
different institutional contexts in host countries while executing their mission, vision and 
organizational purpose. This becomes even more relevant in today’s shifts in the economic 
power balance. It is clear that the former economic dominance of the traditional countries 
of The Triad of Economic Power (Ohmae, 1985) no longer applies and that the institutional 
context will vary further. As the world is not a level playing field, it is the organizational 
context which determines the bargaining power of the stakeholder and shareholders. It seems 
this situation will persist: present-day economic reality makes it unlikely that a best practice 
solution will be found or that globalization itself will lead to a convergence of perspectives 
on organizational purpose. It is therefore imperative to analyse similarities and differences 
in organizational purpose worldwide to better understand the international playing field.

On the societal level
When dealing with organizational purpose, institutional aspects play an import role. Porter 
pointed out in The Competitive Advantage of Nations (1990) that the sustainable competitive 
advantage of industries and individual companies is to a large extent based on the 
institutional framework within their countries – and regions – of origin. Institutional forms 
that have evolved over time in different national contexts have resulted in distinctive models 
of economic organization. This has not resulted in commonly agreed-upon categorizations, 
however. Nevertheless, there are some conclusions to be drawn from the scholarly debate.

Albert (1993) concentrates on the differences of what he coined the Rhineland model in 
Germany compared with the Anglo-Saxon model of the US and (to a large extent) the UK. 
Peter Hall and David Soskice (2001) elaborate on this point. They stress the differences 
between what they call coordinated market economies (CMEs), most commonly associated 
with such countries as Germany, Sweden and Japan, and liberal market economies 
(LMEs), generally associated with the US and the UK. The main difference between the 
two can be found in coordination. In CMEs coordination is achieved through non-market 
means, investments in specific assets are preferred and banks play a prominent role. In 
LMEs, on the other hand, coordination follows market conditions with a preference for 
transferable assets (Amable, 2003; Cernat, 2004).

Many authors object to this strict dichotomy. Dicken (2015), for instance, identifies four 
variants of capitalism, based on differing perceptions on the proper role of the government: 
neo-liberal market capitalism (US, UK), social-market capitalism (Germany, Scandinavia, 
many other European countries), developmental capitalism (Japan, South Korea, Taiwan, 
India, Brazil) and authoritarian capitalism (China and Russia). Dicken shows how differences 
in coordination take various shapes: states operate as regulators, competitors and collaborators 
at the same time. In this way, states not only create the context for organizational purpose, 
they also fulfil the roles of shareholders and stakeholders. The more influential the state, 
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the more active its role as shareholder and stakeholder is likely to be. Dicken’s model is 
not the only alternative to the dichotomy of the Rhineland and the Anglo-Saxon model. 
Another way to categorize the diversity of systems in the world is posited by Amable. He 
argues for a different categorization of five types of capitalism: the market-based model  
(US, UK, Canada, Australia), the social-democratic model (Nordic countries), the Continental 
European model, the Mediterranean model and the Asian model (East Asia) (2003).

As Schneider and Barsoux (1999) point out, varieties of capitalism are not only defined 
by the role of governments and legislation. Media, stakeholders’ and shareholders’ 
behaviour also play an important role in shaping the context of organizational purpose. For 
example, concerns over ethics may be due to more aggressive journalism (or, as in the case 
of the US, libel suits), ‘best company’ rankings or greater risk of shareholder activism and 
consumer boycotts. Institutions are also shaped by informal rules and common knowledge 
acquired through history, in other words by culture.

When it comes to the influences on varieties of capitalism and organizational purpose, 
culture is not per se the most influential, but it is often the most neglected (Schneider 
and Barsoux, 1999). Nevertheless, there is a wealth of research findings (Adler and 
Gundersen, 2007; Hampden-Turner and Trompenaars, 2000; Hofstede, 1980; Schein, 
2004; Verluyten, 2010) highlighting how cultural dimensions play an important role not 
in just who is responsible for formulating organizational purpose and on what grounds 
accountability is conducted, but on how and for whom the purpose of a company is 
defined. Hampden-Turner and Trompenaars (2000), for instance, show how in the 
United States, with its emphasis on individualism and achievement, ethical decisions are 
considered personal. Likewise moral judgements require individual responsibility and 
accountability. Universalism is an important by-product of individualism and is deeply 
rooted in US cultural history (Hampden-Turner and Trompenaars, 2000; Verluyten, 2010). 
Ethical standards in the US are considered to apply to everyone in the same way. This 
results in the US legalistic approach to ethics affecting organizational purpose. In more 
collectivist societies, however, ethical standards are applied either according to specific 
circumstances, strongly influenced by the nature of one’s social status (ascription) as in 
Brazil, or to social ties (in-group versus out-group) as in China or Japan.

Traditionally, many Western business schools have preached profit maximization as the 
ultimate goal. This notion reflects underlying cultural assumptions like task orientation (as 
opposed to relationship orientation) and individualism (contrary to collectivism) (Hampden-
Turner and Trompenaars, 2000). Organizations are seen as instrumental and managers as 
rational economic actors, driven primarily by self-interest. To contrast this approach with 
defining organizational purpose more to promote the well-being of society and organizations 
as a system of relationships, consider excerpts from the mission statement of Konosuke 
Matsushita, founder of Matsushita: “Profit comes in compensation for contributing to 
society”. Matsushita did not just want to contribute to society – the end result called for 
nothing less than the eradication of poverty from the face of the earth (Holden, 2002).

On the industry level
Some industries are expected to have an inclination towards either the stakeholder’s or 
shareholder’s perspective on the global playing field. Regardless of where a company 
operates, when it comes to the financial sector, a preference towards focusing on meeting 
the demands of shareholders can be expected. On the other hand, when it comes to service 
industries, with the health care and education sectors in particular, the demand for adopting 
a stakeholder perspective is naturally higher. Nonetheless, the global pharmaceutical 
industry has largely shifted from the belief that improving the lives of patients will 
naturally lead to generating profits to a state in which companies prioritize satisfying the 
demands of shareholders (Kessel, 2014).
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To the strategist
The institutional and cultural framework is an important context variable in defining 
company norms and values. Should a strategist impose parent company or home country 
norms and values in a host country environment, or should local customs, rules and 
regulations be adopted? On the one hand, corporate and head office efforts to insist on 
universal ethical principles in foreign subsidiaries are often questioned and considered as 
cultural imperialism or outright self-righteousness. On the other hand, however, adapting 
to local rules with a ‘When in Rome do as the Romans’ approach and presenting the 
company as a national champion, leads to inconsistently practicing corporate norms and 
values, and tensions with external stakeholders. For example, if company standards are not 
in line with international rules of conduct, NGOs and home country customers are likely 
to protest. In the words of Cor Herkströter, CEO of Shell in the mid-1990s, “stakeholders 
hold the license to operate a company”.

Furthermore, the homogeneity of regulations and cultural norms within nations and of 
the acclaimed uniformity of organizational purpose can also be questioned (Coe, Kelly 
and Yeung, 2012). The regulatory and cultural framework often differs from one region 
to the next and even within regions. In the end this would mean that the proper unit of 
analysis is the firm with its specific circumstances.

inTRodUCTion To THE REAdings

As in the previous chapter, the first two readings represent the two perspectives (see 
Table 3.1) to gain a sharper understanding of the breadth of opinions on this topic, while 
the third reading aims at bridging the two perspectives. The first reading, representing 
the shareholder value perspective, is from the 1976 Nobel Prize in Economic Sciences 
winner Milton Friedman. The title of his 1970 The New York Times Magazine article, 
‘The Social Responsibility of Business is to Increase its Profits’, summarizes well the 
stance of the shareholder value perspective proponents in the debate. Friedman argues 
that “there is one, and only one, social responsibility of business – to use its resources 
and engage in activities designed to increase its profits so long as it stays within the rules 
of the game, which is to say, engages in open and free competition without deception or 
fraud”. In the article, Friedman responds – often in sharp wordings – to a number of critics 
of his 1962 highly influential book Capitalism and Freedom. A main argument in the 
book is that economic freedom is both necessary and a vital means for political freedom, 
and that business should not be socially responsible. He argues that “if there are social 
responsibilities, they are the social responsibilities of individuals, not of business”. The 
underlying view on the purpose of a business organization is that the primary purpose of 
corporations should be to maximize shareholder value.

The second reading (Reading 3.2) – representing the stakeholder values perspective –  
is also a classic – ‘Stockholders and Stakeholders: A new perspective on corporate 
governance’, by Edward Freeman and David Reed. This article in California Management 
Review and Freeman’s subsequent book Strategic Management: A Stakeholder Approach 
were instrumental in popularizing the stakeholder concept. In their article, Freeman 
and Reed challenge “the view that stockholders have a privileged place in the business 
enterprise”. They deplore the fact that “it has long been gospel that corporations have 
obligations to stockholders … that are sacrosanct and inviolable”. They argue that there has 
been a long tradition of management thinkers who believe that corporations have a broader 
responsibility towards stakeholders other than just the suppliers of equity financing. 
It is their conviction that such a definition of the corporation, as a system serving the 
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interests of multiple stakeholders, is superior to the shareholder perspective. Their strong 
preference for the stakeholder concept is largely based on the pragmatic argument that, in 
reality, stakeholders have the power to seriously affect the continuity of the corporation. 
Stakeholder analysis is needed to understand the actual claims placed by constituents 
on the firm and to evaluate each stakeholder’s power position. Stakeholder management 
is a practical response to the fact that corporations cannot afford to ignore or downplay 
the interests of the claimants. Only scarcely do Freeman and Reed hint that corporations 
have the moral responsibility to work on behalf of all stakeholders (which Freeman does 
more explicitly in some of his later works, e.g. Freeman and Gilbert, 1988; Freeman and 
Liedtka, 1991). In their opinion, the consequence of the stakeholder concept for corporate 
governance is that “there are times when stakeholders must participate in the decision-
making process”. However, they believe that if boards of directors adopt a stakeholder 
outlook and become more responsive to the demands placed on corporations, structural 
reforms to give stakeholders a stronger role in corporate governance will not be necessary.

So, how can strategists deal with the paradox of profitability and responsibility? 
While several elements of societal responsibility, such as social and environmental 
responsibility, have been widely discussed in academia for many years, only recently has 
the strategy field picked up the issue. The field was pioneered by John Elkington, with 
a number of publications starting in 1980. With Tom Burke, he published in 1987 The 
Green Capitalists: Industry’s search for environmental excellence, in which he blended 
the emerging green agenda with that of business – a revolutionary idea in these years. His 
most influential book came in 1997: Cannibals with Forks: The Triple Bottom Line of 21st 
century business. In this book, Elkington asked the question whether capitalism itself was 
sustainable, and he introduced the concept of Triple Bottom Line – a term he had coined 
in 1984. Another early work in this vein is Jed Emerson’s California Management Review 
article ‘The Blended Value Proposition: Integrating social and financial returns’ (2003). 
He introduced the concept ‘blended value’, in which firms seek simultaneously to pursue 
profit and social and environmental objectives. “The turning point in the debate about the 
emerging role and responsibility of business in society is Stuart Hart’s book Capitalism at 
the Crossroads (2005)”, wrote the late C.K. Prahalad, with whom Hart published his 2002 
article ‘The Fortune at the Bottom of the Pyramid’. Hart’s book stimulated many scholars 
in the strategy field to reconsider the concepts of value and capitalism.

Yet, it was Michael Porter who guided the issue into the mainstream strategy field. 
Together with Mark Kramer, he published the 2011 Harvard Business Review article 
‘Creating Shared Value: How to reinvent capitalism and unleash a wave of innovation 
and growth’ (Reading 3.3). The article has become highly influential in the strategy 
field, the corporate world and public management. The authors of this article argue that 
profits involving a social purpose represent a higher form of capitalism, one that creates 
a positive cycle of company and community prosperity. Consequently, the purpose of 
the organization must be redefined as shared value, not just the old-fashioned capitalists’ 
purpose of profit. Shared value is defined as “policies and operating practices that enhance 
the competitiveness of a company while simultaneously advancing the economic and 
social conditions in the communities in which it operates”. Shared value-creating focuses 
on “identifying and expanding the connections between societal and economic progress”. 
Porter and Kramer claim to reinvent capitalism by combining economic profitability and 
societal responsibility, which will drive the next wave of innovation and productivity 
growth in the global economy. Reinvented capitalism consists of three elements. The 
first element is the need to create market ecosystems, especially when selling to the 
poorest in developing countries. This may require firms to make partnerships with NGOs 
and governments. The second element is expanding their value chains to include such 
unconventional partners. And the third element is creating new industrial clusters.
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The social responsibility of business is to 
increase its profits
By Milton Friedman1

It must be noted that the authors had explored the idea of shared value five years earlier 
in a 2006 Harvard Business Review article, ‘Strategy and Society: The link between 
competitive advantage and corporate social responsibility’. When considering the timing 
of both articles and their relative success, it may be argued that the idea behind shared 
value was in need of a good crisis.

READING

3.1

1Source: Milton Friedman. ‘The social responsibility of business is to increase its profits’ from The New York Times Magazine, 30 September  
1970. © 1970 The New York Times. All rights reserved. Used by permission and protected by the Copyright Laws of the United States. The 
printing, copying, redistribution, or retransmission of this content without express written permission is prohibited. www.nytimes.com.

W hen I hear businessmen speak eloquently about 
the “social responsibilities of business in a free-

enterprise system,” I am reminded of the wonderful line 
about the Frenchman who discovered at the age of 70 that 
he had been speaking prose all his life. The businessmen 
believe that they are defending free enterprise when 
they declaim that business is not concerned “merely” 
with profit but also with promoting desirable “social” 
ends; that business has a “social conscience” and 
takes seriously its responsibilities for providing 
employment, eliminating discrimination, avoiding 
pollution and whatever else may be the catchwords 
of the contemporary crop of reformers. In fact they 
are – or would be if they or anyone else took them 
seriously – preaching pure and unadulterated socialism. 
Businessmen who talk this way are unwitting puppets 
of the intellectual forces that have been undermining the 
basis of a free society these past decades.

The discussions of the “social responsibilities of 
business” are notable for their analytical looseness 
and lack of rigour. What does it mean to say that 
“business” has responsibilities? Only people can have 
responsibilities. A corporation is an artificial person 
and in this sense may have artificial responsibilities, 
but “business” as a whole cannot be said to have 
responsibilities, even in this vague sense. The first step 
toward clarity in examining the doctrine of the social 
responsibility of business is to ask precisely what it 
implies for whom.

Presumably, the individuals who are to be 
responsible are businessmen, which means individual 
proprietors or corporate executives. Most of the 
discussion of social responsibility is directed at 
corporations, so in what follows I shall mostly neglect 
the individual proprietors and speak of corporate 
executives.

In a free-enterprise, private-property system, a 
corporate executive is an employee of the owners 
of the business. He has direct responsibility to his 
employers. That responsibility is to conduct the 
business in accordance with their desires, which 
generally will be to make as much money as possible 
while conforming to the basic rules of the society, both 
those embodied in law and those embodied in ethical 
custom. Of course, in some cases his employers may 
have a different objective. A group of persons might 
establish a corporation for an eleemosynary purpose 
– for example, a hospital or a school. The manager of 
such a corporation will not have money profit as his 
objective but the rendering of certain services.

In either case, the key point is that, in his capacity 
as a corporate executive, the manager is the agent of 
the individuals who own the corporation or establish 
the eleemosynary institution, and his primary 
responsibility is to them.

Needless to say, this does not mean that it is easy 
to judge how well he is performing his task. But at 
least the criterion of performance is straightforward, 
and the persons among whom a voluntary contractual 
arrangement exists are clearly defined.

Of course, the corporate executive is also a person 
in his own right. As a person, he may have many 
other responsibilities that he recognizes or assumes 
voluntarily – to his family, his conscience, his feelings 
of charity, his church, his clubs, his city, his country. 
He may feel impelled by these responsibilities to 
devote part of his income to causes he regards as 
worthy, to refuse to work for particular corporations, 
even to leave his job, for example, to join his country’s 
armed forces. If we wish, we may refer to some of 
these responsibilities as “social responsibilities.” 
But in these respects he is acting as a principal, not 
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an agent; he is spending his own money or time or 
energy, not the money of his employers or the time or 
energy he has contracted to devote to their purposes. If 
these are “social responsibilities,” they are the social 
responsibilities of individuals, not of business.

What does it mean to say that the corporate 
executive has a “social responsibility” in his capacity 
as businessman? If this statement is not pure rhetoric, it 
must mean that he is to act in some way that is not in 
the interest of his employers. For example, that he is to 
refrain from increasing the price of the product in order to 
contribute to the social objective of preventing inflation, 
even though a price increase would be in the best interests 
of the corporation. Or that he is to make expenditures on 
reducing pollution beyond the amount that is in the best 
interests of the corporation or that is required by law in 
order to contribute to the social objective of improving 
the environment. Or that, at the expense of corporate 
profits, he is to hire “hardcore” unemployed instead of 
better qualified available workmen to contribute to the 
social objective of reducing poverty.

In each of these cases, the corporate executive 
would be spending someone else’s money for a general 
social interest. Insofar as his actions in accord with his 
“social responsibility” reduce returns to stockholders, 
he is spending their money. Insofar as his actions raise 
the price to customers, he is spending the customers’ 
money. Insofar as his actions lower the wages of some 
employees, he is spending their money.

The stockholders or the customers or the employees 
could separately spend their own money on the 
particular action if they wished to do so. The executive 
is exercising a distinct “social responsibility,” rather 
than serving as an agent of the stockholders or the 
customers or the employees, only if he spends the 
money in a different way than they would have spent it.

But if he does this, he is in effect imposing taxes, on 
the one hand, and deciding how the tax proceeds shall 
be spent, on the other.

This process raises political questions on two levels: 
principle and consequences. On the level of political 
principle, the imposition of taxes and the expenditure 
of tax proceeds are governmental functions. We have 
established elaborate constitutional, parliamentary and 
judicial provisions to control these functions, to assure 
that taxes are imposed so far as possible in accordance 
with the preferences and desires of the public – after all, 
“taxation without representation” was one of the battle 
cries of the American Revolution. We have a system of 
checks and balances to separate the legislative function 
of imposing taxes and enacting expenditures from the 
executive function of collecting taxes and administering 

expenditure programmes and from the judicial function 
of mediating disputes and interpreting the law.

Here the businessman – self-selected or appointed 
directly or indirectly by stockholders – is to be 
simultaneously legislator, executive and jurist. He is to 
decide whom to tax, by how much and for what purpose, 
and he is to spend the proceeds – all this guided only by 
general exhortations from on high to restrain inflation, 
improve the environment, fight poverty and so on and on.

The whole justification for permitting the corporate 
executive to be selected by the stockholders is that 
the executive is an agent serving the interests of his 
principal. This justification disappears when the 
corporate executive imposes taxes and spends the 
proceeds for “social” purposes. He becomes in effect 
a public employee, a civil servant, even though he 
remains in name an employee of a private enterprise. 
On grounds of political principle, it is intolerable 
that such civil servants – insofar as their actions in 
the name of social responsibility are real and not just 
window-dressing – should be selected as they are 
now. If they are to be civil servants, then they must 
be elected through a political process. If they are to 
impose taxes and make expenditures to foster “social” 
objectives, then political machinery must be set up to 
make the assessment of taxes and to determine through 
a political process the objectives to be served.

This is the basic reason why the doctrine of 
“social responsibility” involves the acceptance of the 
socialist view that political mechanisms, not market 
mechanisms, are the appropriate way to determine the 
allocation of scarce resources to alternative uses.

On the grounds of consequences, can the corporate 
executive in fact discharge his alleged “social 
responsibilities”? On the other hand, suppose he could 
get away with spending the stockholders’ or customers’ 
or employees’ money. How is he to know how to 
spend it? He is told that he must contribute to fighting 
inflation. How is he to know what action of his will 
contribute to that end? He is presumably an expert in 
running his company – in producing a product or selling 
it or financing it. But nothing about his selection makes 
him an expert on inflation. Will his holding down the 
price of his product reduce inflationary pressure? Or, 
by leaving more spending power in the hands of his 
customers, simply divert it elsewhere? Or, by forcing 
him to produce less because of the lower price, will 
it simply contribute to shortages? Even if he could 
answer these questions, how much cost is he justified in 
imposing on his stockholders, customers and employees 
for this social purpose? What is his appropriate share 
and what is the appropriate share of others?
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And, whether he wants to or not, can he get away 
with spending his stockholders’, customers’ or 
employees’ money? Will not the stockholders fire him 
(either the present ones or those who take over when 
his actions in the name of social responsibility have 
reduced the corporation’s profits and the price of its 
stock)? His customers and his employees can desert 
him for other producers and employers less scrupulous 
in exercising their social responsibilities.

This facet of “social responsibility” doctrine is 
brought into sharp relief when the doctrine is used to 
justify wage restraint by trade unions. The conflict of 
interest is naked and clear when union officials are 
asked to subordinate the interest of their members to 
some more general purpose. If the union officials try to 
enforce wage restraint, the consequence is likely to be 
wildcat strikes, rank-and-file revolts and the emergence 
of strong competitors for their jobs. We thus have the 
ironic phenomenon that union leaders – at least in the 
US – have objected to Government interference with 
the market far more consistently and courageously 
than have business leaders.

The difficulty of exercising “social responsibility” 
illustrates, of course, the great virtue of private competitive 
enterprise – it forces people to be responsible for their 
own actions and makes it difficult for them to “exploit” 
other people for either selfish or unselfish purposes. They 
can do good – but only at their own expense.

Many a reader who has followed the argument 
this far may be tempted to remonstrate that it is all 
well and good to speak of Government’s having 
the responsibility to impose taxes and determine 
expenditures for such “social” purposes as controlling 
pollution or training the hard-core unemployed, but 
that the problems are too urgent to wait on the slow 
course of political processes, that the exercise of social 
responsibility by businessmen is a quicker and surer 
way to solve pressing current problems.

Aside from the question of fact – I share Adam 
Smith’s skepticism about the benefits that can be 
expected from “those who affected to trade for the 
public good” – this argument must be rejected on 
grounds of principle. What it amounts to is an assertion 
that those who favour the taxes and expenditures in 
question have failed to persuade a majority of their 
fellow citizens to be of like mind and that they are 
seeking to attain by undemocratic procedures what 
they cannot attain by democratic procedures. In a 
free society, it is hard for “evil” people to do “evil,” 
especially since one man’s good is another’s evil.

I have, for simplicity, concentrated on the special 
case of the corporate executive, except only for the 
brief digression on trade unions. But precisely the same 

argument applies to the newer phenomenon of calling 
upon stockholders to require corporations to exercise 
social responsibility. In most of these cases, what is 
in effect involved is some stockholders trying to get 
other stockholders (or customers or employees) to 
contribute against their will to “social” causes favoured 
by the activists. Insofar as they succeed, they are again 
imposing taxes and spending the proceeds.

The situation of the individual proprietor is 
somewhat different. If he acts to reduce the returns 
of his enterprise in order to exercise his “social 
responsibility,” he is spending his own money, not 
someone else’s. If he wishes to spend his money 
on such purposes, that is his right, and I cannot see 
that there is any objection to his doing so. In the 
process, he, too, may impose costs on employees and 
customers. However, because he is far less likely than a 
large corporation or union to have monopolistic power, 
any such side effects will tend to be minor.

Of course, in practice the doctrine of social 
responsibility is frequently a cloak for actions that are 
justified on other grounds rather than a reason for those 
actions.

To illustrate, it may well be in the long run interest 
of a corporation that is a major employer in a small 
community to devote resources to providing amenities 
to that community or to improving its government. That 
may make it easier to attract desirable employees, it 
may reduce the wage bill or lessen losses from pilferage 
and sabotage or have other worthwhile effects. Or it 
may be that, given the laws about the deductibility of 
corporate charitable contributions, the stockholders can 
contribute more to charities they favour by having the 
corporation make the gift than by doing it themselves, 
since they can in that way contribute an amount that 
would otherwise have been paid as corporate taxes.

In each of these – and many similar – cases, there 
is a strong temptation to rationalize these actions as 
an exercise of “social responsibility.” In the present 
climate of opinion, with its widespread aversion to 
“capitalism,” “profits,” the “soulless corporation” and 
so on, this is one way for a corporation to generate 
goodwill as a by-product of expenditures that are 
entirely justified in its own self-interest.

It would be inconsistent of me to call on corporate 
executives to refrain from this hypocritical window-
dressing because it harms the foundations of a free 
society. That would be to call on them to exercise a 
“social responsibility”! If our institutions, and the 
attitudes of the public make it in their self-interest to 
cloak their actions in this way, I cannot summon much 
indignation to denounce them. At the same time, I can 
express admiration for those individual proprietors or 
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owners of closely held corporations, or stockholders 
of more broadly held corporations, who disdain such 
tactics as approaching fraud.

Whether blameworthy or not, the use of the cloak 
of social responsibility, and the nonsense spoken in its 
name by influential and prestigious businessmen, does 
clearly harm the foundations of a free society. I have 
been impressed time and again by the schizophrenic 
character of many businessmen. They are capable 
of being extremely farsighted and clearheaded in 
matters that are internal to their businesses. They are 
incredibly shortsighted and muddleheaded in matters 
that are outside their businesses but affect the possible 
survival of business in general. This shortsightedness 
is strikingly exemplified in the calls from many 
businessmen for wage and price guidelines or controls 
or income policies. There is nothing that could do more 
in a brief period to destroy a market system and replace 
it by a centrally controlled system than effective 
governmental control of prices and wages.

The shortsightedness is also exemplified in speeches by 
businessmen on social responsibility. This may gain them 
kudos in the short run. But it helps to strengthen the already 
too prevalent view that the pursuit of profits is wicked and 
immoral and must be curbed and controlled by external 
forces. Once this view is adopted, the external forces 
that curb the market will not be the social consciences, 
however highly developed, of the pontificating executives; 
it will be the iron fist of Government bureaucrats. Here, as 
with price and wage controls, businessmen seem to me to 
reveal a suicidal impulse.

The political principle that underlies the market 
mechanism is unanimity. In an ideal free market 

resting on private property, no individual can coerce 
any other, all cooperation is voluntary, all parties to 
such cooperation benefit or they need not participate. 
There are no values, no “social” responsibilities in any 
sense other than the shared values and responsibilities 
of individuals. Society is a collection of individuals 
and of the various groups they voluntarily form.

The political principle that underlies the political 
mechanism is conformity. The individual must serve 
a more general social interest – whether that be 
determined by a church or a dictator or a majority. 
The individual may have a vote and say in what is to 
be done, but if he is overruled, he must conform. It is 
appropriate for some to require others to contribute to 
a general social purpose whether they wish to or not.

Unfortunately, unanimity is not always feasible. 
There are some respects in which conformity appears 
unavoidable, so I do not see how one can avoid the use 
of the political mechanism altogether.

But the doctrine of “social responsibility” taken 
seriously would extend the scope of the political 
mechanism to every human activity. It does not differ 
in philosophy from the most explicitly collectivist 
doctrine. It differs only by professing to believe that 
collectivist ends can be attained without collectivist 
means. That is why, in my book Capitalism and 
Freedom, I have called it a “fundamentally subversive 
doctrine” in a free society, and have said that in such a 
society, “there is one and only one social responsibility 
of business – to use its resources and engage in activities 
designed to increase its profits so long as it stays within 
the rules of the game, which is to say, engages in open 
and free competition without deception or fraud.”

Stockholders and stakeholders: A new 
perspective on corporate governance
By Edward Freeman and David Reed1

1Source: © 1983, by the Regents of the University of California. Reprinted from California Management Review, Vol. 25, No. 3. By permission 
of the Regents permission conveyed through Copyright Clearance Center, Inc.

M anagement thought has changed dramatically 
in recent years. There have been, and are now 

underway, both conceptual and practical revolutions 
in the ways that management theorists and managers 
think about organizational life. The purpose of this 
article is to understand the implications of one of 
these shifts in world view; namely, the shift from 
‘stockholder’ to ‘stakeholder’.

The stakeholder concept

It has long been gospel that corporations have 
obligations to stockholders, holders of the firm’s equity 
that are sacrosanct and inviolable. Corporate action 
or inaction is to be driven by attention to the needs of 
its stockholders, usually thought to be measured by 
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stock price, earnings per share, or some other financial 
measure. It has been argued that the proper relationship 
of management to its stockholders is similar to that 
of the fiduciary to the cestui que trustent, whereby 
the interests of the stockholders should be dutifully 
cared for by management. Thus, any action taken by 
management must ultimately be justified by whether or 
not it furthers the interests of the corporation and its 
stockholders.

There is also a long tradition of departure from 
the view that stockholders have a privileged place in 
the business enterprise. Berle and Means (1932) were 
worried about the ‘degree of prominence entitling 
(the corporation) to be dealt with as a major social 
institution’. Chester Barnard argued that the purpose 
of the corporation was to serve society, and that the 
function of the executive was to instill this sense of 
moral purpose in the corporation’s employees (Barnard, 
1938). Public relations and corporate social action have 
a history too long to be catalogued here. However, a 
recent development calls for a more far-reaching 
change in the way that we look at corporate life, and 
that is the good currency of the idea of ‘stakeholders’.

The stakeholder notion is indeed a deceptively 
simple one. It says that there are other groups to 
whom the corporation is responsible in addition to 
stockholders: those groups who have a stake in the 
actions of the corporation. The word stakeholder, coined 
in an internal memorandum at the Stanford Research 
Institute in 1963, refers to ‘those groups without whose 
support the organization would cease to exist’. The 
list of stakeholders originally included shareowners, 
employees, customers, suppliers, lenders and society. 
Stemming from the work of Igor Ansoff and Robert 
Stewart (in the planning department at Lockheed) and, 
later, Marion Doscher and Stewart (at SRI), stakeholder 
analysis served and continues to serve an important 
function in the SRI corporate planning process.

From the original work at SRI, the historical trail 
diverges in a number of directions. In his now classic 
Corporate Strategy: An Analytic Approach to Business 
Policy for Growth and Expansion, Igor Ansoff (1965) 
makes limited use of the theory:

While as we shall see later, ‘responsibilities’ and 
‘objectives’ are not synonymous, they have been 
made one in a ‘stakeholder theory’ of objectives. 
This theory maintains that the objectives of 
the firm should be derived by balancing the 
conflicting claims of the various ‘stakeholders’ 
in the firm: managers, workers, stockholders, 
suppliers, vendors.

Ansoff goes on to reject the stakeholder theory in 
favour of a view which separates objectives into 
‘economic’ and ‘social’ with the latter being a 
‘secondary modifying and constraining influence’ on 
the former.

In the mid-1970s, researchers in systems theory, led 
by Russell Ackoff (1974) ‘rediscovered’ stakeholder 
analysis, or at least took Ansoff’s admonition more 
seriously. Propounding essentially an open systems 
view of organizations, Ackoff argues that many social 
problems can be solved by the redesign of fundamental 
institutions with the support and interaction of 
stakeholders in the system.

A second trail from Ansoff’s original reference is 
the work of William Dill, who in concert with Ackoff, 
sought to move the stakeholder concept from the 
periphery of corporate planning to a central place. In 
1975 Dill argued:

For a long time, we have assumed that the views 
and the initiative of stakeholders could be dealt 
with as externalities to the strategic planning 
and management process: as data to help 
management shape decisions, or as legal and 
social constraints to limit them. We have been 
reluctant, though, to admit the idea that some of 
these outside stakeholders might seek and earn 
active roles with management to make decisions. 
The move today is from stakeholder influence 
towards stakeholder participation.

Dill went on to set out a role for strategic managers as 
communicators with stakeholders and considered the 
role of adversary groups such as Nader’s Raiders in the 
strategic process. For the most part, until Dill’s paper, 
stakeholders had been assumed to be non-adversarial, 
or adversarial only in the sense of labour-management 
relations. By broadening the notion of stakeholder 
to ‘people outside … who have ideas about what the 
economic and social performance of the enterprise should 
include’, Dill set the stage for the use of the stakeholder 
concept as an umbrella for strategic management.

A related development is primarily responsible 
for giving the stakeholder concept a boost; namely, 
the increase in concern with the social involvement 
of business. The corporate social responsibility 
movement is too diverse and has spawned too many 
ideas, concepts and techniques to explain here. Suffice 
it to say that the social movements of the sixties 
and seventies – civil rights, the antiwar movement, 
consumerism, environmentalism and women’s rights 
– served as a catalyst for rethinking the role of the 
business enterprise in society. From Milton Friedman 
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to John Kenneth Galbraith, there is a diversity of 
arguments. However, one aspect of the corporate 
social responsibility debate is particularly relevant to 
understanding the good currency of the stakeholder 
concept.

In the early 1970s the Harvard Business School 
undertook a project on corporate social responsibility. 
The output of the project was voluminous, and of 
particular importance was the development of a 
pragmatic model of social responsibility called ‘the 
corporate social responsiveness model’ (Ackerman 
and Bauer, 1976). It essentially addressed Dill’s 
question with respect to social issues: ‘How can the 
corporation respond proactively to the increased 
pressure for positive social change?’ By concentrating 
on responsiveness instead of responsibility, the 
Harvard researchers were able to link the analysis of 
social issues with the traditional areas of strategy and 
organization.

By the late 1970s the need for strategic management 
processes to take account of non-traditional business 
problems in terms of government, special interest 
groups, trade associations, foreign competitors, 
dissident shareholders, and complex issues such as 
employee rights, equal opportunity, environmental 
pollution, consumer rights, tariffs, government 
regulation and reindustrialization had become obvious. 
To begin to develop these processes, The Wharton 
School began, in 1977 in its Applied Research Center, 
a ‘stakeholder project’. The objectives of the project 
were to put together a number of strands of thought 
and to develop a theory of management which enabled 
executives to formulate and implement corporate 
strategy in turbulent environments. Thus, an action 
research model was used whereby stakeholder theory 
was generated by actual cases.

To date the project has explored the implications 
of the stakeholder concept on three levels: as a 
management theory; as a process for practitioners 
to use in strategic management; and as an analytical 
framework.

At the theoretical level the implications of 
substituting stakeholder for stockholder needs to be 
explicated. The first problem at this level is the actual 
definition of stakeholder. SRI’s original definition is 
too general and too exclusive to serve as a means of 
identifying those external groups who are strategically 
important. The concentration on generic stakeholders, 
such as society and customers, rather than specific 
social interest groups and specific customer segments 
produces an analysis which can only be used as a 
background for the planning process. Strategically 

useful information about the actions, objectives and 
motivations of specific groups, which is needed 
if management is to be responsive to stakeholder 
concerns, requires a more specific and inclusive 
definition.

We propose two definitions of stakeholder: a wide 
sense, which includes groups who are friendly or 
hostile, and a narrow sense, which captures the essence 
of the SRI definition, but is more specific.

 ■ The wide sense of stakeholder. Any identifiable 
group or individual who can affect the achievement 
of an organization’s objectives or who is affected 
by the achievement of an organization’s objectives. 
(Public interest groups, protest groups, government 
agencies, trade associations, competitors, unions, 
as well as employees, customer segments, 
shareowners and others are stakeholders, in this 
sense.)

 ■ The narrow sense of stakeholder. Any identifiable 
group or individual on which the organization is 
dependent for its continued survival. (Employees, 
customer segments,  certain suppliers,  key 
government agencies, shareowners, certain financial 
institutions, as well as others are all stakeholders in 
the narrow sense of the term.)

While executives are willing to recognize that 
employees, suppliers and customers have a stake in 
the corporation, many resist the inclusion of adversary 
groups. But from the standpoint of corporate strategy, 
stakeholder must be understood in the wide sense: 
strategies need to account for those groups who can 
affect the achievement of the firm’s objectives. Some 
may feel happier with other words, such as influencers, 
claimants, publics, or constituencies. Semantics 
aside, if corporations are to formulate and implement 
strategies in turbulent environments, theories of 
strategy must have concepts, such as the wide sense 
of stakeholder, which allow the analysis of all external 
forces and pressures whether they are friendly or 
hostile. In what follows we will use stakeholder in the 
wide sense, as our primary objective is to elucidate the 
questions of corporate governance from the perspective 
of strategic management.

A second issue at the theoretical level is the 
generation of prescriptive propositions which explain 
actual cases and articulate regulative principles for 
future use. Thus, a post hoc analysis of the brewing 
industry and the problem of beverage container 
legislation, combined with a similar analysis of the 
regulatory environments of public utilities have 
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led to some simple propositions which serve as a 
philosophical guideline for strategy formulation. For 
example:

 ■ Generalize the marketing approach: understand the 
needs of each stakeholder, in a similar fashion to 
understanding customer needs, and design products, 
services and programmes to fulfil those needs.

 ■ Establish negotiation processes: understand the 
political nature of a number of stakeholders, and 
the applicability of concepts and techniques of 
political science, such as coalition analysis, conflict 
management, and the use and abuse of unilateral action.

 ■ Establish a decision philosophy that is oriented 
towards seizing the initiative rather than reacting to 
events as they occur.

 ■ Allocate organizational resources based on 
the degree of importance of the environmental 
turbulence (the stakeholders’ claims).

Other prescriptive propositions can be put forth, 
especially with respect to issues of corporate governance. 
One proposition that has been discussed is to ‘involve 
stakeholder groups in strategic decisions’, or ‘invite 
stakeholders to participate in governance decisions’. 
While propositions like this may have substantial 
merit, we have not examined enough cases nor 
marshalled enough evidence to support them in an 
unqualified manner. There are cases where participation 
is appropriate. Some public utilities have been quite 
successful in the use of stakeholder advisory groups in 
matters of rate setting. However, given the breadth of our 
concept of stakeholder we believe that cooptation through 
participation is not always the correct strategic decision.

The second level of analysis is the use of 
stakeholder concepts in strategy formulation processes. 
Two processes have been used so far: the Stakeholder 
Strategy Process and the Stakeholder Audit Process. 
The Stakeholder Strategy Process is a systematic 
method for analysing the relative importance of 
stakeholders and their cooperative potential (how 
they can help the corporation achieve its objectives) 
and their competitive threat (how they can prevent 
the corporation from achieving its objectives). 
The process is one which relies on a behavioural 
analysis (both actual and potential) for input, and 
an explanatory model of stakeholder objectives and 
resultant strategic shifts for output. The Stakeholder 
Audit Process is a systematic method for identifying 
stakeholders and assessing the effectiveness of current 
organizational strategies. By itself, each process has 
a use in the strategic management of an organization. 

Each analyses the stakeholder environment from the 
standpoint of organizational mission and objectives and 
seeks to formulate strategies for meeting stakeholder 
needs and concerns.

The use of the stakeholder concept at the analytical 
level means thinking in terms which are broader than 
current strategic and operational problems. It implies 
looking at public policy questions in stakeholder terms 
and trying to understand how the relationships between 
an organization and its stakeholders would change 
given the implementation of certain policies.

One analytical device depicts an organization’s 
stakeholders on a two-dimensional grid map. The first 
dimension is one of ‘interest’ or ‘stake’ and ranges from 
an equity interest to an economic interest or marketplace 
stake, to an interest or stake as a ‘kibitzer’ or influencer. 
Shareowners have an equity stake; customers and 
suppliers have an economic stake; and single-issue 
groups have an influencer stake. The second dimension 
of a stakeholder is its power, which ranges from the 
formalistic or voting power of stockholders to the 
economic power of customers, to the political power of 
special interest groups. By economic power we mean 
‘the ability to influence due to marketplace decisions’ 
and by political power we mean ‘the ability to influence 
due to use of the political process’.

Figure 3.2.1 represents this stakeholder grid 
graphically. It is of course possible that a stakeholder 
has more than one kind of both stake and power, 
especially in light of the fact that there are stakeholders 
who have multiple roles. An employee may be at once 
shareholder, customer, employee and even kibitzer. 
Figure 3.2.1 represents the prevailing world view. 
That is, shareholders and directors have formal or 
voting power; customers, suppliers and employees 
have economic power; and government and special 
interest groups have political power. Moreover, 
management concepts and principles have evolved 
to treat this ‘diagonal case.’ Managers learn how to 
handle stockholders and boards via their ability to vote 
on certain key decisions, and conflicts are resolved by 
the procedures and processes written into the corporate 
charter or by methods which involve formal legal 
parameters. Strategic planners, marketers, financial 
analysts and operations executives base their decisions 
on marketplace variables, and an entire tradition of 
management principles is based on the economic 
analysis of the marketplace. Finally, public relations 
and public affairs managers and lobbyists learn to 
deal in the political arena. As long as the real world 
approximately fits into the diagonal, management 
processes may be able to deal effectively with them.
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A more thoughtful examination, however, reveals 
that Figure 3.2.1 is either a straw man or that shifts 
of position have occurred. In the auto industry, 
for instance, one part of government has acquired 
economic power in terms of the imposition of import 
quotas or the trigger price mechanism. The Securities 
and Exchange Commission might be looked at as a 
kibitzer with formal power in terms of disclosure and 
accounting rules. Outside directors do not necessarily 
have an equity stake, especially those women, 
minorities and academics who are becoming more 
and more normal for the boards of large corporations. 
Some kibitzer groups are buying stock and acquiring an 
equity stake, and while they also acquire formal power, 
their main source of power is still political. Witness the 
marshalling of the political process by church groups in 

bringing up, at annual meetings, issues such as selling 
infant formula in the Third World or investing in South 
Africa. Unions are using their political power as well 
as their formal clout as managers of large portions of 
pension funds to influence the company. Customers are 
being organized by consumer advocates to exercise the 
voice option and to politicize the marketplace. In short, 
the real world looks more like Figure 3.2.2. (Of course, 
each organization will have its own individual grid.) 
Thus, a search for alternative applications of traditional 
management processes must begin, and new concepts 
and techniques are needed to understand the shifts that 
have occurred and to manage in the new environment.

There is a need to develop new and innovative 
management processes to deal with the current and future 
complexities of management issues. At the theoretical 
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level, stakeholder analysis has been developed to enrich 
the economic approach to corporate strategy by arguing 
that kibitzers with political power must be included in 
the strategy process. At the strategic level, stakeholder 
analysis takes a number of groups into account and 
analyses their strategic impact on the corporation.

Stakeholder analysis and 
 corporate democracy

The debate on corporate governance and, in particular, 
corporate democracy has recently intensified. Proposals 
have been put forth to make the corporation more 
democratic, to encourage shareholder participation 
and management responsiveness to shareholder 
needs, and to make corporations more responsive to 
other stakeholder needs and, hence, to encourage the 
participation of stakeholders in the governance process. 
Reforms from cumulative voting to audit committees 
have been suggested.

Corporate democracy has come to have at least three 
meanings over the years, which prescribe that corporations 
should be made more democratic: by increasing the role 
of government, either as a watchdog or by having public 
officials on boards of directors; by allowing citizen or 
public participation in the managing of its affairs via 
public interest directors and the like; or by encouraging 
or mandating the active participation of all or many of its 
shareholders. The analysis of the preceding section has 
implications for each of these levels of democratization.

The propositions of stakeholder analysis advocate 
a thorough understanding of a firm’s stakeholders (in 
the wide sense) and recognize that there are times when 
stakeholders must participate in the decision-making 
process. The strategic tools and techniques of stakeholder 
analysis yield a method for determining the timing and 
degree of such participation. At the absolute minimum 
this implies that boards of directors must be aware of the 
impact of their decisions on key stakeholder groups. As 
stakeholders have begun to exercise more political power 
and as marketplace decisions become politicized, the need 
for awareness to grow into responsiveness has become 
apparent. Thus, the analytical model can be used by boards 
to map carefully the power and stake of each group. While 
it is not the proper role of the board to be involved in the 
implementation of tactical programmes at the operational 

level of the corporation, it must set the tone for how 
the company deals with stakeholders, both traditional 
marketplace ones and those who have political power. 
The board must decide not only whether management is 
managing the affairs of the corporation, but indeed, what 
are to count as the affairs of the corporation. This involves 
assessing the stake and power of each stakeholder group.

Much has been written about the failure of senior 
management to think strategically, competitively 
and globally. Some have argued that American 
businesspersons are ‘managing [their] way to economic 
decline’ (Hayes and Abernathy, 1980). Executives have 
countered the critics with complaints about the increase 
in the adversarial role of government and in the number 
of hostile external interest groups. Yet if the criteria for 
success for senior executives remain fixated on economic 
stakeholders with economic power and on short-term 
performance on Wall Street, the rise of such a turbulent 
political environment in a free and open society should 
come as no surprise. If the board sees itself as responsive 
only to the shareholder in the short term, senior 
management will continue to manage towards economic 
decline.2 We have argued that the problem of governing 
the corporation in today’s world must be viewed in terms 
of the entire grid of stakeholders and their power base. It 
is only by setting the direction for positive response and 
negotiation at the board level that the adversarial nature of 
the business-government relationship can be overcome.

If this task of stakeholder management is done 
properly, much of the air is let out of critics who argue 
that the corporation must be democratized in terms 
of increased direct citizen participation. Issues which 
involve both economic and political stakes and power 
bases must be addressed in an integrated fashion. No 
longer can public affairs, public relations and corporate 
philanthropy serve as adequate management tools. The 
sophistication of interest groups who are beginning to 
use formal power mechanisms, such as proxy fights, 
annual meetings, and the corporate charter, to focus the 
attention of management on the affairs of the corporation, 
has increased. Responsive boards will seize these 
opportunities to learn more about those stakeholders 
who have chosen the option of voice over the Wall Street 
Rule. As boards direct management to respond to these 
concerns, to negotiate with critics, to trade off certain 
policies in return for positive support, the pressure for 
mandated citizen participation will subside.

2It is arguable whether responsiveness to non-market stakeholders is in the long-term interest of the corporation. We believe that there is no 
need to appeal to utilitarian notions of greatest social good or altruism or social responsibility. Rather, the corporation fulfils its obligations 
to shareholders in the long term only through proper stakeholder management. In short we believe that enlightened self-interest gives both 
reasons why (personal motivation) and reasons for (social justification) taking stakeholder concerns into account. The development of this 
argument is, however, beyond our present scope.
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Creating shared value: How to reinvent 
capitalism and unleash a wave of innovation 
and growth
By Michael E. Porter and Mark R. Kramer1

1Source: Reprinted by permission of Harvard Business Review. From ‘Creating shared value: How to reinvent capitalism and unleash a wave 
of innovation and growth’ by Michael E. Porter and Mark A. Kramer,  January 2011. Copyright © 2011 by the Harvard Business School 
Publishing Corporation; all rights reserved.

The capitalist system is under siege. In recent years 
business increasingly has been viewed as a major 

cause of social, environmental and economic problems. 
Companies are widely perceived to be prospering at 
the expense of the broader community. Even worse, 
the more business has begun to embrace corporate 
responsibility, the more it has been blamed for society’s 
failures. The legitimacy of business has fallen to levels 
not seen in recent history. This diminished trust in 
business leads political leaders to set policies that 
undermine competitiveness and sap economic growth. 
Business is caught in a vicious circle.

A big part of the problem lies with companies 
themselves, which remain trapped in an outdated 
approach to value creation that has emerged over the 
past few decades. They continue to view value creation 
narrowly, optimizing short-term financial performance 
in a bubble while missing the most important customer 
needs and ignoring the broader influences that determine 
their longer-term success. How else could companies 
overlook the well-being of their customers, the 
depletion of natural resources vital to their businesses, 
the viability of key suppliers, or the economic distress 
of the communities in which they produce and sell? 
How else could companies think that simply shifting 
activities to locations with ever lower wages was a 
sustainable “solution” to competitive challenges? 
Government and civil society have often exacerbated 
the problem by attempting to address social weaknesses 
at the expense of business. The presumed trade-offs 
between economic efficiency and social progress have 
been institutionalized in decades of policy choices.

Companies must take the lead in bringing business 
and society back together. The recognition is there 
among sophisticated business and thought leaders, and 
promising elements of a new model are emerging. Yet 
we still lack an overall framework for guiding these 
efforts, and most companies remain stuck in a “social 
responsibility” mind-set in which societal issues are at 
the periphery, not the core.

The solution lies in the principle of shared value, 
which involves creating economic value in a way that 

also creates value for society by addressing its needs 
and challenges. Businesses must reconnect company 
success with social progress. Shared value is not social 
responsibility, philanthropy, or even sustainability, but 
a new way to achieve economic success. It is not on 
the margin of what companies do but at the centre. We 
believe that it can give rise to major transformation of 
business thinking.

A growing number of companies known for their  
hard-nosed approach to business – such as GE, Google, 
IBM, Intel, Johnson & Johnson, Nestlé, Unilever and 
Wal-Mart – have already embarked on important efforts 
to create shared value by reconceiving the intersection 
between society and corporate performance. Yet our 
recognition of the transformative power of shared value 
is still in its genesis. Realizing it will require leaders and 
managers to develop new skills and knowledge – such 
as a far deeper appreciation of societal needs, a greater 
understanding of the true bases of company productivity, 
and the ability to collaborate across profit/non-profit 
boundaries. And government must learn how to regulate in 
ways that enable shared value rather than work against it.

Capitalism is an unparalleled vehicle for meeting 
human needs, improving efficiency, creating jobs 
and building wealth. But a narrow conception of 
capitalism has prevented business from harnessing 
its full potential to meet society’s broader challenges. 
The opportunities have been there all along but have 
been overlooked. Businesses acting as businesses, not 
as charitable donors, are the most powerful force for 
addressing the pressing issues we face. The moment 
for a new conception of capitalism is now; society’s 
needs are large and growing, while customers, 
employees, and a new generation of young people are 
asking business to step up.

The purpose of the corporation must be redefined 
as creating shared value, not just profit per se. This 
will drive the next wave of innovation and productivity 
growth in the global economy. It will also reshape 
capitalism and its relationship to society. Perhaps most 
important of all, learning how to create shared value is 
our best chance to legitimize business again.

READING

3.3
READING

65856_ch03_ptg01_131-178.indd   163 07/02/20   8:23 PM



164  sECTion i Strategy

Moving beyond trade-offs

Business and society have been pitted against each other 
for too long. That is in part because economists have 
legitimized the idea that to provide societal benefits, 
companies must temper their economic success. 
In neoclassical thinking, a requirement for social 
improvement – such as safety or hiring the disabled 
– imposes a constraint on the corporation. Adding a 
constraint to a firm that is already maximizing profits, 
says the theory, will inevitably raise costs and reduce those 
profits.

A related concept, with the same conclusion, is the 
notion of externalities. Externalities arise when firms 
create social costs that they do not have to bear, such as 
pollution. Thus, society must impose taxes, regulations 
and penalties so that firms “internalize” these 
externalities – a belief influencing many government 
policy decisions.

This perspective has also shaped the strategies of 
firms themselves, which have largely excluded social 
and environmental considerations from their economic 
thinking. Firms have taken the broader context 
in which they do business as a given and resisted 
regulatory standards as invariably contrary to their 
interests. Solving social problems has been ceded to 
governments and to NGOs. Corporate responsibility 
programmes – a reaction to external pressure – have 
emerged largely to improve firms’ reputations and 
are treated as a necessary expense. Anything more is 
seen by many as an irresponsible use of shareholders’ 
money. Governments, for their part, have often 
regulated in a way that makes shared value more 
difficult to achieve. Implicitly, each side has assumed 
that the other is an obstacle to pursuing its goals and 
acted accordingly.

The concept of shared value, in contrast, recognizes 
that societal needs, not just conventional economic 
needs, define markets. It also recognizes that social 
harms or weaknesses frequently create internal costs 
for firms – such as wasted energy or raw materials, 
costly accidents, and the need for remedial training 
to compensate for inadequacies in education. And 
addressing societal harms and constraints does not 
necessarily raise costs for firms, because they can 
innovate through using new technologies, operating 
methods and management approaches – and as a result, 
increase their productivity and expand their markets.

Shared value, then, is not about personal values. 
Nor is it about “sharing” the value already created by 
firms – a redistribution approach. Instead, it is about 

expanding the total pool of economic and social value. 
A good example of this difference in perspective is the 
fair trade movement in purchasing. Fair trade aims to 
increase the proportion of revenue that goes to poor 
farmers by paying them higher prices for the same 
crops. Though this may be a noble sentiment, fair trade 
is mostly about redistribution rather than expanding 
the overall amount of value created. A shared value 
perspective, instead, focuses on improving growing 
techniques and strengthening the local cluster of 
supporting suppliers and other institutions in order to 
increase farmers’ efficiency, yields, product quality 
and sustainability. This leads to a bigger pie of 
revenue and profits that benefits both farmers and the 
companies that buy from them. Early studies of cocoa 
farmers in the Côte d’Ivoire, for instance, suggest that 
while fair trade can increase farmers’ incomes by 10 
per cent to 20 per cent, shared value investments can 
raise their incomes by more than 300 per cent. Initial 
investment and time may be required to implement 
new procurement practices and develop the supporting 
cluster, but the return will be greater economic value 
and broader strategic benefits for all participants.

The roots of shared value

At a very basic level, the competitiveness of a company 
and the health of the communities around it are closely 
intertwined. A business needs a successful community, 
not only to create demand for its products but also 
to provide critical public assets and a supportive 
environment.  A community needs successful 
businesses to provide jobs and wealth creation 
opportunities for its citizens. This interdependence 
means that public policies that undermine the 
productivity and competitiveness of businesses are 
self-defeating, especially in a global economy where 
facilities and jobs can easily move elsewhere. NGOs 
and governments have not always appreciated this 
connection.

In the old, narrow view of capitalism, business 
contributes to society by making a profit, which 
supports employment, wages, purchases, investments 
and taxes. Conducting business as usual is sufficient 
social benefit. A firm is largely a self-contained entity, 
and social or community issues fall outside its proper 
scope. (This is the argument advanced persuasively by 
Milton Friedman in his critique of the whole notion of 
corporate social responsibility.)

This perspective has permeated management 
thinking for the past two decades. Firms focused on 
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The concept of shared value can be defined as 
policies and operating practices that enhance the 
competitiveness of a company while simultaneously 
advancing the economic and social conditions in 
the communities in which it operates. Shared value 
creation focuses on identifying and expanding 
the connections between societal and economic 
progress.

The concept rests on the premise that both 
economic and social progress must be addressed 
using value principles. Value is defined as benefits 
relative to costs, not just benefits alone. Value 
creation is an idea that has long been recognized 

in business, where profit is revenues earned from 
customers minus the costs incurred. However, 
businesses have rarely approached societal issues 
from a value perspective but have treated them 
as peripheral matters. This has obscured the 
connections between economic and social concerns.

In the social sector, thinking in value terms 
is even less common. Social organizations and 
government entities often see success solely in terms 
of the benefits achieved or the money expended. As 
governments and NGOs begin to think more in value 
terms, their interest in collaborating with business 
will inevitably grow.

ExHibiT 3.3.1 WHAT is “sHAREd VAlUE”?

enticing consumers to buy more and more of their 
products. Facing growing competition and shorter-
term performance pressures from shareholders, 
managers resorted to waves of restructuring, 
personnel reductions and relocation to lower-
cost regions, while leveraging balance sheets to 
return capital to investors. The results were often 
commoditization, price competition, little true 
innovation, slow organic growth, and no clear 
competitive advantage.

In this kind of competition, the communities in 
which companies operate perceive little benefit even 
as profits rise. Instead, they perceive that profits 
come at their expense, an impression that has become 
even stronger in the current economic recovery, in 
which rising earnings have done little to offset high 
unemployment, local business distress and severe 
pressures on community services.

It was not always this way. The best companies 
once took on a broad range of roles in meeting the 
needs of workers, communities and supporting 
businesses. As other social institutions appeared on 
the scene, however, these roles fell away or were 
delegated. Shortening investor time horizons began to 
narrow thinking about appropriate investments. As the 
vertically integrated firm gave way to greater reliance 
on outside vendors, outsourcing and offshoring 
weakened the connection between firms and their 
communities. As firms moved disparate activities to 
more and more locations, they often lost touch with 

any location. Indeed, many companies no longer 
recognize a home – but see themselves as “global” 
companies.

These transformations drove major progress in 
economic efficiency. However, something profoundly 
important was lost in the process, as more fundamental 
opportunities for value creation were missed. The 
scope of strategic thinking contracted.

Strategy theory holds that to be successful, a 
company must create a distinctive value proposition 
that meets the needs of a chosen set of customers. 
The firm gains competitive advantage from how it 
configures the value chain, or the set of activities 
involved in creating, producing, selling, delivering 
and supporting its products or services. For decades 
businesspeople have studied positioning and the best 
ways to design activities and integrate them. However, 
companies have overlooked opportunities to meet 
fundamental societal needs and misunderstood how 
societal harms and weaknesses affect value chains. 
Our field of vision has simply been too narrow.

In understanding the business environment, 
managers have focused most of their attention on the 
industry, or the particular business in which the firm 
competes. This is because industry structure has a 
decisive impact on a firm’s profitability. What has been 
missed, however, is the profound effect that location can 
have on productivity and innovation. Companies have 
failed to grasp the importance of the broader business 
environment surrounding their major operations.
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How shared value is created

Companies can create economic value by creating 
societal value. There are three distinct ways to do 
this: by reconceiving products and markets, redefining 
productivity in the value chain, and building supportive 
industry clusters at the company’s locations. Each of 
these is part of the virtuous circle of shared value; 
improving value in one area gives rise to opportunities 
in the others.

The concept of shared value resets the boundaries 
of capitalism. By better connecting companies’ success 
with societal improvement, it opens up many ways to 
serve new needs, gain efficiency, create differentiation 
and expand markets.

The ability to create shared value applies equally to 
advanced economies and developing countries, though 
the specific opportunities will differ. The opportunities 
will also differ markedly across industries and 
companies – but every company has them. And 
their range and scope is far broader than has been 
recognized.

Reconceiving products and 
markets

Society’s needs are huge – health, better housing, 
improved nutrition, help for the aging, greater financial 
security, less environmental damage. Arguably, they 
are the greatest unmet needs in the global economy. 
In business we have spent decades learning how to 
parse and manufacture demand while missing the 
most important demand of all. Too many companies 
have lost sight of that most basic of questions: Is our 
product good for our customers? Or for our customers’ 
customers?

In advanced economies, demand for products and 
services that meet societal needs is rapidly growing. 
Food companies that traditionally concentrated 
on taste and quantity to drive more consumption 
are refocusing on the fundamental need for better 
nutrition; Intel and IBM are both devising ways to 
help utilities harness digital intelligence in order 
to economize on power usage. Wells Fargo has 
developed a line of products and tools that help 
customers budget, manage credit, and pay down debt. 
Sales of GE’s Ecomagination products reached $18 
billion in 2009 – the size of a Fortune 150 company. 

GE now predicts that revenues of Ecomagination 
products will grow at twice the rate of total company 
revenues over the next five years.

In these and many other ways, whole new avenues 
for innovation open up and shared value is created. 
Society’s gains are even greater, because businesses 
will often be far more effective than governments and 
non-profit organizations are at marketing that motivates 
customers to embrace products and services that 
create benefits, like healthier food or environmentally 
friendly products.

Equal or greater opportunities arise from serving 
disadvantaged communities and developing countries. 
Though societal needs are even more pressing there, 
these communities have not been recognized as 
viable markets. Today attention is riveted on India, 
China and, increasingly, Brazil, which offer firms 
the prospect of reaching billions of new customers 
at the bottom of the pyramid – a notion persuasively 
articulated by C.K. Prahalad. Yet these countries 
have always had huge needs, as do many developing 
countries.

Similar opportunities await in non-traditional 
communities in advanced countries. We have learned, 
for example, that poor urban areas are America’s most 
underserved market; their substantial concentrated 
purchasing power has often been overlooked.

The societal benefits of providing appropriate 
products to lower-income and disadvantaged 
consumers can be profound, while the profits for 
companies can be substantial. For example, low-
priced cellphones that provide mobile banking 
services are helping the poor save money securely 
and transforming the ability of small farmers to 
produce and market their crops. In Kenya, Vodafone’s 
M-PESA mobile banking service signed up 10 million 
customers in three years; the funds it handles now 
represent 11 per cent of that country’s GDP. In India, 
Thomson Reuters has developed a promising monthly 
service for farmers who earn an average of $2000 a 
year. For a fee of $5 a quarter, it provides weather and 
crop-pricing information and agricultural advice. The 
service reaches an estimated 2 million farmers, and 
early research indicates that it has helped increase the 
incomes of more than 60 per cent of them – in some 
cases even tripling incomes. As capitalism begins to 
work in poorer communities, new opportunities for 
economic development and social progress increase 
exponentially.
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The concept of shared value blurs the line between 
for-profit and non-profit organizations. New kinds 
of hybrid enterprises are rapidly appearing. For 
example, WaterHealth International, a fast-growing 
for-profit, uses innovative water purification 
techniques to distribute clean water at minimal 
cost to more than one million people in rural India, 
Ghana and the Philippines. Its investors include not 
only the socially focused Acumen Fund and the 
International Finance Corporation of the World Bank 
but also Dow Chemical’s venture fund. Revolution 
Foods, a four-year-old venture capital-backed 
US start-up, provides 60,000 fresh, healthful and 
nutritious meals to students daily – and does so at 

a higher gross margin than traditional competitors. 
Waste Concern, a hybrid profit/non-profit enterprise 
started in Bangladesh 15 years ago, has built the 
capacity to convert 700 tons of trash, collected daily 
from neighbourhood slums, into organic fertilizer, 
thereby increasing crop yields and reducing CO

2
 

emissions. Seeded with capital from the Lions Club 
and the United Nations Development Programme, 
the company improves health conditions while 
earning a substantial gross margin through fertilizer 
sales and carbon credits.

The blurring of the boundary between successful 
for-profits and non-profits is one of the strong signs 
that creating shared value is possible.

ExHibiT 3.3.2 blURRing THE PRoFiT/non-PRoFiT boUndARy

There are numerous ways in which addressing 
societal concerns can yield productivity benefits to 
a firm. Consider, for example, what happens when 
a firm invests in a wellness programme. Society 

benefits because employees and their families become 
healthier, and the firm minimizes employee absences 
and lost productivity. The graphic below depicts some 
areas where the connections are strongest.

ExHibiT 3.3.3 THE ConnECTion bETWEEn CoMPETiTiVE 
AdVAnTAgE And soCiAl issUEs
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FigURE 3.3.1 The connection between competitive advantage and social issues
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For a company, the starting point for creating this 
kind of shared value is to identify all the societal 
needs, benefits and harms that are, or could be 
embodied in the firm’s products. The opportunities 
are not static; they change constantly as technology 
evolves, economies develop and societal priorities 
shift. An ongoing exploration of societal needs will 
lead companies to discover new opportunities for 
differentiation and repositioning in traditional markets, 
and to recognize the potential of new markets they 
previously overlooked.

Meeting needs in underserved markets often 
requires redesigned products or different distribution 
methods. These requirements can trigger fundamental 
innovations that also have application in traditional 
markets. Microfinance, for example, was invented to 
serve unmet financing needs in developing countries. 
Now it is growing rapidly in the United States, where it 
is filling an important gap that was unrecognized.

Redefining productivity in the 
value chain

A company’s value chain inevitably affects – and is 
affected by – numerous societal issues, such as natural 
resource and water use, health and safety, working 
conditions and equal treatment in the workplace. 
Opportunities to create shared value arise because 
societal problems can create economic costs in the 
firm’s value chain. Many so-called externalities actually 
inflict internal costs on the firm, even in the absence 
of regulation or resource taxes. Excess packaging of 
products and greenhouse gases are not just costly to the 
environment but costly to the business. Wal-Mart, for 
example, was able to address both issues by reducing 
its packaging and rerouting its trucks to cut 100 million 
miles from its delivery routes in 2009, saving $200 
million even as it shipped more products. Innovation in 
disposing of plastic used in stores has saved millions in 
lower disposal costs to landfills.

The new thinking reveals that the congruence 
between societal progress and productivity in the value 
chain is far greater than traditionally believed (see 
Exhibit 3.3.3, “The Connection Between Competitive 
Advantage and Social Issues”). The synergy increases 
when firms approach societal issues from a shared 
value perspective and invent new ways of operating 
to address them. So far, however, few companies have 
reaped the full productivity benefits in areas such 
as health, safety, environmental performance and 
employee retention and capability.

But there are unmistakable signs of change. Efforts 
to minimize pollution were once thought to inevitably 
increase business costs – and to occur only because 
of regulation and taxes. Today there is a growing 
consensus that major improvements in environmental 
performance can often be achieved with better 
technology at nominal incremental cost and can even 
yield net cost savings through enhanced resource 
utilization, process efficiency and quality.

In each of the areas in the exhibit a deeper 
understanding of productivity and a growing awareness 
of the fallacy of short-term cost reductions (which often 
actually lower productivity or make it unsustainable) 
are giving rise to new approaches. The following are 
some of the most important ways in which shared value 
thinking is transforming the value chain, which are not 
independent but often mutually reinforcing. Efforts in 
these and other areas are still works in progress, whose 
implications will be felt for years to come.

Energy use and logistics
The use of energy throughout the value chain is being 
re-examined, whether it be in processes, transportation, 
buildings, supply chains, distribution channels, or 
support services. Triggered by energy price spikes and 
a new awareness of opportunities for energy efficiency, 
this re-examination was under way even before carbon 
emissions became a global focus. The result has been 
striking improvements in energy utilization through 
better technology, recycling, cogeneration and numerous 
other practices – all of which create shared value.

We are learning that shipping is expensive, not 
just because of energy costs and emissions, but 
because it adds time, complexity, inventory costs and 
management costs. Logistical systems are beginning 
to be redesigned to reduce shipping distances, 
streamline handling, improve vehicle routing and the 
like. All of these steps create shared value. The British 
retailer Marks & Spencer’s ambitious overhaul of its 
supply chain, for example, which involves steps as 
simple as stopping the purchase of supplies from one 
hemisphere to ship to another, is expected to save the 
retailer £175 million annually by fiscal 2016, while 
hugely reducing carbon emissions. In the process of 
re-examining logistics, thinking about outsourcing and 
location will also be revised (as we will discuss below).

Resource use
Heightened environmental awareness and advances in 
technology are catalysing new approaches in areas such 
as utilization of water, raw materials and packaging, as 
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well as expanding recycling and reuse. The opportunities 
apply to all resources, not just those that have been 
identified by environmentalists. Better resource 
utilization – enabled by improving technology – will 
permeate all parts of the value chain and will spread to 
suppliers and channels. Landfills will fill more slowly.

For example, Coca-Cola has already reduced its 
worldwide water consumption by 9 per cent from 
a 2004 baseline – nearly halfway to its goal of a 20 
per cent reduction by 2012. Dow Chemical managed 
to reduce consumption of fresh water at its largest 
production site by one billion gallons – enough water 
to supply nearly 40,000 people in the US for a year 
– resulting in savings of $4 million. The demand for 
water-saving technology has allowed India’s Jain 
Irrigation, a leading global manufacturer of complete 
drip irrigation systems for water conservation, to 
achieve a 41 per cent compound annual growth rate in 
revenue over the past five years.

Procurement
The traditional playbook calls for companies to 
commoditize and exert maximum bargaining power on 
suppliers to drive down prices – even when purchasing 
from small businesses or subsistence-level farmers. 
More recently, firms have been rapidly outsourcing to 
suppliers in lower-wage locations.

Today some companies are beginning to understand 
that marginalized suppliers cannot remain productive or 
sustain, much less improve, their quality. By increasing 
access to inputs, sharing technology and providing 
financing, companies can improve supplier quality and 
productivity while ensuring access to growing volume. 
Improving productivity will often trump lower prices. As 
suppliers get stronger, their environmental impact often 
falls dramatically, which further improves their efficiency.

A good example of such new procurement 
thinking can be found at Nespresso, one of Nestlé’s 

fastest-growing divisions, which has enjoyed annual 
growth of 30 per cent since 2000. Nespresso combines 
a sophisticated espresso machine with single-cup 
aluminum capsules containing ground coffees from 
around the world. Offering quality and convenience, 
Nespresso has expanded the market for premium 
coffee.

Obtaining a reliable supply of specialized coffees is 
extremely challenging, however. Most coffees are grown 
by small farmers in impoverished rural areas of Africa 
and Latin America, who are trapped in a cycle of low 
productivity, poor quality and environmental degradation 
that limits production volume. To address these issues, 
Nestlé redesigned procurement. It worked intensively 
with its growers, providing advice on farming practices, 
guaranteeing bank loans, and helping secure inputs 
such as plant stock, pesticides and fertilizers. Nestlé 
established local facilities to measure the quality of the 
coffee at the point of purchase, which allowed it to pay 
a premium for better beans directly to the growers and 
thus improve their incentives. Greater yield per hectare 
and higher production quality increased growers’ 
incomes, and the environmental impact of farms shrank. 
Meanwhile, Nestlé’s reliable supply of good coffee grew 
significantly. Shared value was created.

Embedded in the Nestlé example is a far broader 
insight, which is the advantage of buying from capable 
local suppliers. Outsourcing to other locations and 
countries creates transaction costs and inefficiencies 
that can offset lower wage and input costs. Capable 
local suppliers help firms avoid these costs and can 
reduce cycle time, increase flexibility, foster faster 
learning and enable innovation. Buying local includes 
not only local companies but also local units of 
national or international companies. When firms buy 
locally, their suppliers can get stronger, increase their 
profits, hire more people and pay better wages – all of 
which will benefit other businesses in the community. 
Shared value is created.

Businesses are not the only players in finding 
profitable solutions to social problems. A whole 
generation of social entrepreneurs is pioneering 
new product concepts that meet social needs using 
viable business models. Because they are not locked 
into narrow traditional business thinking, social 
entrepreneurs are often well ahead of established 
corporations in discovering these opportunities. 

Social enterprises that create shared value can scale 
up far more rapidly than purely social programmes, 
which often suffer from an inability to grow and 
become self-sustaining.

Real social entrepreneurship should be measured 
by its ability to create shared value, not just social 
benefit.

ExHibiT 3.3.4 THE RolE oF soCiAl EnTREPREnEURs
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Distribution
Companies are beginning to re-examine distribution 
practices from a shared value perspective. As iTunes, 
Kindle and Google Scholar (which offers texts of 
scholarly literature online) demonstrate, profitable new 
distribution models can also dramatically reduce paper 
and plastic usage. Similarly, microfinance has created 
a cost-efficient new model of distributing financial 
services to small businesses.

Opportunities for new distribution models can be 
even greater in non-traditional markets. For example, 
Hindustan Unilever is creating a new direct-to-home 
distribution system, run by underprivileged female 
entrepreneurs, in Indian villages of fewer than 2000 
people. Unilever provides microcredit and training 
and now has more than 45,000 entrepreneurs covering 
some 100,000 villages across 15 Indian states. Project 
Shakti, as this distribution system is called, benefits 
communities not only by giving women skills that 
often double their household income, but also by 
reducing the spread of communicable diseases through 
increased access to hygiene products. This is a good 
example of how the unique ability of business to 
market to hard-to-reach consumers can benefit society 
by getting life-altering products into the hands of 
people that need them. Project Shakti now accounts 
for 5 per cent of Unilever’s total revenues in India and 
has extended the company’s reach into rural areas and 
built its brand in media-dark regions, creating major 
economic value for the company.

Employee productivity
The focus on holding down wage levels, reducing 
benefits, and offshoring is beginning to give way 
to an awareness of the positive effects that a living 
wage, safety, wellness, training and opportunities for 
advancement for employees have on productivity. 
Many companies, for example, traditionally sought 
to minimize the cost of “expensive” employee health 
care coverage or even eliminate health coverage 
altogether. Today leading companies have learned that 
because of lost workdays and diminished employee 
productivity, poor health costs them more than health 
benefits do. Take Johnson & Johnson. By helping 
employees stop smoking (a two-thirds reduction in 
the past 15 years) and implementing numerous other 
wellness programmes, the company has saved $250 
million on health care costs, a return of $2.71 for every 
dollar spent on wellness from 2002 to 2008. Moreover, 
Johnson & Johnson has benefited from a more present 

and productive workforce. If labour unions focused 
more on shared value too, these kinds of employee 
approaches would spread even faster.

Location
Business thinking has embraced the myth that location 
no longer matters, because logistics are inexpensive, 
information flows rapidly, and markets are global. The 
cheaper the location, then, the better. Concern about the 
local communities in which a company operates has faded.

That oversimplified thinking is now being 
challenged, partly by the rising costs of energy and 
carbon emissions but also by a greater recognition of 
the productivity cost of highly dispersed production 
systems and the hidden costs of distant procurement 
discussed earlier. Wal-Mart, for example, is increasingly 
sourcing produce for its food sections from local farms 
near its warehouses. It has discovered that the savings on 
transportation costs and the ability to restock in smaller 
quantities more than offset the lower prices of industrial 
farms farther away. Nestlé is establishing smaller plants 
closer to its markets and stepping up efforts to maximize 
the use of locally available materials.

The calculus of locating activities in developing 
countries is also changing. Olam International, a 
leading cashew producer, traditionally shipped its 
nuts from Africa to Asia for processing at facilities 
staffed by productive Asian workers. But by opening 
local processing plants and training workers in 
Tanzania, Mozambique, Nigeria and Côte d’Ivoire, 
Olam has cut processing and shipping costs by as 
much as 25 per cent – not to mention greatly reduced 
carbon emissions. In making this move, Olam also 
built preferred relationships with local farmers. And 
it has provided direct employment to 17,000 people 
– 95 per cent of whom are women – and indirect 
employment to an equal number of people in rural 
areas where jobs otherwise were not available.

These trends may well lead companies to remake 
their value chains by moving some activities closer to 
home and having fewer major production locations. 
Until now, many companies have thought that being 
global meant moving production to locations with the 
lowest labour costs and designing their supply chains 
to achieve the most immediate impact on expenses. 
In reality, the strongest international competitors 
will often be those that can establish deeper roots in 
important communities. Companies that can embrace 
this new locational thinking will create shared value.

As these examples illustrate, reimagining value 
chains from the perspective of shared value will offer 
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significant new ways to innovate and unlock new 
economic value that most businesses have missed.

Enabling local cluster 
development

No company is self-contained. The success of every 
company is affected by the supporting companies and 
infrastructure around it. Productivity and innovation 
are strongly influenced by “clusters,” or geographic 
concentrations of firms, related businesses, suppliers, 
service providers and logistical infrastructure in a 
particular field – such as IT in Silicon Valley, cut 
flowers in Kenya, and diamond cutting in Surat, India.

Clusters include not only businesses but institutions 
such as academic programmes, trade associations and 
standards organizations. They also draw on the broader 
public assets in the surrounding community, such as 
schools and universities, clean water, fair-competition 
laws, quality standards and market transparency.

Clusters are prominent in all successful and growing 
regional economies and play a crucial role in driving 
productivity, innovation and competitiveness. Capable 
local suppliers foster greater logistical efficiency and ease 
of collaboration, as we have discussed. Stronger local 
capabilities in such areas as training, transportation services 
and related industries also boost productivity. Without a 
supporting cluster, conversely, productivity suffers.

Deficiencies in the framework condit ions 
surrounding the cluster also create internal costs for 
firms. Poor public education imposes productivity 
and remedial-training costs. Poor transportation 
infrastructure drives up the costs of logistics. Gender 
or racial discrimination reduces the pool of capable 
employees. Poverty limits the demand for products 
and leads to environmental degradation, unhealthy 
workers and high security costs. As companies 
have increasingly become disconnected from their 
communities, however, their influence in solving these 
problems has waned even as their costs have grown.

Firms create shared value by building clusters to 
improve company productivity, while addressing gaps 
or failures in the framework conditions surrounding the 
cluster. Efforts to develop or attract capable suppliers, 
for example, enable the procurement benefits we 
discussed earlier. A focus on clusters and location has 
been all but absent in management thinking. Cluster 
thinking has also been missing in many economic 
development initiatives, which have failed because 
they involved isolated interventions and overlooked 
critical complementary investments.

A key aspect of cluster building in developing and 
developed countries alike is the formation of open and 
transparent markets. In inefficient or monopolized 
markets where workers are exploited, where suppliers 
do not receive fair prices, and where price transparency 
is lacking, productivity suffers. Enabling fair and open 
markets, which is often best done in conjunction with 
partners, can allow a company to secure reliable supplies 
and give suppliers better incentives for quality and 
efficiency while also substantially improving the incomes 
and purchasing power of local citizens. A positive cycle 
of economic and social development results.

When a firm builds clusters in its key locations, it 
also amplifies the connection between its success and 
its communities’ success. A firm’s growth has multiplier 
effects, as jobs are created in supporting industries, new 
companies are seeded and demand for ancillary services 
rises. A company’s efforts to improve framework 
conditions for the cluster spill over to other participants 
and the local economy. Workforce development 
initiatives, for example, increase the supply of skilled 
employees for many other firms as well.

At Nespresso, Nestlé also worked to build clusters, 
which made its new procurement practices far more 
effective. It set out to build agricultural, technical, 
financial and logistical firms, and capabilities in each 
coffee region to further support efficiency and high-
quality local production. Nestlé led efforts to increase 
access to essential agricultural inputs such as plant 
stock, fertilizers and irrigation equipment; strengthen 
regional farmer co-ops by helping them finance shared 
wet-milling facilities for producing higher quality 
beans; and support an extension programme to advise 
all farmers on growing techniques. It also worked in 
partnership with the Rainforest Alliance, a leading 
international NGO, to teach farmers more sustainable 
practices that make production volumes more reliable. 
In the process, Nestlé’s productivity improved.

A good example of a company working to improve 
framework conditions in its cluster is Yara, the world’s 
largest mineral fertilizer company. Yara realized that the 
lack of logistical infrastructure in many parts of Africa 
was preventing farmers from gaining efficient access 
to fertilizers and other essential agricultural inputs, 
and from transporting their crops efficiently to market. 
Yara is tackling this problem through a $60 million 
investment in a programme to improve ports and 
roads, which is designed to create agricultural growth 
corridors in Mozambique and Tanzania. The company 
is working on this initiative with local governments 
and support from the Norwegian government. In 
Mozambique alone, the corridor is expected to benefit 
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more than 200,000 small farmers and create 350,000 
new jobs. The improvements will help Yara grow its 
business but will support the whole agricultural cluster, 
creating huge multiplier effects.

The benefits of cluster building apply not only in 
emerging economies but also in advanced countries. 
North Carolina’s Research Triangle is a notable 
example of public and private collaboration that has 
created shared value by developing clusters in such 
areas as information technology and life sciences. That 
region, which has benefited from continued investment 
from both the private sector and local government, has 
experienced huge growth in employment, incomes and 
company performance, and has fared better than most 
during the downturn.

To support cluster development in the communities 
in which they operate, companies need to identify gaps 
and deficiencies in areas such as logistics, suppliers, 
distribution channels, training, market organization and 
educational institutions. Then the task is to focus on 
the weaknesses that represent the greatest constraints 
to the company’s own productivity and growth, and 
distinguish those areas that the company is best 
equipped to influence directly from those in which 
collaboration is more cost-effective. Here is where the 
shared value opportunities will be greatest. Initiatives 
that address cluster weaknesses that constrain 
companies will be much more effective than community 
focused corporate social responsibility programmes, 
which often have limited impact because they take on 
too many areas without focusing on value. But efforts 
to enhance infrastructure and institutions in a region 
often require collective action, as the Nestlé, Yara and 
Research Triangle examples show. Companies should 
try to enlist partners to share the cost, win support, 
and assemble the right skills. The most successful 
cluster development programmes are ones that involve 
collaboration within the private sector, as well as trade 
associations, government agencies and NGOs.

Creating shared value in practice

Not all profit is equal – an idea that has been lost in the 
narrow, short-term focus of financial markets and in 
much management thinking. Profits involving a social 
purpose represent a higher form of capitalism – one 
that will enable society to advance more rapidly while 
allowing companies to grow even more. The result is a 
positive cycle of company and community prosperity, 
which leads to profits that endure.

Creating shared value presumes compliance with 
the law and ethical standards, as well as mitigating 
any harm caused by the business, but goes far beyond 

that. The opportunity to create economic value 
through creating societal value will be one of the most 
powerful forces driving growth in the global economy. 
This thinking represents a new way of understanding 
customers, productivity and the external influences on 
corporate success. It highlights the immense human 
needs to be met, the large new markets to serve, and 
the internal costs of social and community deficits – 
as well as the competitive advantages available from 
addressing them. Until recently, companies have 
simply not approached their businesses this way.

Creating shared value will be more effective and far 
more sustainable than the majority of today’s corporate 
efforts in the social arena. Companies will make real 
strides on the environment, for example, when they treat 
it as a productivity driver rather than a feel good response 
to external pressure. Or consider access to housing. 
A shared value approach would have led financial 
services companies to create innovative products that 
prudently increased access to home ownership. This 
was recognized by the Mexican construction company 
Urbi, which pioneered a mortgage financing “rent-
to-own” plan. Major US banks, in contrast, promoted 
unsustainable financing vehicles that turned out to be 
socially and economically devastating, while claiming 
they were socially responsible because they had 
charitable contribution programmes.

Inevitably, the most fertile opportunities for creating 
shared value will be closely related to a company’s 
particular business, and in areas most important to 
the business. Here a company can benefit the most 
economically and hence sustain its commitment over 
time. Here is also where a company brings the most 
resources to bear, and where its scale and market 
presence equip it to have a meaningful impact on a 
societal problem.

Ironically, many of the shared value pioneers 
have been those with more limited resources – social 
entrepreneurs and companies in developing countries. 
These outsiders have been able to see the opportunities 
more clearly. In the process, the distinction between 
for-profits and non-profits is blurring.

Shared value is defining a whole new set of best 
practices that all companies must embrace. It will also 
become an integral part of strategy. The essence of 
strategy is choosing a unique positioning and a distinctive 
value chain to deliver on it. Shared value opens up 
many new needs to meet, new products to offer, new 
customers to serve, and new ways to configure the value 
chain. And the competitive advantages that arise from 
creating shared value will often be more sustainable than 
conventional cost and quality improvements. The cycle 
of imitation and zero-sum competition can be broken.
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The opportunities to create shared value are 
widespread and growing. Not every company will have 
them in every area, but our experience has been that 
companies discover more and more opportunities over 
time as their line operating units grasp this concept. It 
has taken a decade, but GE’s Ecomagination initiative, 
for example, is now producing a stream of fast-growing 
products and services across the company.

A shared value lens can be applied to every major 
company decision. Could our product design incorporate 
greater social benefits? Are we serving all the communities 
that would benefit from our products? Do our processes 
and logistical approaches maximize efficiencies in energy 
and water use? Could our new plant be constructed in a 
way that achieves greater community impact? How are 
gaps in our cluster holding back our efficiency and speed 
of innovation? How could we enhance our community as 
a business location? If sites are comparable economically, 
at which one will the local community benefit the most? 
If a company can improve societal conditions, it will 
often improve business conditions and thereby trigger 
positive feedback loops.

The three avenues for creating shared value are 
mutually reinforcing. Enhancing the cluster, for example, 
will enable more local procurement and less dispersed 
supply chains. New products and services that meet social 

needs or serve overlooked markets will require new value 
chain choices in areas such as production, marketing and 
distribution. And new value chain configurations will 
create demand for equipment and technology that saves 
energy, conserves resources and supports employees.

Creating shared value will require concrete and 
tailored metrics for each business unit in each of the 
three areas. While some companies have begun to track 
various social impacts, few have yet tied them to their 
economic interests at the business level.

Shared value creation will involve new and 
heightened forms of collaboration. While some shared 
value opportunities are possible for a company to seize 
on its own, others will benefit from insights, skills and 
resources that cut across profit/non-profit and private/
public boundaries. Here, companies will be less 
successful if they attempt to tackle societal problems on 
their own, especially those involving cluster development. 
Major competitors may also need to work together 
on precompetitive framework conditions; something 
that has not been common in reputation-driven CSR 
initiatives. Successful collaboration will be data driven, 
clearly linked to defined outcomes, well connected to the 
goals of all stakeholders, and tracked with clear metrics.

Governments and NGOs can enable and reinforce 
shared value or work against it.

CSR CSV

Value: doing good
Citizenship, philanthropy, sustainability
Discretionary or in response to external pressure

Value: economic and societal benefits relative to cost
Joint company and community value creation
Integral to competing

Separate from profit maximization
Agenda is determined by external reporting and 
 personal preferences

Integral to profit maximization
Agenda is company specific and internally generated

Impact limited by corporate footprint and CSR 
budget

Realigns the entire company budget

Example: Example:
Fair trade purchasing Transforming procurement to increase quality  

and yield

Creating shared value (CSV) should supersede 
corporate social responsibility (CSR) in guiding 
the investments of companies in their communities. 
CSR programmes focus mostly on reputation and 
have only a limited connection to the business, 
making them hard to justify and maintain over 
the long run. In contrast, CSV is integral to a 

company’s profitability and competitive position. 
It leverages the unique resources and expertise of 
the company to create economic value by creating 
social value.

In both cases, compliance with laws and ethical 
standards, and reducing harm from corporate 
activities are assumed.

ExHibiT 3.3.5 HoW sHAREd VAlUE diFFERs FRoM  CoRPoRATE 
soCiAl REsPonsibiliTy
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The next evolution in capitalism

Shared value holds the key to unlocking the next 
wave of business innovation and growth. It will also 
reconnect company success and community success 
in ways that have been lost in an age of narrow 
management approaches, short-term thinking and 
deepening divides among society’s institutions.

Shared value focuses companies on the right kind 
of profits – profits that create societal benefits rather 
than diminish them. Capital markets will undoubtedly 
continue to pressure companies to generate short-term 
profits, and some companies will surely continue to 
reap profits at the expense of societal needs. But such 
profits will often prove to be short-lived, and far greater 
opportunities will be missed.

The moment for an expanded view of value creation 
has come. A host of factors, such as the growing social 
awareness of employees and citizens and the increased 
scarcity of natural resources, will drive unprecedented 
opportunities to create shared value.

We need a more sophisticated form of capitalism, 
one imbued with a social purpose. But that purpose 
should arise not out of charity but out of a deeper 
understanding of competition and economic value 
creation. This next evolution in the capitalist model 
recognizes new and better ways to develop products, 
serve markets and build productive enterprises.

Creating shared value represents a broader 
conception of Adam Smith’s invisible hand. It opens 
the doors of the pin factory to a wider set of influences. 
It is not philanthropy, but self-interested behaviour to 
create economic value by creating societal value. If all 
companies individually pursued shared value connected 
to their particular businesses, society’s overall interests 
would be served. And companies would acquire 
legitimacy in the eyes of the communities in which 
they operated, which would allow democracy to work 
as governments set policies that fostered and supported 
business. Survival of the fittest would still prevail, but 
market competition would benefit society in ways we 
have lost.

Creating shared value represents a new approach 
to managing that cuts across disciplines. Because of 
the traditional divide between economic concerns and 
social ones, people in the public and private sectors 

have often followed very different educational and 
career paths. As a result, few managers have the 
understanding of social and environmental issues 
required to move beyond today’s CSR approaches, 
and few social sector leaders have the managerial 
training and entrepreneurial mind-set needed to 
design and implement shared value models. Most 
business schools still teach the narrow view of 
capitalism, even though more and more of their 
graduates hunger for a greater sense of purpose and a 
growing number are drawn to social entrepreneurship. 
The results have been missed opportunity and public 
cynicism.

Business school curricula will need to broaden in 
a number of areas. For example, the efficient use and 
stewardship of all forms of resources will define the 
next-generation thinking on value chains. Customer 
behaviour and marketing courses will have to move 
beyond persuasion and demand creation to the study of 
deeper human needs and how to serve non-traditional 
customer groups. Clusters, and the broader locational 
influences on company productivity and innovation, 
will form a new core discipline in business schools; 
economic development will no longer be left only to 
public policy and economics departments. Business 
and government courses will examine the economic 
impact of societal factors on enterprises, moving 
beyond the effects of regulation and macroeconomics. 
And finance will need to rethink how capital markets 
can actually support true value creation in companies –  
their fundamental purpose – not just benefit financial 
market participants.

There is nothing soft about the concept of shared 
value. These proposed changes in business school 
curricula are not qualitative and do not depart from 
economic value creation. Instead, they represent the 
next stage in our understanding of markets, competition 
and business management.

Not all societal problems can be solved through 
shared value solutions. But shared value offers 
corporations the opportunity to utilize their skills, 
resources and management capability to lead social 
progress in ways that even the best-intentioned 
governmental and social sector organizations can 
rarely match. In the process, businesses can earn the 
respect of society again.
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Every generation laughs at the old fashions but religiously follows 
the new.
Henry David Thoreau (1817–1862); American philosopher

T he strategy content section deals with the question of what the strategy should be. 
What course of action should the firm follow to achieve its purpose? In determining 

what the strategy should be, two types of ‘fit’ are of central concern to strategists. 
First, there needs to be a fit between the firm and its environment. If the two become 
misaligned, the firm will be unable to meet the demands of the environment and will start 
to underperform, which can eventually lead to bankruptcy or takeover. This type of fit is 
also referred to as ‘external consonance’. At the same time, managers are also concerned 
with achieving an internal fit between the various parts of the firm. If various units become 
misaligned, the organization will suffer from inefficiency, conflict and poor external 
performance, which can also eventually lead to its demise. This type of fit is also referred 
to as ‘internal consistency’.

As external consonance and internal consistency are prerequisites for a successful 
strategy, they need to be achieved for each organizational unit. Most organizations have 
various levels, making it necessary to ensure internal and external fit at each level of 
aggregation within the firm. In Figure II.1 all these possible levels within a corporation 
have been reduced to just three general categories, to which a fourth, supra-organizational 
level has been added. At each level the strategy should meet the requirements of external 
consonance and internal consistency:

 ■ Functional level strategy. For each functional area, such as marketing, operations, 
finance, logistics, human resources, procurement and R&D, a strategy needs to be 
developed. At this level, internal consistency means having an overarching functional 
strategy that integrates various functional sub-strategies (e.g. a marketing strategy that 
aligns branding, distribution, pricing, product and communication strategies). External 
consonance is achieved when strategy is aligned with the demands in the relevant 
external arena (e.g. the logistics or procurement environment).

 ■ Business level strategy. At the business level, an organization can only be effective if it 
can integrate functional level strategies into an internally consistent whole. To achieve 
external consonance the business unit must be aligned with the specific demands in the 
relevant business area.

 ■ Corporate level strategy. When a company operates in two or more business areas, the 
business level strategies need to be aligned to form an internally consistent corporate 
level strategy. Between business and corporate levels there can also be divisions, yet for 
most strategy purposes they can be approached as mini-corporations (both divisional 
and corporate level strategy are technically speaking ‘multi-business level’). Achieving 
external consonance at this level of aggregation means that a corporation must be 
able to act as one tightly integrated unit or as many autonomous, differentiated units, 
depending on the demands of the relevant environment.

 ■ Network level strategy. When various firms work together, it sometimes is deemed 
necessary to align business and/or corporate level strategies to shape an internally 
consistent network level strategy. Such a network, or multi-company, level strategy can 
involve anywhere between two and thousands of companies. Here, too, the group must 
develop a strategy that fits with the demands in the relevant environment.

As the strategy content issues differ greatly depending on the level of aggregation under 
discussion, this section has been divided along the following lines. Chapter 4 focuses on 
business level strategy, Chapter 5 on corporate level strategy and Chapter 6 on network 
level strategy. The functional level strategies will not be given extensive coverage, as 
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they are usually explored in great detail in functionally oriented books. It must be noted, 
however, that the aggregation levels used here are an analytical distinction and not an 
empirical reality that can always be found in practice – where one level stops and the other 
starts is more a matter of definition than of thick demarcation lines. Hence, when discussing 
strategy issues at any level, it is important to understand how they fit with higher and lower 
level strategy questions.
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Advantage is a better soldier than rashness.
William Shakespeare (1564–1616); English dramatist and poet

iNTROduCTiON

S trategy is concerned with relating a firm to its environment in order to successfully 
meet long-term objectives. As both the business environment and individual firms 

are dynamic systems, constantly in flux, achieving a fit between the two is an ongoing 
challenge. Strategists are continuously looking for new ways to align the current, and 
potential, strengths and weaknesses of the organization with the current, and potential, 
opportunities and threats in the environment.

Part of the difficulty lies in the competitive nature of the environment. To be successful, 
firms need to gain a competitive advantage over rival organizations operating in the 
same business area. Within the competitive arena chosen by a firm, it needs to accrue 
sufficient power to counterbalance the demands of buyers and suppliers, to outperform 
rival producers, to discourage new firms from entering the business and to fend off the 
threat of substitute products or services. Preferably, this competitive advantage over other 
players in the business should be sustainable over a prolonged period of time. How firms 
should go about creating a (sustainable) competitive advantage in each business in which 
they operate is the central issue concerning managers engaged in business level strategy.

ThE iSSuE OF COmpETiTivE AdvANTAGE

Whether a firm has a competitive advantage depends on the business model that it has 
developed to relate itself to its business environment. A business model is the configuration 
of resources (input), activities (throughput) and product/service offerings (output) intended 
to create value for customers – it is the way a firm conducts its business. In Figure 4.1 an 
overview is given of the components of a business model.

Competitive advantage can be achieved only if a business model creates superior value 
for buyers. Therefore, the first element in a successful business model is a superior ‘value 
proposition’. A firm must be able to supply a product or service more closely fitted to 
client needs than rival firms. To be attractive, each element of a firm’s ‘product offering’ 
needs to be targeted at a particular segment of the market and have a superior mix of 
attributes (e.g. price, availability, reliability, technical specifications, image, colour, taste, 
ease of use, etc.). Second, a successful company must also have the ability to actually 
develop and supply the superior product offering. It needs to have the capability to perform 
the necessary value-adding activities in an effective and efficient manner.

BuSiNESS LEvEL 
STRATEGY

4
ChApTER
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These value-adding activities, such as R&D, HR, production, logistics, marketing and 
sales, are jointly referred to as a firm’s value chain. The third component of a business 
model consists of the resource base required to perform the value-adding activities. 
Resources such as (big) data, know-how, patents, facilities, money, brands and relationships 
make up the stock of assets that can be employed to create the product offering. If these 
firm-specific assets are distinctive and useful, they can form the basis of a superior value 
proposition. To create a competitive advantage, alignment must be achieved between 
all three elements of a business model. In the following pages all three elements will be 
discussed in more detail.

Product offering
At the intersection between a firm and its environment, transactions take place whereby 
the firm supplies goods or performs services for clients in the marketplace. It is here that 
the alignment of the firm and its environment is put to the test. If the products and services 
offered by the firm are more highly valued by customers than alternatives, a profitable 
transaction could take place. In other words, for sales to be achieved a firm must have 
a competitive value proposition – a cluster of physical goods, services or additional 
attributes with a superior fit to customer needs.

For the strategizing manager the key question is which products should be developed 
and which markets should be served. In many cases the temptation is to be everything 
to everybody – making a wide range of products and serving as many clients as 
possible. However, a number of practical constraints inhibit companies from taking 

MARKETS

Product Offering
(Value Proposition)

Activity System
(Value Chain)

Resource Base
(Stock of Assets)

FiGuRE 4.1 Components of a business model
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such an unfocused approach to the market. Companies that do not focus on a limited 
set of product–market combinations run the risk of encountering a number of major 
problems:

 ■ Low economies of scale. Being unfocused is expensive because of the low economies 
of scale that can be achieved. In general, the less specialized the company, the lower 
the opportunities to organize the value chain efficiently and leverage its resource base.

 ■ Slow organizational learning. Being involved in a multitude of products and markets 
generally slows the organization’s ability to build up specific knowledge and 
capabilities. In general, the less specialized the company, the lower the opportunity to 
develop a distinctive value chain and resource base.

 ■ Unclear brand image. Unfocused companies have the added disadvantage of having a 
fuzzy image in the market. In general, companies that stand for everything tend to stand 
out in nothing.

 ■ Unclear corporate image. The lack of a clear external image is usually compounded by 
a lack of internal identity within unfocused organizations. In general, a company with 
highly diversified activities will have difficulty explaining why its people are employed 
at the same company.

 ■ High organizational complexity. Highly diverse products and customers also create an 
exponential increase in organizational complexity. In general, the less specialized the 
company, the lower the opportunity to keep the organization simple and manageable.

 ■ Limits to flexibility. Being all things to all people is often physically impossible due to 
the need to specify procedures, routines, systems and tools. In general, less specialized 
firms are often forced into certain choices due to operational necessity.

For these reasons, companies need to focus on a limited number of businesses and within 
each business on a limited group of customers and a limited set of products. This focus should 
not be arbitrary – the challenge for strategizing managers is to understand which businesses are 
(or can be made to be) structurally attractive and how their firm can gain a competitive advantage 
within each business, by offering specific value propositions to selected customer segments.

Determining a focus starts by looking for the ‘boundaries’ of a business – how can 
managers draw meaningful delineation lines in the environment, distinguishing one arena 
of competition from another, so that they can select some and ignore others? Ideally, 
the environment would be made up of neatly compartmentalized businesses, with clear 
borders separating them. In reality, however, the picture is much more messy. While there 
are usually certain clusters of buyers and suppliers interacting more intensely with one 
another, suggesting that they are operating in the same business, there are often numerous 
exceptions to any neat classification scheme. To explore how a business can be defined, it 
is first necessary to specify how a business differs from an ‘industry’ and a ‘market’.

Delineating industries. An industry is defined as a group of firms making a similar 
type of product or employing a similar set of value-adding processes or resources. In 
other words, an industry consists of producers that are much alike – there is supply side 
similarity (Kay, 1993). The simplest way to draw an industry boundary is to use product 
similarity as the delineation criterion. For instance, British Airways can be said to be in the 
airline industry, along with many other providers of the same product, such as Singapore 
Airlines and Ryanair. However, an industry can also be defined on the basis of value 
chain similarity (e.g. consulting industry and mining industry) or resource similarity (e.g. 
information technology industry and oil industry).

Economic statisticians tend to favour fixed industry categories based on product 
similarity and therefore most figures available about industries are product–category-
based, often making use of Standard Industrial Classification (SIC) codes. Strategists, 
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on the contrary, like to challenge existing definitions of an industry, for instance by 
regrouping them on the basis of underlying value-adding activities or resources. Take 
the example of Swatch – how did it conceptualize which industry it was in? If they had 
focused on the physical product and the production process, then they would have been 
inclined to situate Swatch in the watch industry. However, Swatch also viewed its products 
as fashion accessories, placing emphasis on the key value-adding activities of fashion 
design and marketing. On this basis, Swatch could just as well be categorized as a member 
of the fashion industry (Porac, Thomas and Baden-Fuller, 1989). For the strategizing 
manager, the realization that Swatch can be viewed in both ways is an important insight. 
As creating a competitive advantage often comes from doing things differently, rethinking 
the definition of an industry can be a powerful way to develop a unique product offering.

Figure 4.2 gives four examples of traditionally defined ‘industry columns’, which 
Porter (1980) draws not top-down, but left-right, using the term ‘value system’. These 
columns start with upstream industries, which are involved in the extraction/growing of 
raw materials and their conversion into inputs for the manufacturing sector. Downstream 
industries take the output of manufacturing companies and bring them to clients, often 
adding a variety of services into the product mix. In practice, industry columns are not 
as simple as depicted in Figure 4.2, as each industry has many different industries as 
suppliers and usually many different industries as buyers.
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A second limitation of the industry columns shown in Figure 4.2 is that they are 
materials-flow oriented – industry boundaries are drawn on the basis of product.

Segmenting markets. While economists see the market as a place where supply and 
demand meet, in the business world a market is usually defined as a group of customers 
with similar needs. In other words, a market consists of buyers whose demands are much 
alike – demand side similarity. For instance, there is a market for air transportation between 
London and Jamaica, which is a different market than for air transportation between 
London and Paris – the customer needs are different and therefore these products cannot be 
substituted for one another. But customers can substitute a British Airways London–Paris 
flight for one by Air France, indicating that both companies are serving the same market. 
Yet, this market definition (London–Paris air transport) might not be the most appropriate, 
if in reality many customers are willing to substitute air travel for rail travel through the 
Channel Tunnel, or by ferry. In this case, there is a broader London–Paris transportation 
market, and air transportation is a specific market segment. If many customers are willing 
to substitute physical travel by teleconferencing or other telecommunications methods, the 
market might need to be defined as the ‘London–Paris meeting market’.

As with industries, there are many ways of defining markets, depending on which buyer 
characteristics are used to make a clustering. In Figure 4.3, examples of segmentation 
criteria are given. The first group of segmentation criteria is based on buyer attributes 
that are frequently thought to be important predictors of actual buying criteria and 
buyer behaviour. Such customer characteristics are commonly used to group potential 
clients because this information is objective and easily available. However, the pitfall of 
segmenting on the basis of buyer attributes is that the causal link between characteristics 
and actual needs and behaviours is often rather tenuous – not all Canadians need hockey 
sticks and not all three-year-olds nag their parents while shopping. In other words, the 
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Children Pre-school kids 3-year-olds

Higher education MBAs Harvard MBAs

 Buyer
Attributes/

Demographics

Geography

Age

Education

Low price (< £300) £100–£200 £130–£140

Private travel Holiday travel Weekend break
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market can be segmented on the basis of any demographic characteristic (e.g. income, 
family composition, employment), but this might not lead to meaningful groups of 
customers with similar needs and buying behaviour.

Therefore, instead of using buyer attributes as indirect – predictive – measures of what 
clients probably want, segments can also be directly defined on the basis of buying criteria 
employed or buyer behaviours exhibited. The advantage is that segments can then be 
identified with clearly similar wishes or behaviours. The disadvantage is that it is very 
difficult to gather and interpret information on what specific people want and how they 
really act.

For strategists, one of the key challenges is to look at existing categorizations 
of buyers and to wonder whether a different segmentation would offer new insights 
and new opportunities for developing a product offering specifically tailored 
to their needs. As with the redefining of industry boundaries, it is often in the 
reconceptualization of market segments that a unique approach to the market can be 
found.

Defining and selecting businesses. A business is a set of related product–
market combinations. The term ‘business’ refers neither to a set of producers nor a 
group of customers, but to the domain where the two meet. In other words, a business 
is a competitive arena where companies offering similar products serving similar 
needs compete against one another for the favour of the buyers. Hence, a business is 
delineated in both industry and market terms (see Figure 4.4). Typically, a business 
is narrower than the entire industry and the set of markets served is also limited. 
For instance, within the airline industry the charter business is usually recognized 
as rather distinct. In the charter business, a subset of the airline services is offered 
to a number of tourist markets. Cheap flights from London to Jamaica and from 
London to Barcelona fall within this business, while service levels will be different 
than in other parts of the airline industry. It should be noted, though, that just as with 
industries and markets, there is no best way to define the boundaries of a business 
(Abell, 1980).
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As stated earlier, companies cannot afford to be unfocused, operating superficially in a 
whole range of businesses. They must direct their efforts by focusing in two ways:

1. Selecting a limited number of businesses. The first constraint that companies need to 
impose on themselves is to choose a limited array of businesses within which they wish 
to be successful. This essential strategic challenge is referred to as the issue of corporate 
configuration and will be examined in more detail in Chapter 5 (multi-business level 
strategy). Here it suffices to say that firms need to analyse the structural characteristics 
of interesting businesses to be able to judge whether they are attractive enough for the 
firm, or can be made to be attractive. Porter presents the ‘five forces analysis’ as a 
framework for mapping the structure of industries and businesses.

2. Focusing within each selected business. Even within the limited set of businesses 
selected, firms need to determine what they want to be and what they want to leave 
aside. To be competitive, it is necessary to choose a number of distinct market segments 
and to target a few special product offerings to meet these customers’ needs. As 
illustrated in Figure 4.1, these specific product offerings in turn need to be aligned with 
a focused value chain and resource base.

This act of focusing the overall business model to serve the particular needs of a 
targeted group of buyers, in a way that distinguishes the firm vis-à-vis rivals, is called 
positioning. This positioning of the firm in the business requires a clearly tailored product 
offering (product positioning), but also a value chain and resource base that closely fit 
with the demands of the specific group of customers and competitors being targeted.

Positioning within a business. Positioning is concerned with both the questions  
of ‘where to compete’ and ‘how to compete’ (Porter, 1980). Determining in which 
product–market combinations within a business a firm wants to be involved is referred 
to as the issue of competitive scope. Finding a way to beat rivals and win over customers 
for a product offering is the issue of competitive advantage. The two questions are tightly 
linked, because firms need to develop a specific advantage to be competitive within a 
specific product–market domain. If they try to use the same competitive advantage for too 
many dissimilar products and customers, they run the risk of becoming unfocused.

In selecting a competitive scope, firms can vary anywhere between being widely 
oriented and very tightly focused. Firms with a broad scope compete in a large number 
of segments within a business, with varied product offerings. Firms with a narrow scope 
target only one, or just a few, customer segments and have a more limited product line (see 
Figure 4.5). If there is a small part of the business with very specific demands, requiring 
a distinct approach, firms can narrowly focus on this niche as their competitive scope. 
In between these two extremes are firms with a segment focus and firms with a product 
focus, but in practice many other profiles are also possible.

In developing a competitive advantage, firms have many dimensions along which 
they can attempt to outdo their rivals. Some of the most important bases of competitive 
advantage are the following:

 ■ Price. The most straightforward advantage a firm can have in a competitive situation 
is the ability to charge a lower price. All things being equal, buyers generally prefer 
to pay the lowest amount necessary. Hence, when purchasing a commodity product or 
service, most customers will be partial to the lowest priced supplier. And even when 
selecting between differentiated products, many customers will be inclined to buy the 
cheapest or at least the cheapest within a subgroup of more comparable products. For 
a firm wanting to compete on price, the essential point is that it should have a low cost 
product offering, value chain and resource base to match the price positioning. After 
all, in the long run a firm can survive at a lower price level only if it has developed a 
business model that can sustainably operate at a lower cost level.
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 ■ Features. Firms can also distinguish their product offerings by having different 
intrinsic functional characteristics rather than competing offerings. There are many 
ways to make a product or service different, for instance by changing its size, smell, 
taste, colour, functionality, compatibility, content, design or style. An ice cream 
manufacturer can introduce a new flavour and more chunky texture, a motorcycle 
producer can design a special low rider model for women, a pay TV company can 
develop special channels for dog owners and science fiction addicts, and a utility 
company can offer environmentally friendly electricity. To be able to compete on 
each of these product features, firms need to command different specialized resources 
and value chains. In some cases, they require significant technological knowledge 
and a technically sophisticated value chain, while in other cases design capabilities, 
marketing prowess or a satellite infrastructure are essential to the functioning of the 
business model.

 ■ Bundling. Another way to offer a uniquely different value proposition is to sell 
a package of products or services ‘wrapped together’. By bundling a number of 
separate elements into a package, the customer can have the convenience of ‘one stop 
shopping’, while also having a family of related products or services that fit together 
well. So, for instance, many consumers prefer to buy a wide variety of products at 
Amazon or Alibaba, and company managers prefer to purchase their software from one 
supplier because this increases the chance of compatibility. In the chocolate industry, 
the leading manufacturer of chocolate-making machines, Rademakers, was able to 
gain a competitive advantage by bundling its machines with various services, such as 
installation, repair, spare parts and financing.

 ■ Quality. When competing with others, a firm’s product offering doesn’t necessarily 
have to be fundamentally different, it can just be better. Customers generally appreciate 
products and services that exhibit superior performance in terms of usability, reliability 
and durability, and are often willing to pay a premium price for such quality. Excellent 
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quality can be secured on many fronts, for instance through the materials used, the 
people involved, the manufacturing process employed, the quality assurance procedures 
followed or the distribution system used.

 ■ Availability. The method of distribution can in itself be the main competitive 
edge on which a firm bases its positioning. Having a product available at the right 
place, at the right moment and in the right way can be much more important to 
customers than features and quality. Just ask successful ice cream manufacturers 
– most of their revenues are from out-of-doors impulse sales, so they need to 
have their products available in individually wrapped portions at all locations 
where people have the urge to indulge. In the same way, Avon’s cosmetics are 
not primarily sold because of their uniqueness or low price, but because of the 
strength of their three million sales force, who can be at the right place at the 
right time.

 ■ Image. In the competition for customers’ preference, firms can also gain an advantage 
by having a more appealing image than their rivals. In business-to-consumer markets 
this is particularly clear when looking at the impact of brands. Consumers often feel 
attracted to brands that project a certain image of the company or the products it 
sells. Brands can communicate specific values that consumers want to be associated 
with (Nike’s ‘Just do it’), or can help to build trust among consumers who have 
too little information on which to base their product choices (GE’s ‘We bring good 
things to life’). But even in business-to-business markets, buyers often suffer from 
a shortage of information about the available product offerings or lack the time to 
research all possible suppliers. Therefore, the image of suppliers, mostly in terms of 
their standing (‘a leading global player’) and reputation (‘high quality service’), can 
be essential to be considered at all (to be ‘shortlisted’) and to be trusted as a business 
partner.

 ■ Relations. Good branding can give customers the impression that they know the 
supplier, without actually being in direct contact. Yet, having a direct relation with 
customers can in itself be a potent source of competitive advantage. In general, 
customers prefer to know their suppliers well, as this gives them more intimate 
knowledge of the product offering being provided. Having a relationship with a 
supplier can also give the customer more influence on what is offered. Besides 
these rational points, customers often value the personal contact, the trust and the 
convenience of having a longstanding relationship as well. For suppliers this means 
that they might acquire a competitive edge by managing their customer relationships 
well. To do so, however, does imply that the value chain and resource base are fit to 
fulfil this task.

The type of competitive advantage that a firm chooses to pursue will be influenced by 
what the targeted group of buyers find important. These factors of importance to potential 
clients are referred to as ‘value drivers’ – they are the elements responsible for creating 
value in the eyes of the customer. Which value drivers a firm will want to base its value 
proposition on is a matter of positioning.

According to Porter (1980) all the specific forms of competitive advantage listed above 
can be reduced to two broad categories, namely lower cost and differentiation. On the one 
hand, firms can organize their business models in such a manner that, while their products 
or services are largely the same as other manufacturers, their overall cost structure is 
lower, allowing them to compete on price. On the other hand, firms can organize their 
business models to supply a product or service that has distinctive qualities compared to 
rival offerings. According to Porter, these two forms of competitive advantage demand 
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fundamentally different types of business models and therefore are next to impossible to 
combine. Firms that do try to realize both at the same time run the risk of getting ‘stuck in 
the middle’ – not being able to do either properly.

Treacy and Wiersema (1995) argue that there are three generic competitive advantages, 
each requiring a fundamentally different type of business model (they speak of three 
distinctive ‘value disciplines’). They, too, warn firms to develop an internally consistent 
business model focused on one of these types of competitive advantage, avoiding a ‘mix-
and-match’ approach to business strategy:

 ■ Operational excellence. Firms striving for operational excellence meet the buyers’ 
need for a reliable, low cost product offering. The value chain required to provide 
such no-frills, standardized, staple products emphasizes a ‘lean and mean’ approach to 
production and distribution, with simple service.

 ■ Product leadership. Firms taking the route of product leadership meet the buyers’ need 
for special features and advanced product performance. The value chain required to 
provide such differentiated, state-of-the-art products emphasizes innovation and the 
creative collaboration between marketing and R&D.

 ■ Customer intimacy. Firms deciding to focus on customer intimacy meet the buyers’ 
need for a tailored solution to their particular problem. The value chain required to 
provide such a client-specific, made-to-measure offering emphasizes flexibility and 
empowerment of the employees close to the customer.

Other strategy researchers, however, argue that there is no such thing as generic 
competitive strategies that follow from two or three broad categories of competitive 
advantage (e.g. Baden-Fuller and Stopford, 1992). In their view, there is an endless variety 
of ways in which companies can develop a competitive advantage, many of which do not 
fit into the categories outlined by Porter or Treacy and Wiersema. In fact, finding a new 
type of competitive advantage might be the best way of obtaining a unique position in a 
business, such as peer-to-peer lending and crowdfunding (challenging incumbent financial 
institutions), house-sharing platforms such as Airbnb (competing with hotels and other 
accommodation providers), and car-sharing with Uber (smashing the taxi business).

Value chain
To be able to actually make what it wants to sell, a firm needs to have a value chain in 
place. A value chain is an integrated set of value creation processes leading to the supply 
of product or service offerings. Whether goods are being manufactured or services are 
being provided, each firm needs to perform a number of activities to successfully satisfy 
the customers’ demands. As these value-adding activities need to be coordinated and 
linked together, this part of the business model is also frequently referred to as the ‘value 
chain’ (Porter, 1985).

Value chains can vary widely from industry to industry. The value chain of a car 
manufacturer is quite distinct from that of an advertising agency. Yet even within an 
industry there can be significant differences. Most ‘bricks and mortar’ bookstores have 
organized their value chain differently from online book retailers. The value chains of 
most ‘hub-and-spoke’ airline companies hardly resemble that of ‘no-frills’ carriers such as 
Southwest in the United States and easyJet in Europe.

While these examples point to radically different value chains, even firms that subscribe 
to the same basic model can apply it in their own particular way. Fast-food restaurants 
such as McDonald’s and Burger King may employ the same basic model, but their actual 
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value chains differ in quite a few ways. The same goes for the PC manufacturers HP and 
Lenovo, which share a similar type of value chain, but which still differ on many fronts. 
‘Online mass-customization’ PC manufacturer Dell, on the other hand, has a different 
model and consequently a more strongly differing value chain than HP and Lenovo.

Having a distinct value chain often provides the basis for a competitive advantage. A 
unique value chain allows a firm to offer customers a unique value proposition, by doing 
things better, faster, cheaper, nicer or more tailored than competing firms. Developing the 
firm’s value chain is therefore just as strategically important as developing new products 
and services.

Although value chains can differ quite significantly, some attempts have been 
made to develop a general taxonomy of value-adding activities that could be used 
as an analytical framework (e.g. Day, 1990; Norman and Ramirez, 1993). By far 
the most influential framework is Porter’s value chain, which distinguishes primary 
activities and support activities (see Figure 4.6). Primary activities “are the activities 
involved in the physical creation of the product and its sale and transfer to the buyer, 
as well as after-sale assistance” (Porter, 1985: 16). Support activities facilitate the 
primary process, by providing purchased inputs, technology, human resources and 
various firm-wide functions. The generic categories of primary activities identified 
by Porter are:

 ■ Inbound logistics. Activities associated with receiving, storing and disseminating 
inputs, including material handling, warehousing, inventory control, vehicle scheduling 
and returns to suppliers.

 ■ Operations. Activities associated with transforming inputs into final products, including 
machining, packaging, assembly, equipment maintenance, testing, printing and facility 
operations.

 ■ Outbound logistics. Activities associated with collecting, storing and physically 
distributing products to buyers, including warehousing, material handling, delivery, 
order processing and scheduling.

 ■ Marketing and sales. Activities associated with providing a means by which buyers can 
purchase the product and inducing them to do so, including advertising, promotion, 
sales force, quoting, channel selection, channel relations and pricing.

 ■ Service. Activities associated with providing service to enhance or maintain the 
value of products, including installation, repair, training, parts supply and product 
adjustment.
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FiGuRE 4.6 The generic value chain (Porter, 1985)
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For service industries Porter argues that the specific activities will be different, and 
might be performed in a different order, but can still be subdivided into these five generic 
categories. To ensure that the primary activities can be carried out, each firm also needs to 
organize four types of support activities:

 ■ Procurement. Activities associated with the purchasing of inputs to facilitate all 
other activities, including vendor selection, negotiations, contracting and invoice 
administration.

 ■ Technology development. Activities associated with the improvement of technologies 
throughout the firm, including basic research, product and process design, and 
procedure development.

 ■ Human resource management. Activities associated with the management of personnel 
throughout the organization, including recruiting, hiring, training, development and 
compensation.

 ■ Firm infrastructure. Firm infrastructure consists of all general activities that support the 
entire value chain, including general management, planning, finance, accounting, legal, 
government affairs and quality management.

The uniqueness of the value chain, and its strength as the source of competitive 
advantage, will usually not depend on only a few specialized activities, but on the 
extraordinary configuration of the entire value chain. An extraordinary configuration 
multiplies the distinctness of a particular value chain, while often raising the barrier to 
imitation (Amit and Zott, 2001; Porter, 1996).

Resource base
To carry out activities and to produce goods and services, firms need resources. A firm’s 
resource base includes all means at the disposal of the organization for the performance 
of value-adding activities. Other authors prefer the term ‘assets’, to emphasize that the 
resources belong to the firm (e.g. Dierickx and Cool, 1989; Itami, 1987).

Under the broad umbrella of ‘resource-based view of the firm’, there has been much 
research into the importance of resources for the success and even existence of firms (e.g. 
Penrose, 1959; Wernerfelt, 1984; Barney, 1991, Reading 4.2). No generally accepted 
classification of firm resources has yet emerged in the field of strategic management; 
however, the following major distinctions (see Figure 4.7) are commonly made:

Resource Base

Tangible Resources
 • Land
 • Buildings
 • Materials
 • Money

Intangible Resources

Relational Resources
 • Relationships
 • Reputation

Competences
 • Knowledge
 • Capabilities
 • Attitude

FiGuRE 4.7 Types of firm resources
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 ■ Tangible vs intangible resources. Tangible resources are all means available to the firm 
that can physically be observed (touched), such as buildings, machines, materials, land 
and money. Tangibles can be referred to as the ‘hardware’ of the organization. Intangibles, 
on the other hand, are the ‘software’ of the organization. Intangible resources cannot be 
touched and are largely carried within the people in the organization. In general, tangible 
resources need to be purchased, while intangibles can be purchased (as in the case of 
big data) as well as internally developed. Therefore, tangible resources are often more 
readily transferable and easier to price, and placed on the balance sheet.

 ■ Relational resources vs competencies. Within the category of intangible resources, 
relational resources and competencies can be distinguished. Relational resources 
are all of the means available to the firm derived from the firm’s interaction with its 
environment (Lowendahl, 1997). The firm can cultivate specific relationships with 
individuals and organizations in the environment, such as buyers, suppliers, competitors 
and government agencies, which can be instrumental in achieving the firm’s goals. As 
attested by the old saying, ‘it’s not what you know, but whom you know’, relationships 
can often be an essential resource (see Chapter 6 for a further discussion). Besides 
direct relationships, a firm’s reputation among other parties in the environment can 
also be an important resource. Competence, on the other hand, refers to the firm’s 
fitness to perform in a particular field. A firm has a competence if it has the knowledge, 
capabilities and attitude needed to successfully operate in a specific area.

This description of competencies is somewhat broad and therefore difficult to employ. 
However, a distinction between knowledge, capability and attitude (Durand, 1996) can be 
used to shed more light on the nature of competencies:

 ■ Knowledge. Knowledge can be defined as the whole of rules (know-how, know-what, 
know-where and know-when) and insights (know-why) that can be extracted from, and 
help make sense of, information. In other words, knowledge flows from, and influences, 
the interpretation of information (Dretske, 1981). Examples of knowledge that a firm 
can possess are (big) data, market insight, competitive intelligence, technological 
expertise and understanding of political and economic developments.

 ■ Capability. Capability refers to the organization’s potential for carrying out a specific 
activity or set of activities. Sometimes the term ‘skill’ is used to refer to the ability to 
carry out a narrow (functional) task or activity, while the term ‘capability’ is reserved 
for the quality of combining a number of skills. For instance, a firm’s capability base 
can include narrower abilities, such as market research, advertising and production 
skills, that if coordinated could result in a capability for new product development 
(Stalk, Evans and Shulman, 1992).

 ■ Attitude. Attitude refers to the mindset prevalent within an organization. Sometimes the 
terms ‘disposition’ and ‘will’ are used in the same sense, to indicate how an organization 
views and relates to the world. Although ignored by some writers, every sports coach 
will acknowledge the importance of attitude as a resource. A healthy body (tangible 
resource), insight into the game (knowledge), speed and dexterity (capabilities) – all 
are important, but without the winning mentality a team will not get to the top. Some 
attitudes may change rapidly within firms, yet others may be entrenched within the 
cultural fabric of the organization – these in particular can be important resources for 
the firm. A company’s attitude can, for instance, be characterized as quality-driven, 
internationally oriented, innovation-minded or competitively aggressive.

It must be noted that the term ‘competencies’ is used in many different ways, partially 
due to the ambiguous definition given by its early proponents (Prahalad and Hamel, 1990, 
Reading 5.2 in this book). It is often used as a synonym for capabilities, while Prahalad and 
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Hamel seem to focus more on technologically oriented capabilities (‘how to coordinate diverse 
production skills and integrate multiple streams of technologies’). Others (e.g. Durand, 1996) 
have suggested that a firm has a competence in a certain area, when the firm’s underlying 
knowledge base, capabilities and attitude are all aligned. So, Honda’s engine competence is 
built on specific knowledge, development capabilities and the right predisposition. Walmart’s 
inventory control competence depends on specific information technology knowledge, 
coordination capabilities and a conducive state of mind. Amazon’s service competence 
combines customer knowledge, adaptation capabilities and a customer-oriented attitude.

As in the case of industries, markets and businesses, employing the concepts of 
tangible and intangible resources is quite difficult in practice. Two problems need to be 
overcome – resources are difficult to categorize, but worse, are often difficult to recognize. 
The issue of categorization is a minor one. For some resources it is unclear how they 
should be classified. Are human resources tangible or intangible? Problematically, both. 
In humans, hardware and software are intertwined – if an engineer’s expertise is required, 
the physical person usually needs to be hired. Knowledge, capabilities and attitudes need 
human carriers. Sometimes it is possible to separate hardware and software by making 
the intangibles more tangible. This is done by ‘writing the software down’. In such a 
manner, knowledge can be codified, for instance in a patent, a capability can be captured 
in a computer program and a relationship can be formalized in a contract. Sometimes 
intangibles become more tangible, as they become attached to physical carriers – for 
instance, attitude can be embodied by a person or a symbol, while reputation becomes 
attached to a brand.

More important is the problem of resource identification. Tangible resources, by 
their very nature, are relatively easy to observe. Accountants keep track of the financial 
resources, production managers usually know the quality of their machinery and stock 
levels, while the personnel department will have an overview of all people on the payroll. 
Intangible resources, on the other hand, are far more difficult to identify (e.g. Grant, 2002; 
Itami, 1987). With whom does the firm have a relationship and what is the state of this 
relationship? What is the firm’s reputation? These relational resources are hard to pin 
down. Competencies are probably even more difficult to determine. How do you know 
what you know? Even for an individual it is a formidable task to outline areas of expertise, 
let alone for a more complex organization. Especially the tacit (non-articulated) nature 
of much organizational knowledge makes it difficult to identify the firm’s knowledge 
base (Nonaka and Konno, 1998; Polanyi, 1958). The same is true for a firm’s capabilities, 
which have developed in the form of organizational routines (Nelson and Winter, 1982). 
Likewise, the firm’s attitudes are difficult to discern, because all people sharing the same 
disposition will tend to consider themselves normal and will tend to believe that their 
outlook is ‘a matter of common sense’ (see Chapter 2). Hence, firms intent on identifying 
their competencies find that this is not an easy task.

While an overview of the firm’s resource base is important in itself, a strategizing 
manager will want to compare the firm’s resources to other companies to determine 
their relative strength. In other words, are the firm’s resources unique, superior to or 
inferior to the resources of (potential) competitors? This type of analysis is particularly 
difficult, as comparison requires insight into other firms’ resource bases. In particular, the 
identification of other firms’ intangible resources can be quite arduous.

Sustaining competitive advantage
A firm has a competitive advantage if it has the means to edge out rivals when vying 
for the favour of customers. In the previous subsections it was argued that competitive 
advantage is rooted in a unique business model, whereby the resource base, value chain 
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and product–market position are all aligned to provide goods and/or services with a 
superior fit to customer needs.

A competitive advantage is said to be sustainable if it cannot be copied, substituted 
or eroded by the actions of rivals, and is not made redundant by developments in the 
environment (Porter, 1980). In other words, sustainability depends on two main factors, 
competitive defendability and environmental consonance:

 ■ Competitive defendability. Some competitive advantages are intrinsically easier to 
defend than others, either because they are difficult for rivals to imitate, or because 
rivals find it next to impossible to find an alternative route of attack. In general, a firm’s 
competitive advantage is more vulnerable when it is based on only a limited number 
of distinct elements (e.g. a different packaging technology, a different delivery system 
or different product colours). For rivals, imitating or substituting a few elements is 
comparatively easy. If, however, a firm’s business model has an entirely different 
configuration altogether, the barriers to imitation and substitution are much higher. In 
such a case, it is said that a firm has a ‘distinct business model’. So, for instance, in 
the airline industry the traditional firms have tried to imitate some parts of the low cost 
service of Southwest in the United States, and Ryanair and easyJet in Europe, but have 
been largely unsuccessful because their business model as a whole is based on a different 
logic. Yet, many strategists note that the best defence is not to build walls around a 
competitive position to ‘keep the barbarians out’, but to have the ability to run faster 
than rivals – to be able to upgrade one’s resources, value chain and product offering 
more rapidly than competitors. In this view, a competitive advantage is sustainable due 
to a company’s capacity to stay one step ahead of rivals, outpacing them in a race to stay 
ahead (e.g. Gilbert and Strebel, 1989; Stalk, Evans and Shulman, 1992).

 ■ Environmental consonance. The sustainability of a firm’s competitive advantage is also 
threatened by developments in the market. Customer needs and wants are in constant 
flux, distribution channels can change, government regulations can be altered, innovative 
technologies can be introduced and new entrants can come into the competitive arena. All 
of these developments can undermine the fit between the firm’s competitive advantage 
and the environment, weakening the firm’s position (Rumelt, 1980).

Yet, these two factors for sustaining competitive advantage seem to pose opposite 
demands on the organization. Building a distinctive business model to fend off competition 
would suggest that a firm should remain true to its fundamental strengths, especially when 
it comes to unique resources and activities that it has built up over a prolonged period of 
time. On the other hand, environmental consonance requires a firm to continually adapt 
its business model to the demands and new opportunities in the marketplace. The tension 
created by these opposite pressures will be discussed in the following section.

ThE pARAdOx OF mARkETS ANd RESOuRCES

Instead of being concerned that you have no office, be concerned to think how 
you may fit yourself for office. Instead of being concerned that you are not 
known, seek to be worthy of being known.
Confucius (551–479 BC); Chinese philosopher

There must be a fit between an organization and its environment. This point is often 
expressed in terms of the classic SWOT analysis tool, which suggests that a sound 
strategy should match a firm’s strengths (S) and weaknesses (W) to the opportunities (O) 
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and threats (T) encountered in the firm’s environment. The key to success is alignment 
of the two sides (further discussed in Chapter 8). Yet, fitting internal strengths and 
weaknesses to external opportunities and threats is often frustrated by the fact that the 
two sides pull in opposite directions – the distinctive resource base and value chain of a 
firm can point in a totally different direction, as compared to the developments in their 
current markets. Take the example of Bally, in the 1990s the worldwide market leader in 
pinball machines. Their strength in the manufacturing of electromechanical games was 
no longer aligned with developments in the market, where young people were turning 
to video games developed by companies such as Nintendo, Sega and Sony. As sales of 
pinball machines were quickly deteriorating, it was clear that Bally had to find a new fit 
with the market to survive. On the one hand, this meant that there was a strong pressure 
on Bally to adapt to market developments, for instance by upgrading its technology to also 
produce video games. On the other hand, Bally felt a strong pressure to exploit its current 
strength in electromechanical manufacturing, instead of building a new competence base 
from scratch. It was not self-evident for Bally how the demands for market adaptation and 
resource leveraging could be met simultaneously, as they seemed to be tugging the firm in 
diametrically opposite directions.

This tension arising from the partially conflicting demands of market adaptation and 
resource leveraging is referred to as the paradox of markets and resources. In the following 
subsections both sides of the paradox will be examined in more detail.

The demand for market adaptation
While adaptation to the environment is a vital requirement for the success of any 
organization, Bally had been very slow in responding to external developments ever since 
the introduction of Pac-Man. Bally had not exhibited the ability to shift its product offering 
to follow changing customer preferences and to respond to new entrants in the gaming 
market. It had lost its leading position because it no longer fully understood ‘the rules of 
the game’ in its own market. As Bally drifted further and further away from developments 
in the market, the misalignment was threatening the survival of its business. ‘Game over’ 
was impending.

To counter this downward trend, Bally needed to identify an attractive market 
opportunity that it could exploit. Not a short-term sales opportunity, but a market position 
that could be defended against rival firms and potential new entrants over a longer period. 
Ideally, this market position would serve buyers willing and able to pay a premium price, 
and whose loyalty could be won, despite the efforts of the competition. This market 
position would also need to be largely immune to substitute products and should not 
make the firm overly dependent on strong suppliers. Once such an opportunity had been 
identified, it would be essential for Bally to reorganize itself to fully meet the demands of 
this new positioning.

Adapting to a new market position and subsequently following the many shifts in 
such factors as customer preferences, competitor moves, government regulations and 
distribution structures, can have a significant impact on a firm. It requires significant 
agility in changing the product offering, value chain and resource base to remain in 
constant alignment with the fluctuating external circumstances. For Bally, adapting to 
the digital technology and software environment of the current gaming industry would 
have had far-reaching consequences for its entire business model. Even if Bally decided 
to stick to electromechanical pinball machines and to target the home market of ageing 
pinball wizards, the company would need to make significant alterations to its business 
model, getting to know new distribution channels and developing new marketing 
competencies.
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The demand for resource leveraging
Yet, for Bally it was essential to build on the resource base and value chain that it had 
already developed. It did not want to write off the investments it had made in building 
up a distinctive profile – it had taken years of acquiring and nurturing resources and fine-
tuning the value chain to reach its level of expertise. Its strength in electromechanical 
manufacturing and the development of large ‘moving parts’ games was much too valuable 
to casually throw away just because video games were currently in fashion.

However, building a new area of competence, it was understood, should not be 
considered lightly. It would take a considerable amount of time, effort and money 
to shift the resource base and reconfigure the value chain, while there would be many 
risks associated with this transformation process as well. On the other hand, the danger 
of attempting to exploit the firm’s current resources would be to excel at something of 
increasing irrelevance. The pinball machine might be joining the buggy whip and the 
vacuum tube as a museum exhibit, with a real threat that Bally too could become history.

Eventually, the solution found by Bally was to give up on pinball machines altogether 
and to redirect its existing resources towards a much more attractive market opportunity 
– slot machines. This move allowed Bally to exploit its electromechanical manufacturing 
capability and game-making expertise, while building a strong market position in a fast-
growing market. Even though Bally was able to find a synthesis, reconciling the two 
conflicting demands, not all companies are as successful. Neither do all managers agree 
on how the paradox of markets and resources can best be tackled.

YAkuLT: mESSAGE iN A TiNY 
BOTTLE
The heal th of  the human body is  heavi ly 
influenced by the food that enters it. Simply eating 
appropriately can get you far, but there seem to 
be more ways to decrease the risk of getting ill 
and improve one’s body condition. The Japanese 
pharmaceutical company Yakult first started with 
the development of functional food, successfully 
creating a completely new industry segment. It 
did so in particular by commercializing a certain 
probiotic milk-like beverage. That size does 
not matter has been proven well by these 65ml 
Yakult bottles – they turned out to be filled with 
blockbuster potential.

When Minoru Shirota finished his medical 
studies at Kyoto Imperial University in the 1920s, 
Japan was far from the economic power it is today. 
Unsanitary conditions caused infectious diseases, 
which made microorganism research a great 
opportunity. During his studies, Shirota found 
certain lactic acid bacteria were useful for improving 
the state of one’s intestines. After he succeeded in 
culturing and strengthening this Lactobacillus casei 

strain, he decided to capitalize on his discovery in 
the form of small beverages containing the probiotic 
preventive medicine.

With the help of volunteers, Shirota managed to 
manufacture and sell his little drink to the Japanese 
market from 1935 onwards with the establishment 
of the Shirota Institute for Research on Protective 
Bacteria, but it was not until 1955 that he founded 
Yakult. Although the health condition of Japanese 
people drastically improved in correlation with 
Japan’s economic rise, Shirota believed that there 
would still be demand for an illness-preventing 
beverage. There was a single question he needed 
to answer: how do you sell a 65ml bottle drink to 
people on a daily basis?

In the hope of providing an appropriate response, 
the management of Yakult decided to introduce the 
concept of Yakult Ladies in the 1960s. These women 
are not your average milkmen though. In addition 
to home-delivering the small bottles – by bicycle, 
car, cart, motorbike and foot – Yakult Ladies are 
also able to sell the Lactobacilli-fermented milk 
drink on the spot. The concept of women selling the 
preventive beverage proved successful: who can say 
no to a sweet lady carrying a few bottles of probiotic 

ExhiBiT 4.1 ShORT CASE
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drinks? Shirota and his team quickly discovered 
that their special sales organization carries benefits 
beyond simple face-to-face marketing.

Since Yakult Ladies are recruited locally, they are 
able to quickly build an extensive network and thus 
help Yakult take root in local communities. By being 
locally active, by paying periodic visits to retirement 
homes and organizing crime prevention activities for 
example, Yakult’s special sales women have become 
familiar faces in their close environment. As such, 
Yakult Ladies are able to promote Yakult’s products 
and values more successfully.

Although Yakult makes use of special sales ladies, 
it primarily remains a pharmaceutical company with 
a focus on microorganism research. In addition to 
the 65ml bottles filled with lactic acid bacteria and 
a wide range of varieties on this beverage, Yakult 
also concerns itself with other types of edible 
nourishment. In Japan, the company sells guava 
leaf tea, recommended for diabetic patients anxious 
about their sugar intake, but also deals with vitamin 
and mineral drinks, in addition to vegetable, soy and 
fruit beverages.

By starting out with microbiological research, 
Yakult’s R&D ends up with other projects as 
well, such as cosmetic products created as a 
result of the positive effect lactic acid bacteria 
has on skin. Furthermore, Yakult is occupied with 
pharmaceuticals. For example, the company verified 
that Lacto-bacillus casei YIT 9018 would inherit an 
anticancer effect, which resulted in the development 
of lactobacilli-based medical drugs. Even though 
the company is active in 37 other countries, the 
Japanese market alone is responsible for the vast 
majority of the sales of these business segments. 
Furthermore, these do not even come close to the 
level of profitability of Yakult’s Food and Beverages, 
which contributed 89 per cent of Yakult’s net sales in 
the fiscal year of 2018.

These numbers illustrate the problem Yakult is 
facing. Whereas the company is dominant in Japan 
and parts of Asia, Yakult is relatively small in the rest 
of the world, where competition is fierce. In 2018, 
just 39.7 per cent of the company’s net sales were 
achieved outside of Japan. Here, only the regular 
65ml Yakult bottles and their Light counterpart have 
reached firm ground. While the ‘One Yakult bottle 
a day’ concept has been integrated into the daily 
life of many Japanese, the same can hardly be said 

about their international counterparts. In particular, 
Yakult’s entrance into the European market was 
marred by issues, since plenty of competitors had 
already jumped on the functional food bandwagon. 
In Yakult’s case, the French Groupe Danone, owner 
of Actimel and Activia, is the biggest foe.

Since the late 1980s, the European market 
for functional food has expanded, but most food 
products companies have used microorganisms in 
their products only to expand into the newly created 
market segment. That these promises of health 
improvement not necessarily yielded desirable 
results is highlighted by the European Food Safety 
Authority (EFSA), which provides scientific advice 
to the European Commission. Recent legislation 
demands that promises of health benefits need to 
be backed up by evidence, as a response to which 
several companies withdrew their claims as a 
precautionary measure. Danone Group did so too 
with its probiotic Actimel and Activia products, 
while the US division of the corporation even had to 
pay US$35 million in a lawsuit as a result of making 
misleading claims. Even though the functional 
food branch is perceived with increased scepticism, 
Danone retained its position largely due to expansive 
marketing.

But how can Yakult convince people that the 
positive effects claimed by its own beverages do 
work? Does Yakult need to replicate its competitors 
in order to successfully compete in the European 
market? Since the image of functional food has 
been smudged by negative publicity, it demands 
a grand marketing campaign in order to alter the 
negative view shared by many. By putting an 
emphasis on the positive difference between Yakult 
and its competitors, the differentiation of the little 
beverages could be exploited.

On the other hand, one could argue it is 
impossible to put new wine in old bottles, but 
perhaps Yakult is capable of pouring old wine 
into new containers. In Japan, Yakult has limited 
competition, but in Europe the situation is quite 
different. With Yakult’s limited assortment in most 
countries outside of Japan, the expansion of Yakult’s 
probiotic products abroad might be a solution. 
Yakult’s research resulted in a wide range of 
innovative products, with some of them not having 
a direct equivalent in the portfolio of competitors, 
allowing for product differentiation.
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Yakult might also emphasize its Yakult Ladies. 
There are about 80,000 Ladies operating worldwide, 
but it is a channel which excludes the West, where 
the sales of beverages are limited to stores. With 
Yakult Ladies accounting for 51.4 per cent of 
the sales of Yakult’s dairy products in Japan as of 
2018 and the women being able to create long-term 
loyalty to the company as it has proven in many 
Asian countries in which it operates, this channel 
might be worthwhile expanding.

With a limited budget and equally narrow 
elbowroom, Yakult’s management faces a difficult 
decision. Due to fierce competition and the current 
image of functional food in Europe, the message of 

Yakult’s probiotic products may require aggressive 
marketing. Alternatively, by replicating the 
successful business model it has in Japan, Yakult 
Ladies might tell the probiotics story and sell 
more products to help swing Yakult on top. Which 
route will crack the tiny bottle and release Yakult’s 
message?

Co-author: Wester Wagenaar

Sources: www.yakult.co.jp; institute.yakult.co.jp; Yakult Annual 
Report 2018; Bloomberg, 15 April 2010 and 26 April 2013; 
Business Week, 25 November 2007; Deguchi and Miyazaki 
(2010); Financial Times, 27 November 2013; Heasman and 
Mellentin (2001); Moloughney (2010); The Wall Street Journal, 
26 April 2013; World Health Organization (2009).

pERSpECTivES ON BuSiNESS LEvEL STRATEGY

Always to be best, and to be distinguished above the rest.
The Iliad, Homer (8th century BC); Greek poet

Firms need to adapt themselves to market developments and need to build on the 
strengths of their resource bases and value chains. The main question dividing managers 
is ‘who should be fitted to whom’ – should an organization adapt itself to its environment 
or should it attempt to adapt the environment to itself? What should be the dominant 
factor driving a firm: its strengths or the opportunities? Should strategizing managers 
take the environment as the starting point, choose an advantageous market position and 
then build the resource base and value chain necessary to implement this choice? Or 
should strategizing managers take the organization’s resource base (and possibly also its 
value chain) as the starting point, selecting and/or adapting an environment to fit with 
these strengths?

As before, the strategic management literature comes with strongly differing views 
on how managers should proceed. The variety of opinions among strategy theorists is 
dauntingly large, posing many incompatible prescriptions. Here the two diametrically 
opposed positions will be identified and discussed in order to show the richness of differing 
opinions. On the one side of the spectrum, there are those strategists who argue that the 
market opportunities should be leading, while implying that the organization should 
adapt itself to the market position envisioned. This point of view is called the ‘outside-in 
perspective’. At the other end of the spectrum, many strategists believe that competition 
eventually revolves around rival resource bases and that firms must focus their strategies 
on the development of unique resources and value chains. They argue that product–market 
positioning is a tactical decision that can be taken later. This view is referred to as the 
‘inside-out perspective’.
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The outside-in perspective
Managers with an outside-in perspective believe that firms should not be 
self-centred, but should continuously take their environment as the starting 
point when determining their strategy. Successful companies, it is argued, 
are externally oriented and market-driven (e.g. Day, 1990; Webster, 1994). 

They have their sights clearly set on developments in the marketplace and are determined 
to adapt to the unfolding opportunities and threats encountered. They take their cues 
from customers and competitors, and use these signals to determine their own game 
plan (Jaworski and Kohli, 1993). For these successful companies, markets are leading, 
resources are following.

Therefore, for the outside-in directed manager, developing strategy begins with an 
analysis of the environment to identify attractive market opportunities. Potential customers 
must be sought, whose needs can be satisfied more adequately than currently done by 
other firms. Once these customers have been won over and a market position has been 
established, the firm must consistently defend or build on this position by adapting itself to 
changes in the environment. Shifts in customers’ demands must be met, challenges from 
rival firms must be countered, impending market entries by outside firms must be rebuffed 
and excessive pricing by suppliers must be resisted. In short, to the outside-in manager 
the game of strategy is about market positioning and understanding, and responding 
to external developments. For this reason, the outside-in perspective is sometimes also 
referred to as the ‘positioning approach’ (Mintzberg, Ahlstrand and Lampel, 1998).

Positioning is not short-term, opportunistic behaviour, but requires a strategic 
perspective, because superior market positions are difficult to attain. Once conquered, 
however, positioning can be the source of sustained profitability. Some proponents of 
the outside-in perspective argue that in each market a number of different positions can 
yield sustained profitability. For instance, Porter suggests that companies that focus on 
a particular niche, and companies that strongly differentiate their product offering, can 
achieve strong and profitable market positions, even if another company has the lowest 
cost position (Porter, 1980, 1985). Other authors emphasize that the position of being 
market leader is particularly important (e.g. Buzzell and Gale, 1987). Companies with a 
high market share profit more from economies of scale, benefit from risk aversion among 
customers, have more bargaining power towards buyers and suppliers, and can more easily 
flex their muscles to prevent new entrants and block competitive attacks.

Unsurprisingly, proponents of the outside-in perspective argue that insight into markets 
and industries is essential. Not only the general structure of markets and industries needs 
to be analysed, but also the specific demands, strengths, positions and intentions of all 
major forces need to be determined. For instance, buyers must be understood with regard 
to their needs, wants, perceptions, decision-making processes and bargaining chips. The 
same holds true for suppliers, competitors, potential market and/or industry entrants and 
providers of substitute products (Porter, 1980, 1985). Once a manager knows ‘what makes 
the market tick’ – sometimes referred to as the ‘rules of the game’ – a position can be 
identified within the market that could give the firm bargaining power vis-à-vis suppliers 
and buyers, while keeping competitors at bay. Of course, the wise manager will not only 
emphasize winning under the current rules with the current players, but will attempt to 
anticipate market and industry developments, and position the firm to benefit from these. 
Many outside-in advocates even advise firms to initiate market and industry changes, so 
that they can be the first to benefit from the altered rules of the game (this issue will be 
discussed further in Chapters 9 and 10).
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Proponents of the outside-in perspective readily acknowledge the importance of firm 
resources and activities for cashing in on market opportunities the firm has identified. If 
the firm does not have, or is not able, to develop or obtain the necessary resources to 
implement a particular strategy, then specific opportunities will be unrealizable. Therefore, 
managers should always keep the firm’s strengths and weaknesses in mind when choosing 
an external position, to ensure that it remains feasible. Yet, to the outside-in strategist, the 
firm’s current resource base should not be the starting point when determining strategy, 
but should merely be acknowledged as a potentially limiting condition on the firm’s ability 
to implement the best business strategy.

Actually, firms that are market-driven are often the first ones to realize that new 
resources and/or activities need to be developed and, therefore, are better positioned to 
build up a ‘first mover advantage’ (Lieberman and Montgomery, 1988, 1998). Where 
the firm does not have the ability to catch up with other firms’ superior resources, it can 
always enter into an alliance with a leading organization, offering its partner a crack at a 
new market opportunity.

RiOT: upSETTiNG ThE 
GAmiNG iNduSTRY
Riot Gaming’s online multiplayer PC game 
League of Legends is one of the most popular 
video games across the globe: League of Legends 
supports over 100 million active monthly users, it 
consistently ranks among the most-watched games 
on streaming services like Twitch, and its 2018 
world championship finals had 99.6 million unique 
viewers, nearly exceeding the 100.7 million viewers 
of 2019’s Superbowl finale. League of Legends 
generated US$1.4 billion in revenue in 2018, only 
losing out to Fortnite and Dungeon Fighter Online 
for highest revenue across all platforms that year.

The massive influx of capital might suggest 
that League of Legends’ success stems from 
Riot’s accumulation of financial resources into 
some superior hard-to-copy internal resource. 
Yet, the opposite holds true: League of Legends 
was developed with limited resources, under a 
corporate motto of prioritizing player experience 
over revenues. Rather than taking internal elements 
of the organization as a vantage point, Riot focuses 
its strategy around understanding gamers’ needs and 
desires.

Founded in the US in 2006, Riot dubbed 
the creation process of League of Legends as 
constituting ‘player-focused game development’. 
This customer-centric rationale was enshrined in 

the company manifesto as ‘Player Experience First’. 
The notion was similarly echoed by Brendon Beck, 
co-chairman and co-founder of Riot, who stressed 
the importance of alignment with its customers. As 
League of Legends was (and still is) the sole game 
under Riot’s development, this meant constantly 
synchronizing the game to the changing needs of 
the players. Needless to say, this customer-centric 
philosophy manifested itself as a fundamental pillar 
driving Riot’s strategic endeavours.

Yet, for a small and newly established firm to be 
audible through the noise of big competitors, words 
alone are insufficient. One way Riot sought to turn 
words into action, was by employing a free-to-play 
business model. When they released League of 
Legends in 2009, anyone with a PC could acquire 
the game free of charge. By adopting a ‘freemium’ 
pricing strategy, the core of the game was offered for 
free, while players could opt to purchase additional 
content such as character customizations, in-game 
currency and other virtual goods. This was not 
business as usual at the time: most videogame 
studios easily charged customers US$60 for debut 
titles, while costs paired with development could 
rise to hundreds of millions of dollars, let alone 
publishing. Riot on the other hand, had a starting 
budget of US$3 million to accomplish both. 
Although it might appear odd to create ‘value’ by 
offering a game for free, what constitutes value and 
what does not, is a matter of perspective.

ExhiBiT 4.2 ThE OuTSidE-iN pERSpECTivE
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Riot’s strategy to create value is to offer 
something so outrageously cool, players will want 
to open their wallets. Instead of merely filling 
their digital marketplace with recolours of existing 
character outfits – ‘skins’ – Riot allows players to 
change the complete look of a character. Pay Riot 
money and a jungle huntress can thus transform into 
a French maid and an assassin can turn into a pirate 
or a football referee. Riot occasionally amplifies its 
skin concept. In 2014, it created virtual heavy metal 
band Pentakill, with characters from the game as its 
band members. Though the band does not physically 
exist, their song managed to breach the Billboard 
Top 40 and reach No 1 in the iTunes metal chart. Of 
course, the looks of these characters can be bought 
in-game so a player can run around like a Pentakill 
band member. In 2015, Riot upped the ante when 
it introduced DJ Sona, a musical character’s skin 
that allowed a player and their teammates to hear 
the beats from big EDM (electronic dance music) 
names such as Bassnectar and The Crystal Method. 
Most recently, Riot dabbled in Korean pop with the 
creation of virtual K-pop group K/DA. The viral 
sensation – the accompanying music video far 
exceeds 200 million views on YouTube – allows 
gamers to don the outfits of the pop stars, if they are 
willing to pay Riot US$10 per skin.

Another instrument Riot deploys to cater 
to its customers is its broadcasting channels, 
through which it airs live events and tournaments 
of competitive gaming for a live audience, also 
known as e-sports. At Riot, they take the outside-in 
approach at word value: not only do they exclusively 
hire gamers at the company, they apply the same 
principle by offering gamers contracts to participate 
in competitive matches. Although the hosting of 
these events costs more than earnings through ticket 
sales – or millions of dollars in prize pools – they 
help create and keep customers.

As the community around League of Legends 
continues to grow, so does the revenue from 
sponsorships and ads. Corporate legends like 
Coca-Cola, Intel, Sony and many others are eager 
to capitalize on a myriad of business opportunities 
provided by Riot. By building a loyal community 
of gamers, League of Legends has become a legend 
itself.

Co-authors: Sander Wisman and Wester Wagenaar

Sources: www.riotgames.com; www.superdata research.com; 
Bloomberg, 15 January 2016; The Economist, 10 December 2011 
and 25 May 2014; Forbes, 4 February 2015; Fortune, 27 January 
2016; Harvard Business Review, 3 June 2014; The Guardian, 
6 August 2017; Marketwatch, 4 February 2019; Statista, 2016; 
Washington Post, 17 April 2019.

The inside-out perspective
Strategists adopting an inside-out perspective believe that strategies should 
not be built around external opportunities, but around a company’s strengths. 
Successful companies, it is argued, build up a strong resource base over an 
extended period of time, which offers them access to unfolding market 

opportunities in the medium and short term. For such companies, the starting point of the 
strategy formation process is the question of which resource base it wants to have. The 
fundamental strategic issue is which difficult-to-imitate competencies and exclusive assets 
should be acquired and/or further refined. Creating such a resource platform requires 
major investments and a long breath, and to a large extent will determine the culture and 
identity of the organization. Hence, it is of the utmost importance and should be the central 
tenet of a firm’s strategy. Once the long-term direction for the building of the resource 
infrastructure has been set, attention can be turned to identifying market opportunities 
where these specific strengths can be exploited. To the inside-out oriented strategizing 
manager, the issue of market positioning is essential, as only a strong competitive position 
in the market will result in above-average profitability. However, market positioning must 
take place within the context of the broader resource-based strategy and not contradict the 
main thrust of the firm – selected market positions must leverage the existing resource 
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base, not ignore it. In other words, market positioning is vital, but tactical, taking place 
within the boundaries set by the resource-driven strategy. For success, resources should be 
leading, and markets following.

Many strategists taking an inside-out perspective tend to emphasize the importance 
of a firm’s competencies over its tangible resources (physical assets). Their way of 
looking at strategy is referred to as the resource-based view (e.g. Wernerfelt, 1984; 
Barney, 1991, Reading 4.2), competence-based view (e.g. Prahalad and Hamel, 1990, 
Reading 5.2; Sanchez, Heene and Thomas, 1996) or capabilities-based view (e.g. 
Stalk, Evans and Shulman, 1992; Teece, Pisano and Shuen, 1997). These strategists 
point out that it is especially the development of unique abilities that is such a 
strenuous and lengthy process, more so than the acquisition of physical resources 
such as production facilities and computer systems. Some companies might be 
able to achieve a competitive advantage based on physical assets, but usually such 
tangible infrastructure is easily copied or purchased. However, competencies are not 
readily for sale on the open market as ‘plug-and-play’ components, but need to be 
painstakingly built up by an organization through hard work and experience. Even 
where a company takes a short cut by buying another organization or engaging in an 
alliance, it takes significant time and effort to internalize the competencies in such a 
way that they can be put to productive use. Hence, having distinctive competencies 
can be a very attractive basis for competitive advantage, as rival firms generally 
require a long time to catch up (e.g. Collis and Montgomery, 1995; Barney, 1991, 
Reading 4.2).

The ‘nightmare scenario’ for inside-out oriented strategists is where the firm flexibly 
shifts from one market demand to the next, building up an eclectic collection of unrelated 
competencies, none of which is distinctive compared to competence-focused companies. 
In this scenario, a firm is fabulously market-driven, adaptively responding to shifts in the 
environment, but incapable of concentrating itself on forming the distinctive competence 
base needed for a robust competitive advantage over the longer term.

Most inside-out oriented strategists also recognize the ‘shadow side’ of competencies 
– they are not only difficult to learn, but difficult to unlearn as well. The laborious task 
of building up competencies makes it hard to switch to new competencies, even if that 
is what the market demands (e.g. Christensen, 1997; Rumelt, 1996). Companies far 
down the route of competence specialization find themselves locked in by the choices 
made in the past. In the same way as few concert pianists are able (and willing) to 
switch to playing saxophone when they are out of a job, few companies are able and 
willing to scrap their competence base just because the market is taking a turn for the 
worse. Becoming a concert pianist not only takes years of practice but is a way of life, 
with a specific way of working, network and career path, making it very unattractive 
to make a mid-career shift towards a more marketable trade. Likewise, companies 
experience that their core competencies can simultaneously be their core rigidities, 
locking them out of new opportunities (Leonard-Barton, 1995). From an inside-out 
perspective, both companies and concert pianists should therefore first try to build 
on their unique competencies and attempt to find or create a more suitable market, 
instead of reactively adapting to the unpredictable whims of the current environment 
(see Figure 4.8).
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FiGuRE 4.8 Two perspectives on shaping the business model

dYSON: BLOwN BY ThE wiNd
Who could have envisioned that the strange-
looking invention of the ‘Ballbarrow’ would lead 
to a number of game changers in multiple markets, 
and would make its founding father Britain’s most 
famous engineer and billionaire? James Dyson’s 
revolutionary vacuum cleaners, hand dryers, fans 
and heaters all changed their marketplace – at a 
premium price.

When James Dyson renovated his property in 
1971, the wheel of his wheelbarrow got stuck in 
the mud, causing damage to the paintwork and 
the bucket to end up with an unremovable cement 
coating. A few years later, James Dyson solved 
those problems with the Ballbarrow, a wheelbarrow 
with a spherical wheel and a moulded plastic bucket. 
Against all odds, the Ballbarrow became a huge 
success.

Frustration also triggered the idea for Dyson’s 
next success story. When James Dyson bought a 
Hoover vacuum cleaner, it clogged quickly and lost 

suction over time. The only option was to change 
the filters and put in a new bag, resulting in exactly 
the same problems. Inspired by the way a local 
sawmill removed sawdust, he came up with the idea 
of implementing air cyclones in vacuum cleaners. 
In 1993, and more than 5000 prototypes later, his 
invention broke through: a cyclonic vacuum cleaner, 
capable of generating 100,000G centrifugal force 
(around 20,000 times greater than an average roller 
coaster ride), and spinning the dirt into a high-grade 
transparent plastic bin. That same year, James Dyson 
started the company Dyson and opened a research 
centre and a factory in England.

Dyson’s cyclonic vacuums conquered the world 
much faster than anybody could have imagined. In 
2002, Dyson introduced its DC07 upright vacuum 
cleaner in the US for $399, while the average price 
of a vacuum cleaner in the US at the time was 
around $125. Nevertheless, two years later, Dyson 
had captured almost 15 per cent of the 4 billion-
dollar US vacuum cleaner market and 40 per cent of 
the UK market.

ExhiBiT 4.3 ThE iNSidE-OuT pERSpECTivE
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Since then, Dyson has repeatedly entered and 
upset new markets with inventions utilizing the 
company’s technological know-how. The Airblade 
Hand Dryer, which starts at US$1199, can be seen 
in public lavatories worldwide. Its HEPA filter gets 
rid of bacteria in the bathroom air, and it then blows 
a strong sheet of air onto your hands to scrape off 
water like a windshield wiper. As it only takes about 
12 seconds to dry your hands, it is not only a must-
have in public bathrooms; it is also more energy 
and cost efficient than paper towels and standard 
hand dryers. And then there are Dyson’s cooling 
fans: fans without actual fans. The airflow passes 
over the curved outer circle of the machines, while 
the air around it is also drawn into the airflow and 
amplified up to 18 times. According to the company, 
this prevents the machine from ‘chopping the air 
before it hits you’ like a conventional fan does, 
providing an uninterrupted flow of air instead. The 
company also invented the first LED light with an 
effective cooling system – supposedly performing at 
least 1.5 times longer than its regular counterparts. 

Innovations like these, and a series of successful 
entries in Asian markets, have seen Dyson grow 

into a consumer electronic colossus. Most recently 
fuelled by soaring demand across Asia, Dyson 
saw its profits cross the £1 billion milestone for 
the first time in 2018, with profits reaching £1.1 
billion (around US$1.42 billion). The company now 
employs nearly 6000 scientists and engineers, about 
half of its total workforce.

What is Dyson’s secret? “Our success is down to 
new ideas and the work of teams around the world,” 
James Dyson said. The company relies heavily on 
its resources, entering new markets and coming up 
with innovative products. With that in mind, Dyson 
currently bringing its knowledge of motors, batteries 
and robotics together to manufacture an electric car, 
should not come as a surprise. For many years now, 
Dyson has created for itself the perfect conditions 
for innovations, fostering its resources to ensure 
a steady flow of new ideas carves out its path of 
success.

Co-authors: Jeroen Brinkhuis and Wester Wagenaar

Sources: www.dyson.com; www.mintel.com; The Guardian,  
26 May 2010 and 21 March 2016; Newsweek, 13 January 2011 
and 13 August 2013; The New Yorker, 20 September 2010; 
ZDNET, 23 January 2019.

mANAGiNG ThE pARAdOx OF mARkETS  
ANd RESOuRCES

One does not gain much by mere cleverness.
Marquis de Vauvenargues (1715–1747); French soldier and moralist

So, how can a sustainable competitive advantage be created? Should generals create 
a sustainable competitive advantage by first selecting a superior position in the 
environment (e.g. a mountain pass) and then adapt their military resources to this 
position, or should generals develop armies with unique resources and then try to let the 
battle take place where these resources can best be employed? Should football coaches 
first determine how they want the game to be played on the field and then attract and 
train players to fit this style, or should coaches develop uniquely talented players and 
then adapt the team’s playing style to make the best use of these resources? Should 
strategizing managers first understand industry dynamics and then develop resources 
that fit the environment? Or should they focus on developing unique and difficult-to-
imitate resources and compete in industries where these resources fit best? Whether a 
military, sports or business strategist, an approach to creating competitive advantage 
must be chosen (see Table 4.1).
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While no consensus has yet been developed within the field of strategic management 
on how to manage the paradox of markets and resources, two options have been suggested 
by scholars. The first option is parallel processing and the second juxtaposing based on 
dynamic capabilities (see taxonomy in Chapter 1).

Parallel processing
In parallel processing, the company deals with the paradox of markets and resources by 
separating demands over different organizational units. Some organizational units focus on 
market demands only – such as sales managers – and others on resource leveraging – such 
as R&D managers. For example, the sales department analyses client demands, competitive 
moves and industry dynamics, and then positions the company within the industry 
environment, while the research and development department leverages company resources 
to create unique value propositions. In this case, managing the paradox of markets and 
resources takes place at the next organizational level up in the boardroom. The phenomenon 
of dual processing companies has also been called ‘spatial separation’ (see Chapter 1).

Juxtaposing
While some organizational members focus on market demands only – such as sales 
managers – and others on resource leveraging – such as R&D managers – strategizing 
managers at different organizational units or with higher hierarchical positions have to 
juxtapose between both demands, employing dynamic capabilities. Defined as ‘the distinct 
skills, processes, procedures, organizational structures, decision rules and disciplines that 
form the basis of a company’s ability to sensing, seizing and reconfiguring capabilities’ 
(Teece, Pisano and Shuen, 1997; Teece, 2007, Reading 2.1), dynamic capabilities propel 
strategists to accommodate both demands at the same time.

Dynamic capabilities enable strategizing managers to manage the paradox of markets 
and resources by juxtaposing between the demand for market adaptation and the demand 
for resource leveraging. Juxtaposing is the continuous process of creating and maintaining 
a dynamic equilibrium in the paradox of markets and resources. The equilibrium is 
dynamic, because companies continuously upgrade their competencies to protect them 
against competitors that imitate the firms’ competencies and to defend their market 

TABLE 4.1 Outside-in versus inside-out perspective

Outside-in perspective Inside-out perspective

Emphasis on Markets over resources Resources over markets
Orientation Opportunity-driven (external potential) Strength-driven (internal potential)
Starting point Market demand and industry 

structure
Resource base and value chain

Fit through Adaptation to environment Adaptation of environment
Strategic focus Attaining advantageous position Attaining distinctive resources
Strategic moves External positioning Building resource base
Tactical moves Acquiring necessary resources External positioning
Competitive weapons Bargaining power and mobility 

barriers
Superior resources and imitation 
barriers
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position. At the same time, they must also actively develop new capabilities in a changing 
business environment. The paradox is managed either on a project basis, or within the 
same organizational unit or at a higher organizational level.

BuSiNESS LEvEL STRATEGY iN iNTERNATiONAL 
pERSpECTivE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

Whoever is winning at the moment will always seem to be invincible.
George Orwell (1903–1950); English novelist

Comparative management research has not reported specific national preferences for an 
inside-out or an outside-in perspective thus far. This may be due to the fact that there are 
actually no distinct national inclinations when dealing with this paradox. Another cause 
may lie in the difficulty of international comparative research, or this lack of research 
reflects the implicit assumption that theories on strategizing are universally applicable. 
However, it might also be the case that the late emergence of resource-based theories – 
starting in the early 1980s – has not yet allowed for cross-national comparisons. Whatever 
the reason, the bottom line remains that little cross-cultural research has been conducted 
in the field of strategic management and this is especially true for specific national 
preferences for an inside-out or outside-in perspective.

Nevertheless, it is possible to provide a better understanding of the international playing 
field regarding business level strategy. Differences on the societal, industry and personal 
level can be held responsible for different international preferences across the world.

On the societal level
While cultural differences have not been identified yet by comparative management 
research, there are elements on the societal level that can have an influence on whether 
companies within a societal context prefer inside-out or outside-in thinking. National 
cultures also seem to play a role, but international comparative studies on this topic have 
not been carried out yet. We thus identify two factors that can influence preferences here: 
mobility barriers and resource mobility.

In general, industry and market positions will be of more value if there are high mobility 
barriers within the environment (Porter, 1980). Some of these barriers can be specifically 
national in origin. Government regulation in particular can be an important source of 
mobility barriers. For instance, import quotas and duties, restrictive licensing systems, 
and fiscal regulations and subsidies, can all – knowingly or unknowingly – result in the 
protection of incumbent firms. Such government intervention enhances the importance of 
obtained positions. Other national sources of mobility barriers can be unions’ resistance to 
change and high customer loyalty. In some economies, high mobility barriers might also 
be imposed by powerful groups or families. Here strategists might have a strong preference 
to think in terms of market positions first, because these are more difficult to obtain than 
the necessary resources. The opposite would be true in more dynamic economies, where 
market positions might easily be challenged by competitors, unless they are based on 
distinctive and difficult-to-imitate resources.

A second international difference might be found in the types of resources employed 
across countries. In nations where the dominant industries are populated by firms using 
relatively simple and abundant resources, market positions are far more important, since 
acquisition of the necessary resources is much less of an issue. If resources are not rare, 
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are imitable and everybody has access to them, it is hard to make money from them (Peng, 
2013). However, if a national economy is composed of industries using complex bundles 
of resources, requiring many years of painstaking development, there might be a tendency 
to emphasize the importance of resources over market positions.

On the industry level
Research has not been conclusive as to whether different industries have clear preferences 
for either an inside-out or an outside-in perspective on strategy. A general rule seems 
to be that primary sector industries are predominantly controlled through inside-out 
strategies. Companies operating in the tertiary sector, or the service industry, focus more 
on positioning themselves to follow the markets.

Some industries do have certain characteristics that make it more logical for them to 
prefer either one of the perspectives. As the emphasis of the field of marketing lies in 
communicating with the world outside of a company, marketers are often more familiar 
with the outside-in perspective. Industries with few marketers can be expected to gravitate 
more towards an inside-out focus. This is for instance the case for engineering and heavy 
industries, such as steel. Within business-to-consumer industries, however, preferences for 
outside-in perspectives can be expected. Here specialized product knowledge and personal 
networks are considered important and a focus on the environment is a logical consequence.

To the strategist
Independent of where strategists are operating or what nationality they possess, their 
behaviour is likely to be largely influenced and shaped by the education they received. 
This is especially true for a preference for inside-out or outside-in thinking and decision-
making. A manager primarily schooled in marketing will likely have a preference towards 
an outside-in perspective. The opposite is true for a strategist with a background in HR 
(Wright, Snell and Jacobsen, 2004), in addition to someone proficient in the R&D side of 
businesses. In this case, it is expected they will make strategic decisions through an inside-
out perspective, emphasizing internal strengths. Since education lays the foundation on 
how to perceive business and interpret the world, this is reflected in one of the basic ways 
to look at business, the paradox between market adaptation and resource leveraging.

Returning to the position of the strategists, for them it is important to take notice of who 
they are dealing with. Since there have not been any cross-cultural studies into national 
preferences, it is impossible for a strategist operating on the international stage to base 
expectations on people’s nationalities. Instead, the work experience and academic background 
can provide an indication towards one of the two perspectives. In addition, international 
strategists may find their preference stem from mobility barriers or resource mobility. It is 
also imperative for a strategist to stay aware of his or her own background to realize the 
natural preference inherent to him or her. This inclination might always seem like the most 
logical option for him or her, but it is not guaranteed to be the best mode of operation.

iNTROduCTiON TO ThE REAdiNGS

Drive thy business; let it not drive thee.
Benjamin Franklin (1706–1790); American writer and statesman

To help strategists to come to grips with the variety of perspectives on this issue, three 
readings have been selected that each shed their own light on the debate. As in previous 
chapters, the first two readings will be representatives of the two poles on this issue, while 
the aim of the third reading is to bridge the two perspectives.
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Reading 4.1, ‘Strategy from the Outside In’, has been taken from the first chapter of 
George Day and Christine Moorman’s 2010 book with the same title. The reading is based 
on three lessons that the authors claim to have taken from winning companies. The first 
lesson is that these companies consistently take an outside-in approach to strategy, starting 
from the market when designing their strategy, not the other way around. The second 
lesson is that they use market insight, which goes far beyond market data and information, 
and is based on “deep and integrated knowledge that reveals patterns and identifies 
opportunities”. The third lesson is that each and every part of outside-in companies should 
focus on achieving, sustaining and profiting from customer value. The authors argue 
that there are many reasons why companies are pushed towards becoming inside-out – 
including the popularity of the resource-based view of the firm – but company leaders of 
winning companies resist these forces.

As representative of the inside-out perspective, an often-cited article by Jay Barney 
has been selected as a thorough introduction to the resource-based view. In Reading 4.2, 
‘Firm Resources and Sustained Competitive Advantage’, Barney differentiates resource-
based models of competitive advantage from the Porter-like environmental models. He 
does not dismiss externally oriented explanations of profitability, but wishes to explore the 
internally oriented explanation that idiosyncratic firm resources are at the base of superior 
performance. He sets out on this task by pinpointing the two fundamental assumptions 
on which the resource-based view rests – that firms have different resources (resource 
heterogeneity) and that these resources cannot be easily transferred to, or copied by, other 
firms (resource immobility). He goes on to argue that these resources can be the basis of 
competitive advantage if they meet four criteria: they must be valuable and rare, while 
being difficult to imitate and substitute.

Reading 4.3, ‘Dynamic Capabilities: An exploration of how firms renew their resource 
base’ by Véronique Ambrosini, Cliff Bowman and Nardine Collier, is a 2009 British 
Journal of Management article that addresses the issue of actively managing the paradox 
of markets and resources by means of dynamic capabilities. Dynamic capabilities are 
defined as the distinct skills, processes, procedures, organizational structures, decision 
rules and disciplines that form the basis of a company’s ability to sense, seize and 
reconfigure capabilities. Dynamic capabilities are difficult to develop and deploy, and 
are the key to competitive advantage in fast-changing business landscapes with rapid 
innovation. The importance of the dynamic capabilities concept is that it bridges the 
distinct and theoretically incompatible schools of thought that the outside-in and inside-
out perspectives are based on.

The influential 1997 Strategic Management Journal (SMJ) article ‘Dynamic 
Capabilities and Strategic Management’, by David Teece, Gary Pisano and Amy Shuen 
marked the beginning of the high popularity of the dynamic capabilities concept in the 
strategy field, and particularly within the ‘resource-based view’ school of thought. Even 
years before official publication as a working paper, this article inspired strategy scholars 
around the world. In a stream of publications, the nature of dynamic capabilities has 
been researched and further conceptualized, such as Kathleen Eisenhardt and Jeffrey 
Martin’s SMJ article ‘Dynamic capabilities: What are they?’ (2000). In 2007 David Teece 
published another influential article in SMJ: ‘Explicating Dynamic Capabilities: The 
nature and microfoundations of (sustainable) enterprise performance’ (Reading 2.1 in this 
book). McGrath’s 2013 book, provocatively entitled The End of Competitive Advantage, 
stretched the meaning of dynamic capabilities further, and underscores the importance – 
and confidence – of dynamic capabilities researchers.

Ambosini, Bowman and Collier build on the existing body of knowledge and suggest 
that there are three levels of dynamic capabilities which are related to managers’ 
perceptions of environmental dynamism. At the first level the authors find incremental 
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dynamic capabilities: those capabilities concerned with the continuous improvement of 
the firm’s resource base. At the second level are renewing dynamic capabilities, those that 
refresh, adapt and augment the resource base. These two levels are usually conceived as 
one and represent what the literature refers to as dynamic capabilities. At the third level are 
regenerative dynamic capabilities, which impact not on the firm’s resource base, but on its 
current set of dynamic capabilities, i.e. these change the way the firm changes its resource 
base. The authors explore the three levels using illustrative examples and conclude that 
regenerative dynamic capabilities may either come from inside the firm or enter the firm 
from outside, via changes in leadership or the intervention of external change agents.

READING

4.1
Strategy from the outside in
By George S. Day and Christine Moorman1

1Source: This article was adapted with permission from Chapter 1 of Strategy From the Outside In: Profiting from customer value, McGraw 
Hill, New Jersey, 2010. Copyright © 2010 by George S. Day and Christine Moorman. Reproduced by permission of The McGraw-Hill 
Companies, Inc.

W ith the wreckage of the Great Recession still 
smouldering and slow economic growth 

expected for the foreseeable future, it’s not surprising 
to see that many companies are turning inward and 
hunkering down. Profits, growth and value creation 
seem to have become stretch goals rather than baseline 
expectations. Companies that were praised over the 
last decade for delivering shareholder value have 
largely fallen on hard times; buried under debt, they 
have no clear plan for capitalizing once customers are 
willing to spend again. The Fortune 500’s top 25 at the 
beginning of the century included companies such as 
General Motors, Ford, Citigroup, Bank of America, 
AIG, Enron and Compaq. Measured by market value, 
only 8 of the 25 largest companies in the world in 2000 
can claim that distinction today.

Yet a number of companies operating in the same 
challenging environment have gained market share, 
grown revenues and profits, and created more value 
for customers, in contrast to their competitors’ intense 
focus on budget cutting. Indeed, there are companies 
that have managed market share, profit and customer 
value growth throughout the vertiginous boom-
and-bust business cycles of the last 20 years. These 
companies may not have been favourite stock picks, 
nor have all of them topped the lists of the decade’s 
most profitable corporations. But what they have done 
is found a way to build value over the long term. These 
are not flash-in-the-pan companies, world-beaters one 
year and stragglers the next. They are companies like 

Johnson & Johnson, Procter & Gamble, Fidelity, Cisco, 
Wal-Mart, Amazon, Apple, IKEA, Texas Instruments, 
Becton Dickinson and Tesco, among others.

These companies have been successful because 
they have remained true to the purpose of a business 
(as stated by Peter Drucker): to create and keep 
customers. They’ve kept that purpose not by focusing 
on shareholders and meeting quarterly numbers, by 
playing games with their financial statements, or by 
focusing just on competitive advantages. Instead, 
they’ve done it by consistently creating superior 
customer value – and profiting handsomely from that 
customer value.

We’ve spent years looking at these companies –  
and many not-so-successful ones – looking for 
patterns  and commonalities that explain their stellar 
results, and we’ve concluded that they offer three 
very important lessons for any executive who wants 
to consistently create superior customer value and 
generate economic profits over the long term. There is 
no step-by-step formula, but there are consistencies in 
how these companies think, how they make strategic 
decisions, and, most importantly, how they operate to 
ensure they are maximizing the value they create and 
the profits they capture.

 ■ These companies approach strategy from the 
outside-in rather than from the inside-out. They start 
with the market when they design their strategy, not 
the other way around.
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 ■ They use deep market insights to inform and guide 
their outside-in view.

 ■ Their outside-in strategy focuses every part of the 
organization on achieving, sustaining and profiting 
from customer value.

Two paths to strategy

The first thing that distinguishes these value- and 
profit-creating companies is that they drive strategy 
from the perspective of the market – in other words, 
from the outside in. This may sound trivial, but it is 
shockingly uncommon. For all the talk about “putting 
the customer first” and “relentlessly delivering value 
to customers,” most management teams fail to do this. 
Put most simply, outside-in means standing in the 
customer’s shoes and viewing everything the company 
does through the customer’s eyes.

Far more common than outside-in thinking is 
inside-out thinking and inside-out strategy. Inside-out 
companies narrowly frame their strategic thinking by 
asking, “What can the market do for us?” rather than, 
“What can we do for the market?” The consequences 
of inside-out versus outside-in thinking can be seen 
in the way many business-to-business firms approach 
customer solutions. The inside-out view is that 
“solutions are bundles of products and services that 
help us sell more.” The outside-in view is that “the 
purpose of a solution is to help our customers find 
value and make money-to our mutual benefit.”

Inside-out thinking helps explain why a large 
database company that was looking to grow by 
leveraging its deep information about the companies’ 
finances spent several million dollars to develop 
a product for small and medium-sized enterprises 
without first having in-depth conversations with 
potential buyers. Management, seduced by the 
seemingly vast potential of this market, relied on the 
assurances of the sales force that customers would 
buy. During the process, no one asked what value the 
company would be offering customers, or how the 
company’s new product would offer customers more 
value than the status quo. Instead, managers focused 
on what customers could do for the company. As a 
result, the new product flopped and was abandoned in 
less than a year.

An even more costly example is Ford’s unfortunate 
decision not to add a sliding door on the driver’s side 
of its Windstar minivan. The extra cost of the fifth door 
was the major factor in this decision, but just to be sure, 

the designers asked a sample of buyers their opinion. 
Only one-third of the sample thought it was a good 
idea, while the rest said no or weren’t sure because 
they couldn’t envision the benefits. Meanwhile, Ford’s 
competitors were “living with” prospective buyers at 
shopping malls, do-it-yourself stores and soccer fields. 
That fieldwork showed that the fifth door could solve 
a lot of problems for families and handymen. Based 
on these benefits to customers, Ford’s competitors, 
including Honda, Chrysler and GM, added the door, 
which was an immediate hit. Ford’s sales suffered 
so badly because of the lack of this feature that the 
company was forced to add it later. Doing so meant that 
Ford had to redesign its van to match competitors’ – at 
an out-of-pocket cost of US$560 million (not including 
the opportunity cost of lost sales).

Winning from the outside in

With an outside-in mindset, top management’s strategy 
dialogue starts with the market. The management team 
steps outside the boundaries and constraints of the 
company as it is, and looks first at its market: How 
and why are customers changing? What new needs do 
they have? What can we do to solve their problems and 
help them make more money? What new competitors 
are lurking around the corner, and how can we derail 
their efforts? This perspective expands the strategy 
dialogue and opens up a richer set of opportunities for 
competitive advantage and growth.

Jeff Bezos, the founder and chairman of Amazon.
com, is a champion of the outside-in approach. He 
explained how Amazon was able to meet the needs of 
its customers for Web services by offering access to its 
cloud computing network and for a more convenient 
reading experience with the Kindle. He describes it as 
a “working backward” mentality:

Rather than ask what we are good at and what 
else can we do with that skill, you ask, who 
are our customers? What do they need? And 
then you say we’re going to give that to them 
regardless of whether we have the skills to do 
so, and we will learn these skills no matter 
how long it takes…. There is a tendency I think 
for executives to think that the right course of 
action is to stick to the knitting — stick with 
what you are good at. That may be a generally 
good rule, but the problem is the world changes 
out from under you if you are not constantly 
adding to your skill set.
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The difficulties faced by Dell Computer over the last 
four years illustrate the need for outside-in thinking. For 
several decades, Dell’s celebrated mastery of logistics 
allowed it to deliver leading edge computer hardware 
at prices and speeds that no rival could match. The 
whole organization could concentrate on assembling 
and shipping PCs, laptops and servers as cheaply and 
quickly as possible. This single-minded emphasis 
on efficiency made Dell the worldwide market share 
leader in 2005. Growth came by expanding globally 
and broadening the range of hardware sold through 
its direct-to-customer model. Everything was viewed 
through the prism of this business model and how to 
leverage it further.

But this inside-out emphasis also kept Dell from 
seeing and responding to a sea change in its market. 
More and more customers wanted to buy at retail and 
own products that conveyed a sense of personal style. 
Both Apple and Hewlett-Packard (HP) had seen the 
trend building and were ready to oblige. HP redesigned 
its machines with a focus on customer experience and 
distinctive value, beyond price or the latest technology. 
It advertised, “The Computer Is Personal Again.” 
The market responded, and HP assumed market share 
leadership in 2006. Dell, on the other hand, faltered 
and lost sales. Nevertheless, the efficiency focus was so 
embedded in Dell that manufacturing executives resisted 
offering distinct designs, even at a premium price.

As one commentator put it, “Dell began to treat 
consumers and even some business customers like 
they were passengers on a Greyhound bus”. Between 
2Q 2008 and 2Q 2009, Dell’s share of the US personal 
computer market dropped from 31.4 per cent to 26.3 
per cent. On top of that, many of Dell’s advantages 
were neutralized as HP and other competitors improved 
their supply-chain management and lowered costs.

Anecdotes aside, there is abundant evidence for the 
superiority of outside-in thinking. Much of it comes from 
studying the relative profit performance of market-driven 
companies. These firms have an inherent advantage over 
their more self-absorbed rivals because of their superior 
ability to understand markets, provide superior value 
over time, and attract and retain customers.

Inside-out myopia

Given both the intuitive and the data-driven appeal of 
outside-in strategy, why is the inside-out approach to 
strategy so pervasive? There are many subtle forces 
that converge to encourage inside-out thinking and 
slowly disconnect the business from its market.

Positive reinforcement
Inside-out strategic thinking ultimately relies on 
gaining maximum returns from existing assets – 
in other words, increasing efficiency. Increasing 
efficiency usually produces positive results. However, 
the quest for steady improvement in operations 
crowds out the question of whether the operations are 
worth doing in the first place! While the efficiency 
of the existing assets may be rising, the market is 
shifting, and customer value is slipping away. By the 
time companies that are caught in this cozy positive-
feedback loop notice they are no longer delivering 
customer value, it’s too late – competitors have seized 
the initiative.

Competing priorities
For most executives, there are often many stakeholders 
who are closer at hand than customers. Employees, 
boards, partners, suppliers and regulators all stand 
closer to executives than customers do. This proximity 
means that their concerns can easily become more 
urgent than those of customers. Meanwhile, within 
the organization, internal concern about resource 
allocation, budgeting and turf wars with other functions 
become the most pressing priorities.

Contemporary strategy theories
The capabilities- or resource-based view of the firm is 
one culprit. These ideas have inadvertently tilted the 
dialogue within firms toward an inside-out view. Their 
supporters argue that the source of a firm’s defensible 
competitive position lies in its distinctive, hard-to-
duplicate resources and capabilities. Excellent service 
operations, strong supply chains and superior human 
resource practices are advantages that are cultivated 
slowly over time. They are hard for competitors 
to copy, but they also limit the ability of the firm to 
adapt. In this theory, these resources exist to be used, 
and the task of management is to improve and fully 
exploit them. This is certainly a worthwhile goal to 
be eventually achieved. But as a starting point for 
strategic thinking, it myopically narrows and anchors 
the dialogue prematurely.

Darwin in the enterprise
A contributing factor to the lure of inside-out thinking 
that can’t be ignored is employees’ inherent drive for 
self-preservation. Because firms (and business units, 
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departments and teams) are made up of human beings, 
they are inevitably tempted to put their own survival 
first. This instinct naturally accords with an inside-out 
view, since the outside-in view often requires a firm to 
reinvent itself – to employ creative destruction internally 
to meet ever-changing customer value expectations.

Going with the flow
Another human trait that also drives inside-out strategy 
is the tendency to go with the flow and behave like 
the others around us. Social scientists call this social 
norming or “groupthink” when they study social 
dynamics, but companies and organizations are 
susceptible to social norming, too. Over time, the 
companies in any industry or sector tend to behave in the 
same way and to focus on the same issues and strategies 
– usually inside-out ones. When these industries or 
sectors are truly shaken up, it is usually because a new 
entrant makes a breakthrough in delivering customer 
value that the incumbents have overlooked.

These factors and others continually push executives 
toward inside-out strategy. Without constant effort and 
vigilance, inside-out thinking comes to dominate in the 
firm, and outside-in strategy disappears.

Detecting inside-out thinking

The myopia of inside-out thinking is hard to detect 
when it becomes embedded in our mental models 
and shapes the way we do business. Mental models 

are simplifying frameworks that include prevailing 
assumptions, norms and even the vocabulary used 
to talk about customers. They help impose order and 
provide handy rules of thumb. The problem is that 
these inherent simplifications and untested ideas don’t 
announce themselves. Table 4.1.1 illustrates some that 
we have encountered in our study of inside-out and 
outside-in thinking.

Market insight

An outside-in approach to strategy is a clear necessity. 
However, it will not necessarily lead to a superior 
customer value proposition or outstanding economic 
profits unless it is guided by deep market insights. This 
brings us to the second lesson we’ve gleaned from the 
companies we have studied: that it is not sufficient 
to simply view the firm from the vantage point of 
the market. It takes smart investments in market 
intelligence and an organization-wide commitment to 
sensing and acting on the resulting market insights.

Within inside-out companies, market data usually 
reside in reports of competitors’ moves, unrelated 
compilations of market research reports, and the 
occasional analysis of activity in the customer 
database. But data are not knowledge or insight! 
Valuable market insights are based on much deeper 
and more integrated knowledge that reveals patterns 
and identifies opportunities. Market insights are the 
difference between simply observing market trends 
and probing further to explain and exploit those trends.

TABLE 4.1.1 Mental models and strategy approaches

Outside-in Inside-out

 ■ All decisions start with the market and  
opportunities for advantage

 ■ We’ll sell to whoever will buy

 ■ Profits are gained through a superior value  
proposition and leveraging the brand and  
customer assets

 ■ Profits are gained through cost cutting and 
efficiency improvements. Six sigma, TQM and 
replicability of processes take priority

 ■ Customer knowledge is a valuable asset and  
channels are value-adding partners

 ■ Customer data are a control mechanism and 
channels are conduits

 ■ We know more than our competitors  ■ If competitors do it, it must be good
 ■ No sacred cows – cannibalize yourself  ■ Protect the cash flow stream
 ■ Customers buy the expectation of benefits  ■ Customers buy performance features
 ■ Superior quality is defined by customers as  

“fitness for use”
 ■ Quality is conformance to internal standards

 ■ The best ideas come from living with customers  ■ Customers don’t know what they want and 
they can’t tell you if they’re asked

 ■ Customer loyalty is the key to profitability  ■ Expanding the customer base is what matters
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Casella Wines saw the same trends in the wine 
market as its rivals did. Its deep dive underneath these 
trends uncovered a large non-consumption market that 
was turned off by the myriad of confusing choices, 
the haughty nature of the category, and the dense 
vocabulary. Its answer was the Yellow Tail brand, with 
a simple and fruity taste, few choices, no vintages and 
an endearing kangaroo symbol, which it parlayed into 
the most popular imported wine in the United States.

The most valuable market insights are (1) accurate 
reflections of reality, not just what managers want 
or expect to see; (2) actionable, with the potential to 
mobilize and inspire the entire organization to develop 
new strategies or improve the current strategies; (3) not 
seen or understood by competitors; and (4) used in 
novel ways to influence strategy.

When distiller Diageo applied the insight that “Men 
want to progress in life,” the power came not from its 
inherent novelty, but from its application to Johnnie 
Walker’s label (turning the man so that he is walking 
forward, not backward) and a mass advertising 
campaign that used paintings on buildings to show the 
walking man’s progress. The campaign increased sales 
50 per cent (to $5 billion) over a nine-year period.

The strategic case for market 
insights

The case for timely and widely shared market insights 
has been made persuasively by Anne Mulcahy, 
chairman and former CEO of Xerox Corporation and 
Chief Executive Magazine’s 2008 CEO of the Year. 
Mulcahy believes that marketing and innovation are 
even more important in an era of demanding customers, 
information overload and economic recession. To 
create personalized solutions for data-intensive 
customers in law firms and health care, Xerox needs 
new learning capabilities, Mulcahy says.

In Mulcahy’s view, learning about the market in 
which you compete starts at the top, and every senior 
manager has to be attuned to the voice of the customer, 
with marketing having overall accountability for what is 
learned and how it is used. To keep Xerox’s management 
team focused on the market, its top 500 accounts are 
assigned to senior officers, who take responsibility 
for fixing customer problems. Mulcahy speaks 
enthusiastically about “dreaming with customers” by 
bringing customers into Xerox labs to identify their pain 
points and guide Xerox’s innovation efforts.

Market-leading firms stand out in their ability to 
continuously sense and act on trends and events in 

their markets. They are better equipped to anticipate 
how their markets will respond to actions designed to 
attract and retain customers and to perceive emerging 
segment opportunities. In these well-educated firms, 
everyone from first-line sales and service people to 
the CEO is sensitized to listen to latent problems and 
opportunities. They achieve this with market-focused 
leadership that shapes an open-minded and inquisitive 
culture and a well-honed market learning capability 
that infuses the entire strategy development process.

Market insight is difficult for a company to master 
and for competitors to imitate, making it a basis for 
a durable competitive advantage. However, like all 
capabilities, it is vulnerable to creeping complacency 
and turning inward to focus on cost cutting, and/or an 
emphasis on short-term results that leads the firm to 
stop listening to the voice of the customer.

Intuit fell into this trap despite a history of providing 
superior relational value to customers that earned it 
the dominant share of the tax preparation market. By 
May 2000, its products dominated the retail market 
– Quicken had an 84 per cent share, QuickBooks an 
87 per cent share, and TurboTax a high 60 per cent 
share – and had 83 per cent of the online market! Then 
Intuit began doing things that irritated loyal customers, 
such as raising the cost of customer service calls 
and limiting software licences to one per computer. 
This caused growth to flatten and made the company 
vulnerable to attacks from venerable competitors 
such as H&R Block’s TaxCut and easier Web-based 
financial planning services, such as Mint.com, that also 
provided storage and better support for customers.

How market insights enable 
outside-in strategies

Strategically useful insights address such questions 
as: What are our customers’ real needs? Where 
are competitors likely to attack? Why are valuable 
customers defecting, and how can we keep them? 
How far can we stretch our brand? What happens if 
we selectively cut prices? What social media should 
we use? Market insights that answer such questions 
contribute to strategy decisions in four ways.

Making fact-based decisions
Outside-in companies have a superior ability to make 
decisions based on accurate and up-to-date information 
rather than relying on gut instincts and familiar heuristics. 
This means the extensive use of databases that capture 
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what is known about market structures (how are segments 
evolving and competitive positions changing?), market 
responses (what are the drivers of customer value?), and 
market economics (where is the firm making or losing 
money, and what moves will improve profitability?). The 
knowledge value in the data is unlocked with statistical 
analyses and predictive models.

Anticipating competitors’ moves and 
countermoves
We are living in an interdependent world, where the 
success of strategy depends on the actions of present 
and potential competitors. The long-run success of the 
new Boeing 787 Dreamliner commercial jet depends 
on the way Airbus positions, prices and markets its 
new A350 and A380 planes. Any intelligence about 
potential Airbus moves has high value to Boeing, and 
vice versa.

Deep insights into competitors’ strategies can 
also reveal market opportunities. Nintendo took 
advantage of the constraints that Sony and Microsoft 
imposed on themselves with their mutual emphasis 
on superpowerful video-game consoles that appealed 
to hard-core gamers. Nintendo, with the Wii console, 
focused on an enjoyable game experience that appealed 
to all demographics. Because the console didn’t have 
the expensive digital hub features of its rivals, it was 
launched at half the price. Best of all, Nintendo learned 
that because Sony PlayStation and Microsoft’s Xbox 
were so closely associated with hard-core gamers, 
neither had the consumer’s permission to enter the 
Wii space. This meant that Wii was not likely to suffer 
attacks from these electronic giants.

Connecting with online and networked 
customers
The Internet has reshaped markets in many profound 
ways. Foremost is the shift in power to customers. 
Many information asymmetries have been wiped 
away, enabling consumers to ignore traditional push 
marketing and instead to go online to decide what to 
buy. This shift began with books and electronics and 
has steadily expanded to include most products and 
services. For example, currently almost 60 per cent 
of baby boomers, not exactly the most tech-savvy 
demographic, go online to supplement their doctors’ 
advice, and many more do so to search for information 
about products that they want to buy. The era of the 
passive consumer has ended.

Proliferating media types and new distribution 
channels feed and are fed by increased consumer 
choice. The traditional three television channels and 
daily print newspapers have been displaced by targeted 
social media, online magazines, blogs and newsgroups. 
New media and channels are promising more points 
of access to customers, but at a cost of fragmented 
strategies that dilute the efficiency of marketing 
spending. Traditional communications approaches that 
rely on one-way broadcast of a brand message over 
mass media are losing their efficacy. Instead, market 
insight will come from engaging in two way dialogues 
with customers to understand what they want, and 
when and where they want it.

The possibilities can be imagined from Hewlett-
Packard’s experience with an online contest to design 
the skin of a new special-edition entertainment 
laptop. The competition was launched with a low-key 
announcement via the Web and MTV. But word spread 
virally, and eventually 8500 entries were submitted 
from 112 countries. The contest site got more than  
5 million hits, prompting HP to quintuple its forecast 
of potential sales. These and other stories of new ways 
to collaborate and interact with customers magnify the 
need for clear outside-in thinking.

Guiding growth and innovation
Firms that are armed with deep insights into their 
markets become adept at sensing and acting on growth 
opportunities ahead of their rivals. Wal-Mart found that 
its pharmacy customers routinely broke pills in half 
because they couldn’t afford their full prescription. 
Their solution was $4 prescriptions for a limited list 
of popular generic medications. This offered a real 
benefit, especially to the uninsured, and attracted new 
traffic to Wal-Mart stores.

Deep market insights are essential to the pursuit 
of new opportunities. By 2001, Toyota (in America) 
understood that it’s worthy, reliable brand had little 
appeal to Gen Y (the generation born between 1980 and 
1994) – a group that it knew little about. Ethnographic 
and clinical research with Gen-Yers of a car-buying age 
uncovered key differences: these consumers were much 
more social, time-pressed and able to multi task with 
technology, and they had a preference for personalizing 
their possessions with accessories. Toyota designed 
and then tested different car concepts and mock-ups 
to ensure that they were in tune with the market. One 
small, boxy, 10S-hp model tested particularly well and 
became the basis of the new Scion line of cars. Toyota 
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also learned that Gen-Yers would use only the Internet 
for initial research and did not want to negotiate price. 
This meant that dealers offering the Scion brand had 
to be transparent and accept a fixed price. The ROI on 
these market insights was impressive. By 2006, sales 
had reached 175,000 units, and the median age of 
buyers was 31, compared to 54 for Toyota and Lexus 
buyers.

Designing strategy from the 
outside in

The third and final lesson from the companies we’ve 
examined is how they operationalize an outside-in 
strategy and deploy market insight to create customer 
value and maximize profits. Just as an outside-in 
perspective doesn’t guarantee success without market 
insight, market insight and an outside-in strategy do 
not guarantee success without a series of intentional 
actions to build and reinforce customer value creation 
and profitability.

These actions are the major focus of this book 
because we find they are what really distinguish 
market leaders from other companies that are just 
muddling through. We call them the four customer 
value imperatives, because they are crucial to 
success. Moreover, they are imperatives for the top 
management of the firm. Without constant attention to 
these imperatives from the very top of the organization, 
any firm will quickly succumb to the centripetal 
forces pulling it toward an inside-out approach, and its 
position in the market will soon erode.

The four customer value imperatives
The first imperative is to be a customer value leader 
with a distinct and compelling customer value 
proposition. This requires the disciplined choice of 
where the firm will stake a claim in the market, what 
value it will offer its target customers, and how the 
organization will deliver that value.

All firms have to balance the short and the long term. 
A business strikes the right balance by earning superior 
economic profits in the short run, by maintaining its 
customer value leadership, and then by investing in a 
portfolio of innovations that will deliver results in the 
medium and long term. This is the second customer 
value imperative: innovate new value for customers.

Customer value and innovation benefit the firm 
when they are transformed into valuable customer and 
brand assets. The third imperative is to capitalize on 

the customer as an asset. This requires selecting and 
developing loyal customers, protecting them from 
competitive attacks, and then leveraging that customer 
asset by deepening and broadening relationships with 
customers.

Strong brands attract and retain customers and 
hence need to be explicitly managed. Thus, the fourth 
imperative is to capitalize on the brand as an asset. 
This means strengthening the brand with coherent 
investments, protecting it against dilution and erosion, 
and then leveraging it fully to capture new opportunities 
in both adjacent and international markets.

These imperatives build on each other, just as they 
build on the outside-in perspective and market insights. 
Different companies tend to be better at different 
imperatives, and companies’ strengths in these 
imperatives also tend to vary over time. But the most 
profitable companies do all four better than their rivals 
over the long term.

Top-management focus on the four 
imperatives
The four customer value imperatives are the 
responsibility of the entire top-management team, or 
C-suite, and require the engagement and understanding 
of every part of the organization. The imperatives 
belong to the C-suite for four reasons.

First, as we’ve discussed, the pull of inside-out 
thinking is powerful and can knock even the best 
companies off course. If the senior management team 
is not committed to the four imperatives, then inside-
out thinking will inevitably take hold, customer value 
will wane, and profits will erode. There is simply 
no way that a company can maintain an outside-in 
perspective if all of the C-suite has not fully bought in 
and committed to the four imperatives.

Second, executing on the customer value imperatives 
requires clear strategic choices about the allocation of 
resources and the capabilities to nurture. If the chief 
financial officer is attempting to cut working capital to 
the bone while the chief operations officer is attempting 
to deliver customer value via best-in-class inventory 
management, the value proposition is going to collapse. 
Executing on the imperatives requires every part of 
the firm’s governance and operations to be properly 
aligned in the pursuit of delivering customer value – 
rewards and incentives, hiring strategy, risk tolerance, 
finance and budgeting, and sales. If any of these areas 
is marching to the beat of a different drummer, the 
firm’s profits will be significantly impaired. Therefore, 

65856_ch04_ptg01_179-241.indd   217 07/02/20   9:11 PM



218  SECTiON ii strategy Content

the C-suite doesn’t just need to be familiar with the 
four imperatives, it needs to deeply understand them 
and embrace them. Ultimately, strategy is all about 
choices; the four imperatives crystallize these choices 
and provide a path toward making better decisions.

Third, these four imperatives have wide-ranging 
ripple effects throughout the organization. In the best 
companies, the imperatives resonate with all functions 
and at every level of the organization. Employees can 
readily see how their activities contribute to superior 
customer value. For example, the accounting group 
creates value when it develops flexible options based 
on the needs of different customer segments. The 
logistics/IT group enhances customer value when 
it works with a major account to coordinate supply 
chains. Service operations improve customer value 
by learning to anticipate and solve service problems – 
even before they happen!

Fourth, the imperatives are fundamental drivers of 
economic profit. In this reading, we’ll show how each 
imperative contributes in direct and measurable ways 
to each of the components of economic profit: revenue, 
margins and asset utilization.

Who should be accountable for the four 
imperatives?
If everyone in the C-suite is responsible, then no one 
may be accountable in the sense of being answerable 

for these actions. The potential cost is lack of strategic 
consistency, which leads to ambiguous market 
positions and reactive, not proactive, decisions. 
Increasingly, firms are recognizing this reality and 
holding a specific member of the executive team 
accountable. Someone must be the focal point for 
orchestrating all the company’s activities on behalf 
of the customer. Many entities within the company 
come into contact with the customer; but if no one 
individual is accountable, the total experience will 
be uneven, the brand will suffer, and customers will 
defect to rivals.

In many firms, this executive carries the title of 
chief marketing officer (CMO). But make no mistake 
– the key issue is the role and not the title. A number 
of the best companies we’ve studied do not have 
a CMO; another executive in the C-suite leads the 
firm’s response to one or more of the customer value 
imperatives. In fact, in many companies that we’ve 
studied, the person holding the title of CMO either 
does not have the authority, does not have the trust of 
other C-suite executives, or does not have the ability 
to succeed in this role. The role of CMO is crucial to 
the success of an outside-in company, and therefore 
it must be earned. Executives within a marketing 
organization should not take it for granted that they 
will assume this role, nor should C-suite executives 
simply hand off the imperatives to the marketing 
function.

1Source: This article was adapted from J.B. Barney (1991) ‘Firm resources and sustained competitive advantage’, Journal of Management, Vol. 
17(1) pp. 99–120. Copyright © 1991 by SAGE Publications Ltd.. Adapted and reprinted by Permission of SAGE Publications.

READING

4.2
READING Firm resources and sustained competitive 

advantage
By Jay Barney1

U nderstanding sources of sustained competitive 
advantage for firms has become a major area of 

research in the field of strategic management. Since the 
1960s, a single organizing framework has been used 
to structure much of this research. This framework, 
summarized in Figure 4.2.1, suggests that firms obtain 
sustained competitive advantages by implementing 
strategies that exploit their internal strengths, through 
responding to environmental opportunities, while 
neutralizing external threats and avoiding internal 
weaknesses. Most research on sources of sustained 
competitive advantage has focused either on isolating 

a firm’s opportunities and threats (Porter, 1980, 1985), 
describing its strengths and weaknesses (Hofer and 
Schendel, 1978; Penrose, 1959), or analysing how 
these are matched to choose strategies.

Research by Porter and his colleagues (Caves and 
Porter, 1977; Porter, 1980, 1985) has attempted to 
describe the environmental conditions that favour 
high levels of firm performance. Porter’s ‘five forces 
model’, for example, describes the attributes of an 
attractive industry and thus suggests that opportunities 
will be greater, and threats less, in these kinds of 
industries.
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To help focus the analysis of the impact of a firm’s 
environment on its competitive position, much of this 
type of strategic research has placed little emphasis 
on the impact of idiosyncratic firm attributes on a 
firm’s competitive position. Implicitly, this work has 
adopted two simplifying assumptions. First, these 
environmental models of competitive advantage 
have assumed that firms within an industry (or firms 
within a strategic group) are identical in terms of the 
strategically relevant resources they control and the 
strategies they pursue. Second, these models assume 
that should resource heterogeneity develop in an 
industry or group (perhaps through new entry) that 
this heterogeneity will be very short lived because the 
resources that firms use to implement their strategies 
are highly mobile (i.e. they can be bought and sold in 
factor markets).

There is little doubt that these two assumptions 
have been very fruitful in clarifying our understanding 
of the impact of a firm’s environment on performance. 
However, the resource-based view of competitive 
advantage, because it examines the link between 
a firm’s internal characteristics and performance, 
obviously cannot build on these same assumptions. 
These assumptions effectively eliminate firm resource 
heterogeneity and immobility as possible sources 
of competitive advantage. The resource-based view 
of the firm substitutes two alternate assumptions in 
analysing sources of competitive advantage. First, 
this model assumes that firms within an industry (or 
group) may be heterogeneous with respect to the 
strategic resources they control. Second, this model 
assumes that these resources may not be perfectly 
mobile across firms, and thus heterogeneity can be 

long lasting. The resource-based model of the firm 
examines the implications of these two assumptions 
for the analysis of sources of sustained competitive 
advantage.

Defining key concepts

To avoid possible confusion, three concepts that are 
central to the perspective developed in this reading 
are defined in this section. These concepts are firm 
resources, competitive advantage, and sustained 
competitive advantage.

Firm resources
In this reading, firm resources include all assets, 
capabilities, organizational processes, firm attributes, 
information, knowledge, etc. controlled by a firm 
that enable the firm to conceive of and implement 
strategies that improve its efficiency and effectiveness. 
In the language of traditional strategic analysis, firm 
resources are strengths that firms can use to conceive 
of and implement their strategies.

A variety of authors have generated lists of firm 
attributes that may enable firms to conceive of and 
implement value-creating strategies. For purposes of 
this discussion, these numerous possible firm resources 
can be conveniently classified into three categories: 
physical capital resources, human capital resources 
and organizational capital resources. Those attributes 
of a firm’s physical, human and organizational capital 
that do enable a firm to conceive of and implement 
strategies that improve its efficiency and effectiveness 
are, for purposes of this discussion, firm resources. 

External AnalysisInternal Analysis

RESOURCE-BASED
MODEL

ENVIRONMENTAL
MODELS OF

COMPETITIVE
ADVANTAGE

Strengths

Weaknesses Threats

Opportunities

FiGuRE 4.2.1 The relationship between traditional ‘strengths-weaknesses-opportunities-threats’ 
analysis, the resource-based model, and models of industry attractiveness
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The purpose of this reading is to specify the conditions 
under which such firm resources can be a source of 
sustained competitive advantage for a firm.

Competitive advantage and sustained 
competitive advantage
A firm is said to have a competitive advantage when it is 
implementing a value-creating strategy not simultaneously 
being implemented by any current or potential 
competitors. It is said to have a sustained competitive 
advantage when it is implementing a value-creating 
strategy not simultaneously being implemented by any 
current or potential competitors and when these other 
firms are unable to duplicate the benefits of this strategy. 
That a competitive advantage is sustained does not imply 
that it will ‘last forever’. It only suggests that it will not 
be competed away through the duplication efforts of other 
firms. Unanticipated changes in the economic structure of 
an industry may make what was, at one time, a source of 
sustained competitive advantage, no longer valuable for a 
firm, and thus not a source of any competitive advantage. 
These structural revolutions in an industry redefine 
which of a firm’s attributes are resources and which are 
not. Some of these resources, in turn, may be sources of 
sustained competitive advantage in the newly defined 
industry structure. However, what were resources in a 
previous industry setting may be weaknesses, or simply 
irrelevant, in a new industry setting. A firm enjoying a 
sustained competitive advantage may experience these 
major shifts in the structure of competition, and may see 
its competitive advantages nullified by such changes. 
However, a sustained competitive advantage is not 
nullified through competing firms duplicating the benefits 
of that competitive advantage.

Competition with homogeneous 
and perfectly mobile resources

Armed with these definitions, it is now possible to 
explore the impact of resource heterogeneity and 
immobility on sustained competitive advantage. This 
is done by examining the nature of competition when 
firm resources are perfectly homogeneous and mobile.

Resource homogeneity and mobility and 
sustained competitive advantage
Imagine an industry where firms possess exactly the 
same resources. This condition suggests that firms 
all have the same amount and kinds of strategically 

relevant physical, human and organizational capital. 
Is there a strategy that could be conceived of and 
implemented by any one of these firms that could not 
also be conceived of and implemented by all other 
firms in this industry? The answer to this question 
must be no. The conception and implementation of 
strategies employs various firm resources. That one 
firm in an industry populated by identical firms 
has the resources to conceive of and implement a 
strategy means that these other firms, because they 
possess the same resources, can also conceive of 
and implement this strategy. Because these firms all 
implement the same strategies, they all will improve 
their efficiency and effectiveness in the same way, 
and to the same extent. Thus, in this kind of industry, 
it is not possible for firms to enjoy a sustained 
competitive advantage.

Resource homogeneity and mobility and 
first-mover advantages
One objection to this conclusion concerns so-called 
‘first-mover advantages’ (Lieberman and Montgomery, 
1988). In some circumstances, the first firm in an 
industry to implement a strategy can obtain a sustained 
competitive advantage over other firms. These firms 
may gain access to distribution channels, develop 
goodwill with customers, or develop a positive 
reputation, all before firms that implement their 
strategies later. Thus, first-moving firms may obtain a 
sustained competitive advantage.

However, upon reflection, it seems clear that if 
competing firms are identical in the resources they 
control, it is not possible for any one firm to obtain 
a competitive advantage from first moving. To be a 
first mover by implementing a strategy before any 
competing firms, a particular firm must have insights 
about the opportunities associated with implementing 
a strategy that are not possessed by other firms in the 
industry, or by potentially entering firms (Lieberman 
and Montgomery, 1988). This unique firm resource 
(information about an opportunity) makes it possible 
for the better informed firm to implement its strategy 
before others. However, by definition, there are no 
unique firm resources in this kind of industry. If one 
firm in this type of industry is able to conceive of and 
implement a strategy, then all other firms will also be 
able to conceive of and implement that strategy, and 
these strategies will be conceived of and implemented 
in parallel, as identical firms become aware of the 
same opportunities and exploit that opportunity in the 
same way.
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It is not being suggested that there can never be first-
mover advantages in industries. It is being suggested 
that in order for there to be a first-mover advantage, 
firms in an industry must be heterogeneous in terms of 
the resources they control.

Resource homogeneity and mobility and 
entry/mobility barriers
A second objection to the conclusion that sustained 
competitive advantages cannot exist when firm 
resources in an industry are perfectly homogeneous 
and mobile concerns the existence of ‘barriers to entry’ 
(Bain, 1956), or more generally, ‘mobility barriers’ 
(Caves and Porter, 1977). The argument here is that 
even if firms within an industry (group) are perfectly 
homogeneous, if there are strong entry or mobility 
barriers, these firms may be able to obtain a sustained 
competitive advantage vis-a-vis firms that are not in 
their industry (group). This sustained competitive 
advantage will be reflected in above normal economic 
performance for those firms protected by the entry or 
mobility barrier (Porter, 1980).

However, from another point of view, barriers 
to entry or mobility are only possible if current and 
potentially competing firms are heterogeneous in 
terms of the resources they control and if these 
resources are not perfectly mobile. The heterogeneity 
requirement is self-evident. For a barrier to entry or 
mobility to exist, firms protected by these barriers 
must be implementing different strategies than firms 
seeking to enter these protected areas of competition. 
Firms restricted from entry are unable to implement 
the same strategies as firms within the industry 
or group. Because the implementation of strategy 
requires the application of firm resources, the inability 
of firms seeking to enter an industry or group to 
implement the same strategies as firms within that 
industry or group suggests that firms seeking to enter 
must not have the same strategically relevant resources 
as firms within the industry or group. Thus, barriers to 
entry and mobility only exist when competing firms 
are heterogeneous in terms of the strategically relevant 
resources they control.

The requirement that firm resources be immobile in 
order for barriers to entry or mobility to exist is also 
clear. If firm resources are perfectly mobile, then any 
resource that allows some firms to implement a strategy 
protected by entry or mobility barriers can easily be 
acquired by firms seeking to enter into this industry or 
group. Once these resources are acquired, the strategy 
in question can be conceived of and implemented in 

the same way that other firms have conceived of and 
implemented their strategies. These strategies are thus 
not a source of sustained competitive advantage.

Again, it is not being suggested that entry or 
mobility barriers do not exist. However, it is being 
suggested that these barriers only become sources of 
sustained competitive advantage when firm resources 
are not homogeneously distributed across competing 
firms and when these resources are not perfectly 
mobile.

Firm resources and sustained 
competitive advantage

Thus far, it has been suggested that in order to 
understand sources of sustained competitive advantage, 
it is necessary to build a theoretical model that begins 
with the assumption that firm resources may be 
heterogeneous and immobile. Of course, not all firm 
resources hold the potential of sustained competitive 
advantages. To have this potential, a firm resource 
must have four attributes:

 ■ it must be valuable, in the sense that it exploits 
opportunities and/or neutralizes threats in a firm’s 
environment;

 ■ it must be rare among a firm’s current and potential 
competition;

 ■ it must be imperfectly imitable;

 ■ there cannot be strategically equivalent substitutes 
for this resource that are valuable but neither rare 
nor imperfectly imitable.

These attributes of firm resources can be thought 
of as empirical indicators of how heterogeneous 
and immobile a firm’s resources are and thus how 
useful these resources are for generating sustained 
competitive advantages. Each of these attributes of a 
firm’s resources is discussed in more detail below.

Valuable resources
Firm resources can only be a source of competitive 
advantage or sustained competitive advantage when 
they are valuable. As suggested earlier, resources 
are valuable when they enable a firm to conceive of 
or implement strategies that improve its efficiency 
and effectiveness. The traditional ‘strengths-
weaknesses-opportunities-threats’ model of firm 
performance suggests that firms are able to improve 
their performance only when their strategies exploit 
opportunities or neutralize threats. Firm attributes 
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may have the other characteristics that could qualify 
them as sources of competitive advantage (e.g. 
rareness, inimitability, non-substitutability), but 
these attributes only become resources when they 
exploit opportunities or neutralize threats in a firm’s 
environment.

That firm attributes must be valuable in order to be 
considered resources (and thus as possible sources of 
sustained competitive advantage) points to an important 
complementarity between environmental models of 
competitive advantage and the resource-based model. 
These environmental models help isolate those firm 
attributes that exploit opportunities or neutralize 
threats, and thus specify which firm attributes can be 
considered as resources. The resource-based model 
then suggests additional characteristics that these 
resources must possess if they are to generate sustained 
competitive advantage.

Rare resources
By definition, valuable firm resources possessed by 
large numbers of competing or potentially competing 
firms cannot be sources of either a competitive 
advantage or a sustained competitive advantage. A firm 
enjoys a competitive advantage when it is implementing 
a value-creating strategy not simultaneously 
implemented by large numbers of other firms. If a 
particular valuable firm resource is possessed by large 
numbers of firms, then each of these firms have the 
capability of exploiting that resource in the same way, 
thereby implementing a common strategy that gives no 
one firm a competitive advantage.

The same analysis applies to bundles of valuable 
firm resources used to conceive of and implement 
strategies. Some strategies require a particular mix 
of physical capital, human capital and organizational 
capital resources to implement. One firm resource 
required in the implementation of almost all strategies 
is managerial talent (Hambrick, 1987). If this particular 
bundle of firm resources is not rare, then large numbers 
of firms will be able to conceive of and implement the 
strategies in question, and these strategies will not be 
a source of competitive advantage, even though the 
resources in question may be valuable.

To observe that competitive advantages (sustained 
or otherwise) only accrue to firms that have valuable 
and rare resources is not to dismiss common (i.e. not 
rare) firm resources as unimportant. Instead, these 
valuable but common firm resources can help ensure 
a firm’s survival when they are exploited to create 
competitive parity in an industry. Under conditions 

of competitive parity, though no one firm obtains 
a competitive advantage, firms do increase their 
probability of economic survival.

How rare a valuable firm resource must be in order 
to have the potential for generating a competitive 
advantage is a difficult question. It is not difficult to 
see that if a firm’s valuable resources are absolutely 
unique among a set of competing and potentially 
competing firms, those resources will generate at least 
a competitive advantage and may have the potential 
of generating a sustained competitive advantage. 
However, it may be possible for a small number of 
firms in an industry to possess a particular valuable 
resource and still generate a competitive advantage. In 
general, as long as the number of firms that possess a 
particular valuable resource (or a bundle of valuable 
resources) is less than the number of firms needed 
to generate perfect competition dynamics in an 
industry, that resource has the potential of generating a 
competitive advantage.

Imperfectly imitable resources
It is not difficult to see that valuable and rare 
organizational resources may be a source of competitive 
advantage. Indeed, firms with such resources will often 
be strategic innovators, for they will be able to conceive 
of and engage in strategies that other firms could either 
not conceive of, or not implement, or both, because 
these other firms lacked the relevant firm resources. 
The observation that valuable and rare organizational 
resources can be a source of competitive advantage 
is another way of describing first-mover advantages 
accruing to firms with resource advantages.

However, valuable and rare organizational resources 
can only be sources of sustained competitive advantage 
if firms that do not possess these resources cannot 
obtain them. These firm resources are imperfectly 
imitable. Firm resources can be imperfectly imitable 
for one or a combination of three reasons: (a) the ability 
of a firm to obtain a resource is dependent upon unique 
historical conditions, (b) the link between the resources 
possessed by a firm and a firm’s sustained competitive 
advantage is causally ambiguous, or (c) the resource 
generating a firm’s advantage is socially complex. Each 
of these sources of the imperfect imitability of firm 
resources is examined below.

Unique historical conditions and imperfectly 
imitable resources. Another assumption of most 
environmental models of firm competitive advantage, 
besides resource homogeneity and mobility, is that the 
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performance of firms can be understood independently 
of the particular history and other idiosyncratic 
attributes of firms. These researchers seldom argue that 
firms do not vary in terms of their unique histories, but 
rather that these unique histories are not relevant to 
understanding a firm’s performance (Porter, 1980).

The resource-based view of competitive advantage 
developed here relaxes this assumption. Indeed, this 
approach asserts that not only are firms intrinsically 
historical and social entities, but that their ability to 
acquire and exploit some resources depends upon their 
place in time and space. Once this particular unique 
time in history passes, firms that do not have space- 
and time-dependent resources cannot obtain them, and 
thus these resources are imperfectly imitable.

Resource-based theorists are not alone in 
recognizing the importance of history as a determinant 
of firm performance and competitive advantage. 
Traditional strategy researchers often cited the 
unique historical circumstances of a firm’s founding, 
or the unique circumstances under which a new 
management team takes over a firm, as important 
determinants of a firm’s long-term performance. More 
recently, several economists (e.g. Arthur, Ermoliev 
and Kaniovsky, 1987; David, 1985) have developed 
models of firm performance that rely heavily on 
unique historical events as determinants of subsequent 
actions. Employing path-dependent models of 
economic performance, these authors suggest that 
the performance of a firm does not depend simply 
on the industry structure within which a firm finds 
itself at a particular point in time, but also on the path 
a firm followed through history to arrive where it is. 
If a firm obtains valuable and rare resources because 
of its unique path through history, it will be able to 
exploit those resources in implementing value-creating 
strategies that cannot be duplicated by other firms, 
for firms without that particular path through history 
cannot obtain the resources necessary to implement the 
strategy.

The acquisition of all the types of firm resources 
examined in this article can depend upon the unique 
historical position of a firm. A firm that locates its 
facilities on what turns out to be a much more valuable 
location than was anticipated when the location was 
chosen possesses an imperfectly imitable physical 
capital resource. A firm with scientists who are 
uniquely positioned to create or exploit a significant 
scientific breakthrough may obtain an imperfectly 
imitable resource from the history-dependent nature 
of these scientists’ individual human capital. Finally, a 
firm with a unique and valuable organizational culture 

that emerged in the early stages of a firm’s history may 
have an imperfectly imitable advantage over firms 
founded in another historical period, where different 
(and perhaps less valuable) organizational values and 
beliefs come to dominate.

Causal ambiguity and imperfectly imitable 
resources. Unlike the relationship between a firm’s 
unique history and the imitability of its resources, 
the relationship between the causal ambiguity of a 
firm’s resources and imperfect imitability has received 
systematic attention in the literature. In this context, 
causal ambiguity exists when the link between the 
resources controlled by a firm and a firm’s sustained 
competitive advantage is not understood or understood 
only very imperfectly.

When the link between a firm’s resources and its 
sustained competitive advantage is poorly understood, 
it is difficult for firms that are attempting to duplicate 
a successful firm’s strategies through imitation of its 
resources to know which resources it should imitate. 
Imitating firms may be able to describe some of the 
resources controlled by a successful firm. However, 
under conditions of causal ambiguity, it is not clear 
that the resources that can be described are the same 
resources that generate a sustained competitive 
advantage, or whether that advantage reflects some 
other non-described firm resource. Sometimes it is 
difficult to understand why one firm consistently 
outperforms other firms. Causal ambiguity is at the 
heart of this difficulty. In the face of such causal 
ambiguity, imitating firms cannot know the actions 
they should take in order to duplicate the strategies of 
firms with a sustained competitive advantage.

To be a source of sustained competitive advantage, 
both the firms that possess resources that generate 
a competitive advantage and the firms that do not 
possess these resources but seek to imitate them must 
be faced with the same level of causal ambiguity 
(Lippman and Rumelt, 1982). If firms that control 
these resources have a better understanding of their 
impact on competitive advantage than firms without 
these resources, then firms without these resources 
can engage in activities to reduce their knowledge 
disadvantage. They can do this, for example, by hiring 
away well placed knowledgeable managers in a firm 
with a competitive advantage or by engaging in a 
careful systematic study of the other firm’s success. 
Although acquiring this knowledge may take some 
time and effort, once knowledge of the link between 
a firm’s resources and its ability to implement certain 
strategies is diffused throughout competing firms, 
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causal ambiguity no longer exists, and thus cannot be 
a source of imperfect imitability. In other words, if a 
firm with a competitive advantage understands the link 
between the resources it controls and its advantages, 
then other firms can also learn about that link, acquire 
the necessary resources (assuming they are not 
imperfectly imitable for other reasons), and implement 
the relevant strategies. In such a setting, a firm’s 
competitive advantages are not sustained because they 
can be duplicated.

At first, it may seem unlikely that a firm with 
a sustained competitive advantage will not fully 
understand the source of that advantage. However, 
given the very complex relationship between firm 
resources and competitive advantage, such an 
incomplete understanding is not implausible. The 
resources controlled by a firm are very complex 
and interdependent. Often, they are implicit, taken 
for granted by managers, rather than being subject 
to explicit analysis. Numerous resources, taken by 
themselves or in combination with other resources, 
may yield sustained competitive advantage. Although 
managers may have numerous hypotheses about which 
resources generate their firm’s advantages, it is rarely 
possible to rigorously test these hypotheses. As long 
as numerous plausible explanations of the sources of 
sustained competitive advantage exist within a firm, 
the link between the resources controlled by a firm and 
sustained competitive advantage remains somewhat 
ambiguous, and thus which of a firm’s resources to 
imitate remains uncertain.

Social complexity. A final reason that a firm’s 
resources may be imperfectly imitable is that they may 
be very complex social phenomena, beyond the ability 
of firms to systematically manage and influence. When 
competitive advantages are based in such complex 
social phenomena, the ability of other firms to imitate 
these resources is significantly constrained.

A wide variety of firm resources may be socially 
complex. Examples include the interpersonal relations 
among managers in a firm, a firm’s culture (Barney, 
1986b), or a firm’s reputation among suppliers and 
customers. Notice that in most of these cases it 
is possible to specify how these socially complex 
resources add value to a firm. Thus, there is little or no 
causal ambiguity surrounding the link between these 
firm resources and competitive advantage. However, 
understanding that, say, an organizational culture with 
certain attributes or quality relations among managers 
can improve a firm’s efficiency and effectiveness 
does not necessarily imply that firms without these 

attributes can engage in systematic efforts to create 
them. Such social engineering may be, for the time 
being at least, beyond the capabilities of most firms. To 
the extent that socially complex firm resources are not 
subject to such direct management, these resources are 
imperfectly imitable.

Notice that complex physical technology is not 
included in this category of sources of imperfectly 
imitable. In general, physical technology, whether it 
takes the form of machine tools, robots in factories 
or complex information management systems, is by 
itself typically imitable. If one firm can purchase these 
physical tools of production and thereby implement 
some strategies, then other firms should also be able 
to purchase these physical tools, and thus such tools 
should not be a source of sustained competitive 
advantage.

On the other hand, the exploitation of physical 
technology in a firm often involves the use of 
socially complex firm resources. Several firms may 
all possess the same physical technology, but only 
one of these firms may possess the social relations, 
culture, traditions, etc. to fully exploit this technology 
in implementing strategies. If these complex social 
resources are not subject to imitation (and assuming 
they are valuable and rare and no substitutes exist), 
these firms may obtain a sustained competitive 
advantage from exploiting their physical technology 
more completely than other firms, even though 
competing firms do not vary in terms of the physical 
technology they possess.

Substitutability
The last requirement for a firm resource to be a source 
of sustained competitive advantage is that there must 
be no strategically equivalent valuable resources that 
are themselves either not rare or imitable. Two valuable 
firm resources (or two bundles of firm resources) 
are strategically equivalent when they each can be 
exploited separately to implement the same strategies. 
Suppose that one of these valuable firm resources 
is rare and imperfectly imitable, but the other is not. 
Firms with this first resource will be able to conceive 
of and implement certain strategies. If there were no 
strategically equivalent firm resources, these strategies 
would generate a sustained competitive advantage 
(because the resources used to conceive and implement 
them are valuable, rare and imperfectly imitable). 
However, that there are strategically equivalent 
resources suggests that other current or potentially 
competing firms can implement the same strategies, 
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but in a different way, using different resources. 
If these alternative resources are either not rare or 
imitable, then numerous firms will be able to conceive 
of and implement the strategies in question, and those 
strategies will not generate a sustained competitive 
advantage. This will be the case even though one 
approach to implementing these strategies exploits 
valuable, rare and imperfectly imitable firm resources.

Substitutability can take at least two forms. First, 
though it may not be possible for a firm to imitate 
another firm’s resources exactly, it may be able to 
substitute a similar resource that enables it to conceive 
of and implement the same strategies. For example, a 
firm seeking to duplicate the competitive advantages of 
another firm by imitating that other firm’s high quality 
top management team will often be unable to copy 
that team exactly. However, it may be possible for this 
firm to develop its own unique top management team. 
Though these two teams will be different (different 
people, different operating practices, a different history, 
etc.), they may likely be strategically equivalent 
and thus be substitutes for one another. If different 
top management teams are strategically equivalent 
(and if these substitute teams are common or highly 
imitable), then a high quality top management team is 
not a source of sustained competitive advantage, even 
though a particular management team of a particular 
firm is valuable, rare and imperfectly imitable.

Second, very different firm resources can also be 
strategic substitutes. For example, managers in one 
firm may have a very clear vision of the future of their 
company because of a charismatic leader in their firm. 
Managers in competing firms may also have a very 
clear vision of the future of their companies, but this 
common vision may reflect these firms’ systematic, 
company-wide strategic planning process. From the 
point of view of managers having a clear vision of 
the future of their company, the firm resource of a 
charismatic leader and the firm resource of a formal 
planning system may be strategically equivalent, and 
thus substitutes for one another. If large numbers of 
competing firms have a formal planning system that 
generates this common vision (or if such a formal 
planning is highly imitable), then firms with such a 
vision derived from a charismatic leader will not have 
a sustained competitive advantage, even though the 
firm resource of a charismatic leader is probably rare 
and imperfectly imitable.

Of course, the strategic substitutability of firm 
resources is always a matter of degree. It is the case, 
however, that substitute firm resources need not have 

exactly the same implications for an organization in 
order for those resources to be equivalent from the 
point of view of the strategies that firms can conceive 
of and implement. If enough firms have these valuable 
substitute resources (i.e. they are not rare), or if enough 
firms can acquire them (i.e. they are imitable), then 
none of these firms (including firms whose resources 
are being substituted for) can expect to obtain a 
sustained competitive advantage.

The framework

The relationship between resource heterogeneity 
and immobility; value, rareness, imitability and 
substitutability; and sustained competitive advantage 
is summarized in Figure 4.2.2. This framework can be 
applied in analysing the potential of a broad range of 
firm resources to be sources of sustained competitive 
advantage. These analyses not only specify the 
theoretical conditions under which sustained 
competitive advantage might exist, they also suggest 
specific empirical questions that need to be addressed 
before the relationship between a particular firm 
resource and sustained competitive advantage can be 
understood.

That the study of sources of sustained competitive 
advantage focuses on valuable, rare, imperfectly 
imitable and non-substitutable resource endowments 
does not suggest – as some population ecologists 
would have it (e.g., Hannan and Freeman, 1977) 
– that managers are irrelevant in the study of such 
advantages. In fact, managers are important in this 
model, for it is managers that are able to understand 
and describe the economic performance potential of a 
firm’s endowments. Without such managerial analyses, 
sustained competitive advantage is not likely. This 
is the case even though the skills needed to describe 
the rare, imperfectly imitable, and non-substitutable 
resources of a firm may themselves not be rare, 
imperfectly imitable, or non-substitutable.

Indeed, it may be the case that a manager or 
a managerial team is a firm resource that has the 
potential for generating sustained competitive 
advantages. The conditions under which this will 
be the case can be outlined using the framework 
presented in Figure 4.2.2. However, in the end, what 
becomes clear is that firms cannot expect to ‘purchase’ 
sustained competitive advantages on open markets. 
Rather, such advantages must be found in the rare, 
imperfectly imitable and non-substitutable resources 
already controlled by a firm.
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Dynamic capabilities: An exploration of 
how firms renew their resource base
By Véronique Ambrosini, Cliff Bowman and Nardine Collier1
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READING

4.3
READING

T he concept of dynamic capabilities (Eisenhardt 
and Martin, 2000; Teece et al., 1997) has evolved 

from the resource-based view (RBV) of the firm 
(Barney, 1991; Wernerfelt, 1984). RBV proponents 
argue that simultaneously valuable, rare, inimitable 
and non-substitutable resources can be a source of 
superior performance, and may enable the firm to 
achieve sustained competitive advantage (Barney, 
1991). Dynamic capabilities have lent value to the 
RBV arguments as they transform what is essentially 
a static view into one that can encompass competitive 
advantage in a dynamic context (Barney, 2001a, 
b). Dynamic capabilities are ‘the capacity of an 
organization to purposefully create, extend or modify 
its resource base’ (Helfat et al., 2007a, p. 1) and over 
the last few years the concept has received much 
attention in the form of publications (e.g. Eisenhardt 
and Martin, 2000; Helfat and Peteraf, 2003; Teece et 
al., 1997; Zollo and Winter, 2002) and conference 
presentations (e.g. Academy of Management meeting 
2004-2006; Strategic Management conference 
2004-2006). However, as highlighted in the British 
Journal of Management Special Call for Papers 
on ‘The Practice of Dynamic Capabilities: Theory 
Development and Research’ and by Helfat et al. 
(2007a and 2007b) the concept is still in need of 
theoretical and empirical development.

In this paper we aim to develop the notion 
conceptually. Specifically we build on the work of Teece 
et al. (1997), Eisenhardt and Martin (2000) and Helfat 
et al. (2007a and 2007b) concerning what constitutes a 
dynamic capability and on the suggestions from Collis 
(1994), Danneels (2002), Winter (2003), and Zahra  
et al. (2006) that there are hierarchies of capabilities. 
We begin by explaining dynamic capabilities as they 
are currently understood. Then, adapting the extant 
work on hierarchies of capabilities, we propose that 
there are three distinct types of dynamic capabilities.

First, starting with Eisenhardt and Martin’s (2000) 
argument that dynamic capabilities may also be used 
in stable environments, we suggest that the generic 
concept of dynamic capabilities can be decomposed 
into two distinct levels: incremental dynamic 
capabilities and renewing dynamic capabilities. 
Then building on Winter’s (2003) paper where he 
mentions that dynamic capabilities may need to be 
refreshed, we propose that the firm may also need 
‘regenerative’ dynamic capabilities. We explain 
that the resulting effect of a regenerative dynamic 
capability is that it renews the firm’s current set of 
dynamic capabilities. We also propose that each level 
of dynamic capability will be applied according to 
managerial perceptions of environmental dynamism 
i.e. that the trigger to use different levels of change 
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capability is a function of managerial perceptions 
of the need for change. Clearly, the degrees of 
organizational change associated with each level 
of capability vary from minor, where incremental 
capabilities are being applied, through to major where 
regenerative capabilities are introduced. Moreover, 
we would expect incremental changes to the resource 
base to be an almost continuous process, renewal 
of dynamic capabilities to be applied periodically, 
and regenerative capabilities to be infrequently 
experienced. This raises interesting questions about 
the extent to which regenerative and indeed renewing 
capabilities can be viewed as repeated performances, 
or routines. We take up this issue later in the paper. We 
also take into account managerial perceptions of both 
the internal and external environments that impact 
on their decisions to use different levels of dynamic 
capabilities (Stimpert and Duhaime, 1997; Weick, 
1979). Managerial perceptions affect managerial 
behaviour and specifically their behaviour towards 
the renewal of their firm’s resource base (Adner and 
Helfat, 2003; Helfat et al., 2007a and 2007b). We take 
the position that the current beliefs managers hold 
about whether their organization is successful, and 
their perceptions of the firm’s environment, should 
be a primary focus of inquiry. This argument has 
been well rehearsed in the literature (see for instance 
Anderson and Paine, 1975). This perspective allows 
us to adopt a contingency approach to our analysis 
as we discuss different levels of dynamic capability 
in different environmental states. Aragón-Correa and 
Sharma (2003) also take this stance and like them here 
we are answering the call from many RBV authors 
for a contingency perspective on the RBV (Barney, 
2001a; Priem and Butler, 2001a, b). Hence, we take 
the view that what counts is the perceived environment 
and perceived resources (Crotty, 1998; Weick, 1979), 
and that managers’ perceptions, as suggested by  
Adner and Helfat (2003), are critical determinants of 
the decisions to develop and deploy different forms 
of dynamic capability. It also means, following from 
Helfat et al. (2007a, p. 20), we recognise that managers 
‘have particular importance for dynamic capabilities’ 
and that to fully understand dynamic capabilities we 
need to consider what they perceive and act upon in 
terms of their environment and resources. Expressed 
differently, it also means that we are essentially taking 
a micro perspective of organizations; we acknowledge 
that it is individuals and what they do that matters 
(Felin and Foss, 2005; Orlikowski, 2002). After the 
description of the three levels of dynamic capabilities 
we discuss whether dynamic capabilities necessarily 

lead to advantage, and then consider some managerial 
implications of these ideas. We conclude with some 
areas for future research and a summary.

Theoretical background

Dynamic capabilities have been defined as ‘the capacity to 
renew competencies so as to achieve congruence with the 
changing business environment’ by ‘adapting, integrating, 
and reconfiguring internal and external organizational 
skills, resources, and functional competencies’ (Teece 
et al., 1997, p. 515). More recently, Helfat et al. (2007a, 
p. 1) have defined a dynamic capability as ‘the capacity 
of an organization to purposefully create, extend or 
modify its resource base’. It is this definition that 
we have adopted to facilitate the development of our 
argument. In line with Helfat et al. (2007a and 2007b) 
we use the term ‘resource’ in its broad sense (Barney, 
1991), and hence it includes activities, capabilities, etc., 
which allow the firm to generate rents. Danneels (2002) 
argues that it is essential for the RBV to have a dynamic 
perspective, so as to understand how firms evolve over 
time, through their deployment and acquisition of 
resources, and because firms must continuously renew 
and reconfigure themselves if they are to survive (see 
also Zahra et al., 2006). Our paper attempts to further 
the understanding of how firms reconfigure themselves 
by ‘unpacking’ the notion of dynamic capability into 
three levels, one of which addresses the renewal of firms’ 
extant dynamic capabilities. Dynamic capabilities are 
built rather than bought in the market (Makadok, 2001). 
They are organizational processes in the most general 
sense (Helfat et al., 2007a and 2007b) or routines (Zollo 
and Winter, 2002) which may have become embedded 
in the firm over time, and are employed to reconfigure 
the firm’s resource base by deleting decaying resources 
or recombining old resources in new ways (Simon and 
Hitt, 2003).

This means that dynamic capabilities are viewed 
to be essentially path dependent (Dierickx and Cool, 
1989), as they are shaped by the decisions the firm 
has made throughout its history, and the stock of 
assets that it holds (Eisenhardt and Martin, 2000; 
Zollo and Winter, 2002). Path dependency ‘not only 
defines what choices are open to the firm today, but…
also puts bounds around what its internal repertoire is 
likely to be in the future’ (Teece et al., 1997, p. 515). 
Path dependency could be grounded in knowledge, 
resources familiar to the firm (Monteverde and Teece, 
1982), or influenced by the social and collective nature 
of learning (Teece et al., 1997).
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This suggests that learning plays a significant role in 
the creation and development of dynamic capabilities. 
This is illustrated, for instance, by Eisenhardt and 
Martin (2000) and Zollo and Winter (2002) who explain 
that learning is at the base of dynamic capabilities, 
and guides their evolution (for a fuller discussion on 
the genesis and evolution of dynamic capabilities, see 
Zollo and Winter, 2002). Learning is also considered as 
a dynamic capability itself, rather than an antecedent 
of it. As such, learning as a dynamic capability has 
been identified as ‘a process by which repetition and 
experimentation enable tasks to be performed better 
and quicker’ (Teece et al., 1997, p. 520). Zollo and 
Winter (2002, p. 339) attempted to meld these two 
positions by explaining that ‘dynamic capabilities are 
shaped by the co-evolution of learning mechanisms’.

Helfat and Peteraf (2003) emphasise that to qualify 
as a dynamic capability, a capability not only needs 
to change the resource base, but it also needs to be 
embedded in the firm, and ultimately be repeatable. 
Those are key issues in the dynamic capability 
conversation, and we have addressed these criteria 
in our following theoretical development of the 
dynamic capability construct. Dynamic capabilities 
are argued to comprise of four main processes: 
reconfiguration, leveraging, learning and integration 
(Bowman and Ambrosini, 2003, based on Teece et al., 
1997). Reconfiguration refers to the transformation 
and recombination of assets and resources, e.g. the 
consolidation of manufacturing resources that often 
occurs as a result of an acquisition. Leveraging 
refers to the replication of a process or system that 
is operating in one area of a firm into another area, 
or extending a resource by deploying it into a new 
domain, for instance applying an existing brand to a 
new set of products. As a dynamic capability, learning 
allows tasks to be performed more effectively and 
efficiently, often as an outcome of experimentation, 
and permits reflection on failure and success. Finally, 
integration refers to the ability of the firm to integrate 
and coordinate its assets and resources, resulting in the 
emergence of a new resource base.

Hierarchies of dynamic 
capabilities

As discussed in the introduction our aim is to extend the 
dynamic capabilities argument and propose that there 
are three main orders or levels of dynamic capabilities, 
including dynamic capabilities that not only change 
the resource base, but which can also change a firm’s 

extant set of dynamic capabilities. Before going further 
we explore the current literature on the subject of 
hierarchies or orders of dynamic capabilities.

Collis (1994) first proposed that there might be 
distinct levels of dynamic capability. He suggested four 
categories of capabilities, the first being the resource 
base itself. The second and third categories, which 
Collis (1994) explains are closely related and difficult 
to distinguish, are both dynamic capabilities in terms of 
both Teece et al.’s (1994) and Helfat et al.’s (2007a and 
2007b) definitions given earlier (Winter (2003) takes 
a similar line). In broad terms both Collis (1994) and 
Winter (2003) distinguish between the modification 
of the resource base and the creation and extension of 
the resource base. The fourth category is what Collis 
(1994) labels ‘higher order’ or ‘meta-capabilities’ 
and it relates to learning-to-learn capabilities. He also 
states that meta-capabilities can go on ad infinitum, 
there is a kind of infinite wave of capability to renew 
the capability that renews the capability etc. Thus 
dynamic capabilities that impact upon current dynamic 
capabilities can be seen to be, to use Collis’ (1994) 
term, meta-capabilities. Danneels (2002) is one of a few 
authors to develop Collis’ (1994) ideas. He proposed 
two competency types: first-order competencies, which 
constitute the ability to achieve an individual task; and 
second-order competencies: the firm’s ability to renew 
itself through creating new first-order competencies. 
These contributions hint at circumstances similar 
to those we consider here, however we would view 
Danneels’ (2002) first order capabilities as being the 
firm’s extant resource base, the resources that allow the 
firm to directly earn a living (Winter, 2003), and his 
second order capabilities refer to dynamic capabilities 
that enable the creation of new resources. Danneels 
(2002) does not explicitly consider the issue of how 
dynamic capabilities themselves might be changed.

Winter (2003) further progressed the idea of 
a capability hierarchy. His hierarchy begins with 
operating capabilities or ‘zero-level’ capabilities which 
allow firms to earn a living in the present (in other 
words, these are the resource base). He then describes 
first-order capabilities that allow for a change in zero-
order capabilities to occur, for example they effect 
changes to the production process. Finally he considers 
higher-order capabilities that are the outcome of 
organizational learning which result in creating or 
modifying a firm’s dynamic capabilities. However, like 
Collis (1994), he does not discuss this capability in 
great depth. In other research, Brady and Davies (2004) 
posit that fundamental changes in the environment, 
or shifts in the firm’s position, must be responded 
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to innovatively, by exploring unknown alternatives 
and renewing capabilities, and Zahra et al. (2006, p. 
947) advocate that an ‘infinite spiral of capabilities to 
renew capabilities could be conceived’. They further 
comment that these capabilities would have the ability 
to change how the firm solves its problems: ‘a higher-
order dynamic capability to alter capabilities’ (Zahra  
et al., 2006, p. 921).

Hence, we build on the work of Danneels (2002), 
Winter (2003), and Zahra et al. (2006) to aid us 
in developing a better understanding of dynamic 
capabilities. It is worth noting that the notions of orders 
or hierarchies of change have been explored in other 
literature, particularly in the fields of organizational 
learning (Argyris and Schon, 1974, 1978; Bateson, 
1972) and organizational change (Watzlawick et al., 
1974). While, within the confines of this paper, we will 
not review such literature, we acknowledge that these 
complementary fields have influenced the dynamic 
capability literature and the work on orders of dynamic 
capabilities.

Argyris and Schon (1974), who draw on Bateson’s 
(1972) research, explain that single-loop learning 
permits the correction of errors by making changes 
to routine behaviour and therefore allowing the 
organization to continue along its current course. 
Argyris and Schon (1978) explain that with single-loop 
learning individuals react to changes in their internal 
and external environment, yet the only learning that 
occurs is consistent with what is already known in 
the organization, and the only change that takes place 
is within the norms of the organization. In contrast, 
organizations have difficulty with double-loop 
learning, where errors are corrected for by examining 
the fundamental state of the organization, and making 
modifications to, for example, its norms, values and 
objectives (Argyris and Schon, 1974, 1978). They 
explain that change must happen to the organization’s 
norms because the usual error-correction methods are 
not sufficient to counter the change in the internal or 
external environment. Individuals recognise that they 
‘cannot correct it (an error) by doing better what they 
already know how to do’ (Argyris and Schon, 1978, 
p. 22). To progress they must instead restructure the 
organizational norms i.e. learning must take place 
(Argyris and Schon, 1978).

The change literature also discusses changes that 
alter existing change processes. Watzlawick et al. 
(1974) explain that there are two types of change: 
first-order change that ‘occurs within a given system 
which itself remains unchanged’, and second-order 

change ‘whose occurrence changes the system itself’ 
(Watzlawick et al., 1974, p. 10). The authors explain 
second-order change as a type of reframing of a 
problem, because first-order change only explicates 
the problem further, as it is not enough of a change 
to alter the situation or develop a solution. In broad 
terms we can see how Winter’s (2003) second order of 
dynamic capabilities can be associated with single loop 
learning and first-order change as they effect changes 
to the resource base, but the way that these changes are 
performed do not change.

Winter’s (2003) higher order of dynamic capabilities 
can be related to double loop and second-order change 
as they are transformational in nature. In what follows 
we extend this literature by first considering managerial 
perceptions of environmental dynamism, and by 
proposing three distinct levels of dynamic capabilities: 
incremental dynamic capabilities, renewing dynamic 
capabilities and regenerative dynamic capabilities.

Environmental states and 
dynamic capabilities

The initial rationale for developing the concept of 
dynamic capabilities derived from a concern that the 
RBV appeared to apply primarily to firms in essentially 
static environments (Priem and Butler, 2001a). 
Resource advantages that may have been built up 
over many years through path dependent development 
processes would have enduring rent generating 
potential only if the environments the firms compete 
in did not undergo significant change, i.e. if the 
environment was stable. In stable environments there 
are external changes, but these changes are largely 
predictable and incremental, and the rate of change 
is low, relative to that experienced by other firms in 
other environments (Duncan, 1972; Mintzberg, 1979). 
In these circumstances we would presume that the 
resource stock remains essentially stable. In contrast, 
where firms are facing fast paced change, unpredictable 
events and unanticipated discontinuities in dynamic 
environments (D’Aveni, 1994), resource advantages 
are likely to be rapidly eroded. In such a context 
the firm’s ability to create, adapt and reconfigure 
resources, i.e. its dynamic capabilities, is critical; 
firms need to refresh their resource stock to have an 
advantage. In the following section, building first on 
Eisenhardt and Martin’s (2000) argument that dynamic 
capabilities are at play in both stable and dynamic 
environments we explain that the current notion of 
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dynamic capabilities can be decomposed into two 
distinct types: incremental dynamic capabilities and 
renewing dynamic capabilities. Then, building upon 
Winter’s (2003) ‘higher-order capabilities’ we argue 
how a third type of dynamic capability (regenerative 
dynamic capabilities) are necessary for the renewal of 
dynamic capabilities.

Before embarking upon this elaboration we explain 
our cognitive approach to the notions of a stable or 
dynamic environment. As we have discussed the 
RBV and dynamic capability literature implicitly or 
explicitly distinguishes between these two broad states 
of the environment. The RBV explains what the sources 
of sustained advantage are in stable environments, and 
the dynamic capability view offers an explanation as 
to how firms can sustain resource-based advantages 
in dynamic environments. However as highlighted 
in the introduction, and reported by Anderson and 
Paine (1975), there is a large body of evidence which 
shows that realised strategies reflect managerial 
perceptions rather than objective characteristics 
(Child, 1972; Duncan, 1972). Hence when considering 
environmental dynamism it is critical to do so in terms 
of, firstly, whether managers perceive that there are 
changes in their external environment, and secondly if 
they perceive their firm needs to change.

In other words, we have two types of change: 
external and internal. Managers may perceive that 
environmental conditions are stable or changing. 
Externally perceived changes might include 
competitors’ introducing new products, shifts in 
government legislation, or changes in customer 
needs. Managers may also decide to instigate internal 
changes independent of any perceptions that the 
external environment is changing. These changes 
might be triggered by dissatisfaction with current 
performance, the imposition of budgeting restrictions, 
or may reflect the desire of a new manager to make an 
impact. So following Helfat et al.’s (2007a and 2007b) 
definition that dynamic capabilities are purposefully 
applied, managerial perceptions of the need to change 
are critical triggers for the performance of dynamic 
capabilities. To summarise, we would argue that to 
understand dynamic capabilities we need to consider 
managerial perceptions of the need for change, which 
are functions of their perceptions of their external and 
internal (firm) environments (e.g. see Hambrick and 
Mason, 1984). These perceptions may or may not act 
as triggers to either change the resource base, or to 
change the way the resource base is changed. Thus it is 
entirely possible for managers in objectively dynamic 

environments, to mis-perceive the need for change and 
hence fail to apply appropriate dynamic capabilities 
(we develop this issue later on in the discussion 
section). Alternatively, managers may trigger change 
where they are driven by internal pressures for 
enhanced performance.

Taking all this into account means that a perceived 
stable environment is an environment where external 
or internally triggered changes are largely seen by 
managers to be predictable and incremental, with a 
low rate of change. A perceived dynamic environment 
is an environment where managers perceive fast 
paced change, and even unpredictable changes and 
unanticipated discontinuities.

Incremental dynamic capabilities

Where an essentially stable environment is perceived 
there would still be some requirement to adapt the 
resource stock of the firm. Although the pace of change 
is slow and the extent of change is limited, requirement 
for incremental adjustments and improvements to the 
resource stock of the firm would remain. Thus, even 
in stable environments there is likely to be a need for 
continuous improvement, but the resource stock would 
not be transformed through these change processes, 
it would be incrementally adjusted and adapted. 
Continuous improvement is sufficient to ensure that 
the resource stock maintains its value in this relatively 
stable context.

Continuous improvement relates to the continual 
and often small adjustments that a firm makes to its 
products or operations (Bessant and Caffyn, 1997). 
This form of dynamic capability describes processes 
that effect changes, albeit incremental changes, to the 
resource base of the firm. Thus we label this first level 
of dynamic capability as incremental. An example 
might be that of e2v, and the company’s constant 
improvement of their waste management and energy 
use. To ensure maximum energy usage they keep 
reconfiguring their processes and systems so that they 
reduce energy consumption; they work on being able 
to recycle more and more waste in terms of quantity 
e.g. tonnes of cardboard and types e.g. paper, oils, 
solvents, etc. This suggests that dynamic capabilities 
do not only happen in a ‘rapidly changing environment’ 
(Teece et al., 1997), but that our argument is in line 
with Eisenhardt and Martin (2000) who explain that 
in more stable market contexts dynamic capabilities 
are simple and iterative, and rely on the incremental 
and continuous improvement of extant resources. 

65856_ch04_ptg01_179-241.indd   230 07/02/20   9:11 PM



ChApTER 4 Business LeveL strategy  231

Moreover, these incremental dynamic capabilities are 
likely to be repeatable and embedded in the firm (Helfat 
and Peteraf, 2003; Helfat et al., 2007a and 2007b). 
Thus these processes of continual improvement would 
be stable patterns of the firm (Zollo and Winter, 2002). 
Hence although this type of dynamic capability brings 
an adaptive change to the resource base, the ways these 
changes are effected do not change.

Renewing dynamic capabilities

This is the situation most commonly referred to in 
the dynamic capability literature, notably by Teece  
et al. (1997), Eisenhardt and Martin (2000) or Helfat  
et al. (2007a and 2007b) (it also refers to Winter’s (2003) 
first order capabilities). These dynamic capabilities 
are utilised to sustain a rent stream in changing 
environments, they refresh and renew the nature of the 
resource stock, rather than incrementally adapt it. They 
are needed as resource-based advantages in dynamic 
environments may well be rapidly eroded. Examples of 
such dynamic capabilities would, for instance, include 
brand extension such as those undertaken by Virgin, 
or process replication as performed by Sony. Virgin 
has generated new resources by deploying its valuable 
brand into new domains e.g. airlines, mobile phones, 
cosmetics, bridal wear, cola, railways. As far as Sony 
is concerned they have applied their know-how in 
miniaturization to all their products e.g. radio, hi-fi, 
computers or personal navigation. As the environment 
shifts, resource advantages can become disadvantages 
if no attempts are made to refresh the resource stock. 
As Leonard-Barton (1992) explains, valuable resources 
can become core rigidities if they are not modified, 
combined with different equipment or extended for 
new use, such as to produce new product lines. These 
renewing dynamic capabilities are of a different order 
to incremental dynamic capabilities. They are not 
merely about continual, incremental changes; they are 
concerned with modifying the resource stock in such 
a way that its utility is altered so that rent generation 
is sustained. So we could differentiate incremental 
dynamic capabilities from renewing capabilities as 
follows. Where incremental capabilities are applied 
the resource stock remains essentially the same, but 
the resources undergo continuous development or 
evolution. For example, a successful brand might be 
continually updated to keep its value over time e.g. 
the KitKat chocolate bar that has been around for 
seventy years has undergone periodic adjustments and 
enhancements, but the basic brand remains essentially 

stable. In contrast, where renewing capabilities are 
employed new resources are either created, introduced, 
or resources are combined in new ways. Hence a 
renewing capability would be the introduction of new 
product lines, or the extension of a brand into a new 
product application e.g. a KitKat lunch box.

These second level dynamic capabilities are 
developed and embedded within the firm as they 
progress through time, via the accumulation of 
experience and specific investments (Makadok, 2001; 
Maritan 2001; Zollo and Winter, 2002). Sustaining 
these dynamic capabilities is an essential requirement 
for any firm to continue having a resource base which 
allows them to earn a living (Winter, 2003), thus the 
costs of sustaining dynamic capabilities is most likely 
inevitable for any firm in a dynamic environment 
(Bowman and Ambrosini, 2003). Some firms may try 
to avoid incurring these costs, but they take a risk of 
not being able to appropriately renew their resource 
base.

The current literature tends not to distinguish 
between incremental dynamic capabilities and 
renewing dynamic capabilities, they are usually 
described as one: they are explained as being ‘dynamic 
capabilities’. Both of these levels are used for changing 
the resource base. However whilst incremental dynamic 
capabilities are about adjusting, and incrementally 
improving ‘the current resource base in the direction of 
more of the same’ (Helfat et al., 2007a, p. 1), renewing 
dynamic capabilities are concerned with ‘the capacity 
of an organization to purposefully create, extend, or 
modify its resource base’ (Helfat et al., 2007a, p. 1)  
to sustain a rent stream. Without such renewing of 
dynamic capabilities the organization would not 
be able to ‘survive and prosper under conditions of 
change’ (Helfat et al., 2007a, p. 1).

In this section we have elaborated upon the concept 
of dynamic capabilities: first we have highlighted 
that while dynamic capabilities are necessary to 
face environmental changes, we need to consider 
managerial perceptions of environments, rather 
than purely objective environmental measures, as 
perceptions impact upon realised strategies and the 
deployment of dynamic capabilities. Secondly we 
argued that ‘dynamic capabilities’ can be understood 
at two distinct levels. We now turn our attention to the 
way firms can change, not their resource stock, but 
their extant set of dynamic capabilities, i.e. we now 
consider how firms might modify and extend their 
current dynamic capabilities. We call these higher level 
capabilities ‘regenerative dynamic capabilities’.
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Regenerative dynamic capabilities

When current dynamic capabilities are perceived to 
be insufficient to impact appropriately upon a firm’s 
resource base the dynamic capabilities themselves 
need to be renewed. In other words, the firm needs 
to change the way it purposefully creates, extends 
or modifies its resource base (Helfat et al., 2007a 
and 2007b). In these circumstances a firm needs a 
set of dynamic capabilities to act upon the extant set 
of currently embedded dynamic capabilities, thus 
allowing it to change its resource base in new ways. 
These regenerative dynamic capabilities allow the firm 
to move away from previous change practices, towards 
new dynamic capabilities.

Regenerative dynamic capabilities are likely to be 
deployed by firms whose managers perceive that the 
environment is turbulent, where external changes are 
non-linear and discontinuous (D’Aveni, 1994). As 
Zahra et al. (2006) explain in volatile environments 
such as in high-technology industries firms need to 
repeatedly reconfigure their set of valuable resources 
and as a corollary they need to be able to have the 
capacity to modify their current dynamic capabilities. 
The presence of these regenerative dynamic capabilities 
can be inferred, as it may help explain why some firms 
find success in the face of environmental turbulence, 
whilst their competitors fail (Danneels, 2002). Indeed 
many firms facing a discontinuous environment are 
not able to overcome their own organizational inertia 
and have failed (Gilbert, 2005), as they have not 
changed internally themselves (Miller and Friesen, 
1980; Tushman and Romanelli, 1985). Gilbert (2005) 
reports that part of the problem is a failure to alter 
the processes that use the resources (Leonard-Barton, 
1992; Nelson and Winter, 1982), we argue here that 
firm failure could be attributed to managers using the 
extant set of dynamic capabilities, when these are not 
appropriate for the new environment.

If an environment is perceived to be novel or rapidly 
changing, firms may need to move away from previous 
dynamic capabilities towards new ones suitable to 
the new environment (Brady and Davies, 2004). 
This means that the purpose of regenerative dynamic 
capabilities would be to embed new, or to improve 
extant, dynamic capabilities. Regenerative dynamic 
capabilities like any other dynamic capabilities 
come in many forms, but they may be very similar 
to the renewing capabilities e.g. they might involve 
restructuring, learning, leverage, but the key difference 
is that whereas renewing capabilities operate directly 
on the resource base, regenerative capabilities impact 
on the renewing or incremental dynamic capabilities. 
As such they have an indirect impact on the resource 
base. Thus the regenerative capability would impact the 
extant renewing capabilities at t1, leading to changes in 
these renewing capabilities in t2, which ultimately lead 
to new resources being created in t3.

This leads to the question of the extent to which 
regenerative dynamic capabilities can be considered 
to be in any way repeated performances; one of the 
requirements for an activity or process to be labelled a 
capability (Helfat et al., 2007a and 2007b). We address 
this issue in a following section. In Figure 4.3.1 we 
summarise how the three levels relate to each other and 
to the resource base, and in Table 4.3.1 we show how 
these levels relate to the previous literature.

If we consider the four main dynamic capabilities 
of reconfiguration, leveraging, learning and integration 
(Bowman and Ambrosini, 2003), where a firm currently 
uses only the leveraging capabilities a regenerative 
dynamic capability would allow it to develop, for 
instance, a reconfiguration dynamic capability, e.g. to 
develop the ability to identify and integrate appropriate 
acquisitions. Alternatively, they may develop an 
integration dynamic capability allowing it to develop 
a culture encouraging collaboration, experimentation 
and hence facilitating innovation.
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Dynamic
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Dynamic
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Environment

Figure 4.3.1 The three levels of dynamic capabilities

table 4.3.1 Comparing typologies

Collis (1994) Danneels (2002) Winter (2003) Zahra et al. (2006) Our paper

First category First order 
capabilities

Zero level 
capabilities

Substantive
Capabilities

Resource base

Incremental dynamic 
capabilities

Second and third 
categories

Second order 
capabilities

First order 
capabilities

Dynamic 
capabilities

Renewing dynamic 
capabilities

Meta capabilities Higher order 
capabilities

 Regenerative 
 dynamic 
capabilities*

Ad infinitum meta 
capabilities

*Regenerative dynamic capabilities are a form of meta-capabilities but are defined precisely as being dynamic capabilities 
impacting on dynamic capabilities, rather than the more general definition that they are capabilities “of the ‘learning to learn’ 
variety” (Collis, 1994, p.143).
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Therefore the regenerative dynamic capability would 
act to change dynamic capabilities by either changing 
the form of the dynamic capability (e.g. from leverage 
to reconfiguration) or altering the mix of capabilities 
(adding leverage to an existing reconfiguration 
capability). For example, an SBU may have the extant 
dynamic capabilities of leveraging best practices within 
its boundaries; the regenerative dynamic capability 
would extend the leveraging processes to encompass 
other related SBUs in the corporation. In what follow 
we offer two case examples.

Founded in 1979, International Greetings (IGR) 
is one of the world’s leading manufacturers of 
greetings products (International Greetings, 2007). 
In the early years, IGR renewed its resource base 
essentially through learning which led to new product 
developments (e.g. in new types of greetings card; 
gift wrapping, crackers, stationery and accessories) 
and leverage, notably through the acquisition of 
character licenses e.g. Shrek, The Simpsons, Harry 
Potter. It also focused on the UK market. Recently, 
to avoid pressures on margins IGR moved production 
to Eastern Europe and China whilst still creating 
products and leveraging licenses very successfully. 
Then to achieve growth IGR embarked on a series of 
acquisitions in the US, Netherlands, and Germany. 
This suggests that IGR, having grown through the 
1980s and 1990s by refreshing their resource base 
via leverage and learning, found that these dynamic 
capabilities were insufficient to enable profit growth in 
the more competitive environment facing them since 
2000. However rather than abandoning its leverage 
and learning processes, it augmented these capabilities 
by embarking on two forms of reconfiguration: the 
transferring of production to lower cost countries, 
and the acquisition of other firms. This augmenting 
of dynamic capabilities is evidence of the exercise 
of regenerative activity. No dynamic capabilities 
have been eliminated, and new capabilities have been 
introduced. The regenerative dynamic capabilities 
can be seen here as being about learning (Teece  
et al., 1997) as IGR basically renewed its dynamic 
capabilities by enhancing existing capabilities and 
identifying new opportunities for their use.

GlaxoSmithKline (GSK) also provides an 
interesting illustration of regenerative dynamic 
capabilities in operation (Heller, 2007). Since the 1950s 
the resource base of large pharmaceutical companies 
has consisted of patented drugs with regulatory 
approval. This resource stock has been continually 
refreshed through R&D activity, which essentially 

consisted of testing thousands of chemical entities 
for their efficacy in treating a range of illnesses. Drug 
companies had built up learning dynamic capabilities 
through the establishment and development of teams 
of specialist researchers, and other groups who were 
skilled in the extensive phases of testing required for 
regulatory approval. In the 1980s and early 1990s 
a series of major mergers and acquisitions led to 
consolidation in the industry (e.g. Glaxo merging with 
Smith Kline, who earlier combined with Beecham). 
But in the mid 1990s, GSK acquired hundreds of 
much smaller firms, many of whom have never sold 
any products, and who operate with quite different 
technologies and science bases e.g. biotech firms. 
More recently, GSK have embarked on a series of 
divestments, and outsourced activities traditionally 
performed in-house. So the original learning processes 
of R&D have been augmented by three different phases 
of reconfiguration. The first phase of mega-mergers 
involved similar firms combining, the second phase 
consisted of the acquisition of dissimilar firms e.g. 
much smaller businesses, with different technologies, 
and the most recent phase consisting of restructuring 
and outsourcing activities. Again, this is de facto 
evidence of regenerative dynamic capabilities triggered 
by performance problems caused by the declining 
value of the existing resource base as products come 
off patent. The existing R&D dynamic capabilities 
were insufficient in and of themselves to maintain or 
indeed expand the stock of resources. The shift into 
biotech acquisitions was triggered by the realisation 
that the pipeline of new chemical entities was drying 
up, with major pharmas restricted to the introduction 
of only one or two new drugs per year. Generally, 
pharmaceutical companies are operating in a more 
challenging environment due to high competitive 
rivalry, the price sensitivity of healthcare providers and 
stricter ethical and efficacy standards.

So we have evidence that dynamic capabilities 
in IGR and GSK have evolved over time, and we 
can infer that the processes which caused these 
adjustments and augmentations in capability fit our 
definition of regenerative dynamic capabilities. To 
recap, regenerative dynamic capabilities do not directly 
create or reconfigure resources. They work indirectly 
by embedding new dynamic capabilities into the firm. 
Interestingly, this could mean that these regenerative 
dynamic capabilities may be more generic than 
dynamic capabilities, as dynamic capabilities operate 
directly on the resource base of the firm and thus need 
to be sensitive to the specifics of the firm’s context and 
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its extant resource stock (Wang and Ahmed, 2007). 
As already stated dynamic capabilities are embedded 
within the firm, are path dependent and hence most 
likely to be firm specific (Teece et al., 1997). While 
one can argue that this view is not shared by Eisenhardt 
and Martin (2000), who state that dynamic capabilities 
are equifinal, substitutable and fungible, we would 
suggest that if dynamic capabilities are not sensitive 
and appropriately adapted to the current resource 
stock, the specific context, culture and history of 
the firm, they may not facilitate in the creation of 
valuable resources, and there is even a risk that their 
inappropriate deployment may actually destroy 
subtle sources of advantage. Regenerative dynamic 
capabilities, changing the way a firm refreshes its 
resource base, are one step removed from the resource 
stock itself and may therefore be effective across 
specific firm contexts.

Further, as a firm has developed its dynamic 
capabilities over time through learning processes (Zollo 
and Winter, 2002), which are reinforced and embedded 
through repetition (Nelson and Winter, 1982), it 
may be difficult for the incumbent management to 
develop a new set of dynamic capabilities; breaking 
the ‘path’ or culture within the firm may prove to be 
difficult. Indeed it is arguable that most organizational 
learning is often similar to what has been learnt before 
(Argyris and Schon, 1978) and managers may find 
it hard not to rely on existing dynamic capabilities, 
to over-generalise from past experience or to rely on 
their existing mindset (Argote, 1999; Eisenhardt and 
Martin, 2000). Managers may need to seek new ways 
to operate, to break the old ways and refresh their 
dynamic capabilities (Zahra et al., 2006). These two 
arguments that regenerative dynamic capabilities may 
be generic and may also be difficult to develop within 
the firm (Teece et al., 1997), leads us to the issue of 
whether regenerative dynamic capabilities need to be 
embedded within the firm and if not can they qualify as 
belonging to the ‘realm’ of dynamic capabilities?

Regenerative dynamic capabilities 
and embeddedness

While it can be argued that regenerative dynamic 
capabilities, as any capability, can be developed 
through time, we may want to address whether, when 
there is simply no time for organizational learning 
and investment processes to take place to develop and 
deploy them (Helfat et al., 2007a and 2007b; Zollo and 

Winter, 2002), these regenerative dynamic capabilities 
could not be sourced from outside the firm. If this were 
the case then these regenerative dynamic capabilities 
would not be embedded within the firm. This raises 
the issue of whether imported regenerative dynamic 
capabilities would qualify as a dynamic capability 
which ‘must contain some patterned element’ (Helfat 
et al., 2007a, p. 5), i.e. that must be repeatable, it 
cannot be a one-off incident of ad hoc problem solving 
(Helfat et al., 2007a and 2007b).

So where might regenerative dynamic capabilities 
be imported from? In a corporate, multi-strategic 
business unit (SBU) structure they could be located at 
the corporate centre. Then, as and when regenerative 
dynamic capabilities are required within specific 
SBUs, the centre could appropriately deploy them 
to assist the SBU in regenerating its extant dynamic 
capabilities. These dynamic capabilities could also 
come from outside the corporation altogether. For 
instance a new CEO could be brought in, who has 
experience of transforming other firms, or strategic 
change consultants could be deployed. While being 
new to the firm these capabilities, which would impact 
on the firm’s current set of dynamic capabilities, would 
have been exercised before by either the incoming 
leadership, the corporate centre or external consultants, 
so for them this would be part of their normal role; this 
is their day job.

The new CEO, for instance, may have successful 
experience of identifying acquisition targets, 
successfully acquiring and integrating them. For 
this CEO what they do within the firm is habitual, 
capabilities that they may have previously honed in 
different firms and contexts, and therefore these are not 
one-off performances. So for the CEO this is nothing 
new, only the context is new, but for the firm this would 
consist of a change in their dynamic capabilities, i.e. 
an instance of the exercise of regenerative dynamic 
capabilities.

Significantly, even if imported from outside the 
firm we can argue that these regenerative dynamic 
capabilities fulfil the ‘repeatability’ criteria, as they 
can be stable and routinised processes: Feldman and 
Pentland (2003) argue that an organizational routine 
can be decomposed into two components: the ostensive 
aspect of the routine, that is the structure or abstract 
understanding of the routine, and the performative 
aspect, that is the actual performance of the routine, 
‘it is the routine in practice’ (Feldman and Pentland, 
2003, p. 101), it is what brings the routine to life 
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and hence the performance may be novel each time. 
Taking Feldman and Pentland’s (2003) examples of 
a firm’s recruitment process, a firm will recruit many 
employees, so at an abstract level the activity of 
recruitment is routine and is repeated; however how the 
hiring process is actually performed, the performative 
aspect, may differ on each occasion. Those notions 
of ostensive and performative aspects of the routine 
can also be related to Antonacopoulou’s (2006) 
distinction between practice and practise. Practice 
relates to the ostensive aspect of the routine, practise 
to the performative: ‘the same practice has always 
the potential to be both performed and represented in 
diverse ways’ (Antonacopoulou, 2006, p. 16).

We can apply this to the regenerative dynamic 
capabilities construct and as a result argue that 
regenerative dynamic capabilities pass the repeatability 
test. While regenerative dynamic capabilities may look 
different in action (e.g. the strategy consultant or hired 
CEO will apply their capabilities on a different set of 
dynamic capabilities each time they move from firm 
to firm), its structure will likely remain the same, and 
therefore it is repeatable as an ostensive routine.

Discussion

Finally, before concluding, we would like to comment 
on whether dynamic capabilities are necessarily linked to 
positive impacts on firm performance. In our paper, similar 
to Helfat et al. (2007a and 2007b), we have decoupled 
the notion of dynamic capabilities and performance and 
do not imply that dynamic capabilities automatically 
lead to advantage. It is valuable, rare, difficult to imitate 
and nonsubstitutable resources that generate rents 
and contribute to the firm’s super normal profit by 
being involved either in delivering product advantages 
perceived by customers or by conferring process 
advantages that result in lower unit costs (Bowman and 
Ambrosini, 2003). In other words, the resource base is 
directly linked to rents, but dynamic capabilities are one 
step beyond (and regenerative dynamic capabilities two 
steps beyond) these rent generating activities. Incremental 
and renewing dynamic capabilities impact on the resource 
base, and regenerative dynamic capabilities in turn affect 
incremental and renewing dynamic capabilities.

The impact of dynamic capabilities on ultimate firm 
performance may be negative, the dynamic capabilities 
may change the resource base but this renewal may not 
be in line with the environment. This means following 
Zahra et al. (2006) that while regenerative dynamic 
capabilities may allow a firm to change its dynamic 

capabilities, it does not ensure that the organization 
will be successful or even survive.

An example of where using regenerative dynamic 
capabilities did not result in success until the firm had 
experienced several failed attempts to adjust its dynamic 
capabilities is Marks and Spencer (M&S). Historically 
M&S was highly successful, but in the 1990s it suffered 
from decreasing profits and market share. M&S had 
many problems. Notably it displayed both a lack of 
understanding of its customers and lack of reaction to 
their shifting needs, and it faced a significant challenge 
from a number of its competitors. This would suggest 
that the extant set of dynamic capabilities which M&S 
used was no longer appropriate. To counter this, its 
board employed a succession of new CEOs. The first 
three CEOs had similar ways of changing M&S. Their 
changes resulted in leveraging the M&S brand, for 
example the creation of its ‘Simply Food’ range or 
the ‘&More’ loyalty card. Despite these changes of 
leadership the situation worsened.

The M&S board then hired Stuart Rose. In terms of 
explaining regenerative dynamic capabilities, here we 
see that in hiring yet another CEO the board are again 
repeating their actions; this is the ostensive aspect of 
the regenerative dynamic capability. The performative 
aspects of the regenerative dynamic capability are 
Rose’s actions. The regenerative dynamic capability 
level actions that Rose took were essentially learning 
and replication. He had gathered knowledge and 
experience from the previous positions he held at a 
series of high-street retailers (for example, he had 
transformed the Arcadia group). He also had previously 
worked at M&S and had studied the decisions and 
resulting outcomes of the actions introduced by past 
CEOs. All this allowed Rose to create a new mix of 
dynamic capabilities. M&S stopped relying on only 
leverage to refresh its resource base. He changed the 
processes of buying, introduced new collaborative 
practices between M&S’ buyers and their suppliers, 
and challenged many ‘sacred cows’ associated with the 
embedded incremental dynamic capabilities.

It has been argued that success tends to lead to 
complacency, and that if managers perceive their 
firm to be successful, and believe it has been so for 
a while, they are unlikely to change their ways of 
doing things or change their assumptions (Johnson, 
1988; Smith et al., 2001; Zahra et al., 2006). This 
may suggest that regenerative dynamic capabilities 
are unlikely to be employed in such circumstances, 
as managers may not be able to envisage how their 
current set of dynamic capabilities could or indeed 
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why they should be changed, ‘it clearly isn’t broke, so 
why fix it?’ (Tushman and Romanelli, 1985). Thus the 
deployment of regenerative dynamic capabilities will 
also depend on how often managers perceive the need 
for this order of change, and this perception may be 
based on either external environmental characteristics, 
such as competitive rivalry, product life cycles etc. 
or on personal characteristics, such as dissatisfaction 
towards the current level of performance or a personal 
propensity towards risk taking. This reinforces Teece  
et al.’s (1997) framework of processes, position and 
paths, and Antonacopoulou’s (2006) and Feldman’s 
(2004) argument, that there is a constant connection 
between micro and macro contexts. Dynamic 
capabilities are situated. They are situated in the 
environment, the paths the firm has followed, what 
people within the firm have done and are doing etc. 
These are all at play in the development of dynamic 
capabilities, and history of the firm undoubtedly 
influences the presence and performance of activities.

Finally, we have argued that perceptions of the need 
for change can be formed from managerial awareness 
and understanding of the external environment, 
and from other internally located stimuli, including 
perceptions of performance and personal motivations to 
effect change. Adopting such a perspective enables us to 
address circumstances where the ‘appropriate’ dynamic 
capabilities have not been applied i.e. where managers 
inappropriately diagnosed the type of change needed.

For instance, Johnson (1988) refers to ‘strategic 
drift’ as a situation where managerial perceptions of 
the pace of change in the environment are out of line 
with the actual external changes taking place, leading 
to insufficient internal adaptation and declining firm 
performance. Managers may perceive the need for 
radical changes to the firm’s operations, but acting on 
it may actually destroy resources. As such we suggest, 
along with others (e.g. Mezias and Starbuck, 2003), that 
managers may inappropriately diagnose the degree of 
change required. For instance managers may incorrectly 
identify stability in their environment. They may persist 
in applying improvement routines, effectively screening 
out or re-interpreting any signals that might suggest 
more radical changes might be required. Managers 
may prefer the predictability involved in repeating past 
behaviours, even where these may be embedding and 
creating core rigidities (Leonard-Barton 1992).

As argued regenerative dynamic capabilities 
are likely to be applied where managers perceive 
substantial dynamism in their environments. These 
perceptions may well be shaped by perceived 

discontinuities in the market environment, or by 
significant changes to the internal environment, but 
there may be a disconnect between the perceived 
environment and the actual environment, and we 
could envisage managerial over- and under-reactions 
with respect to regenerative dynamic capabilities. 
Over-reaction would occur where managers perceive 
the need for radical changes to the extant dynamic 
capabilities that are not actually warranted. The effects 
are likely to be the destruction of parts of the resource 
base, and/or a significant disturbance to extant change 
processes that would consume unnecessary resources 
and energy. Under-reaction would probably lead to 
slow or rapid decline depending on the actual degree of 
turbulence in the external environment.

In summary we can propose that where managers 
underestimate environmental dynamism, there is a risk 
of strategic drift (Johnson, 1988), where the firm fails 
to refresh its resource stock at an appropriate pace, or to 
the required extent. Alternatively, managers may look 
to change the resource base at a pace not warranted 
by the actual degree of dynamism in the environment. 
This could have positive performance outcomes, if, 
as a consequence of these proactive changes, the firm 
gains an advantage over competitors, and possibly 
re-defines the basis of competing. However, there is 
a possibility that excessive change would result in the 
destruction of valuable resources, or indeed in the case 
of regenerative dynamic capabilities, the destruction of 
valuable dynamic capabilities.

Whatever the situation they perceive, for managers, 
knowing how to change and extend both their resource 
base and their dynamic capabilities is critical. Hence 
we can argue that trying to better understand and 
develop the notion of dynamic capabilities matters 
for both practitioners and academics alike. This 
leads us to argue that awareness of the three levels 
of dynamic capability should provoke debate within 
top management teams. Specifically, managers could 
at least share their perceptions about the extent of 
environmental dynamism they perceive, and where 
there are differences in perception, this might 
encourage some important conversations, and maybe 
a search for further information to resolve some of 
these differences. Managers could also try to identify 
the nature of the extant dynamic capabilities, and 
then determine whether these dynamic capabilities 
are appropriate to enable the firm to prosper in the 
perceived environmental context. Finally, should 
any adjustment in dynamic capabilities be required, 
managers could think how to develop them.
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CHAPTER

5 CoRPoRATE LEvEL 
STRATEgy

We are not all capable of everything.
Virgil (70–19 BC); Roman philosopher

InTRoduCTIon

A s firms seek growth, they have a number of directions in which they can expand. The 
most direct source of increased revenue is to enlarge their market share, selling more 

of their current product offerings in their current market segments. Besides this growth 
through focused market penetration, firms can also broaden their scope by extending their 
product range (product development) or move into neighbouring market segments and 
geographic areas (market development). All of these growth options can be pursued while 
staying within the ‘boundaries’ of a single business (see Figure 5.1). However, firms can 
broaden their scope even further, venturing into other lines of business, thus becoming 
multi-business corporations. Some multi-business firms are involved in only two or three 
businesses, but there are numerous corporations spanning 20, 30 or more business areas.

This chapter deals with the specific strategic questions facing firms as they work on 
determining their multi-business scope. At this level, strategists must not only consider 
how to gain a competitive advantage in each line of business the firm has entered, but also 
which businesses they should be in at all. Corporate level strategy is about selecting an 
optimal set of businesses and determining how they should be integrated into the corporate 
whole. This issue of deciding on the best array of businesses and relating them to one 
another is referred to as the issue of ‘corporate configuration’.

THE ISSuE of CoRPoRATE ConfIguRATIon

All multi-business firms have a particular configuration, either intentionally designed or 
as the result of emergent formation. Determining the configuration of a corporation can 
be disentangled into two main questions: (a) What businesses should the corporation be 
active in? and (b) How should this group of businesses be managed? This first question of 
deciding on the business areas that will be covered by the company is called the topic of 
‘corporate composition’. The second question, of deciding on the organizational system 
necessary to run the cluster of businesses, is labelled the issue of ‘corporate management’. 
In the following pages both questions will be explored in more detail.

Corporate composition
A multi-business firm is composed of two or more businesses. When a corporation enters 
yet another line of business, either by starting up new activities (internal growth) or by 
buying another firm (acquisition), this is called diversification. There are two general 
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categories of diversification moves, vertical and horizontal. Vertical diversification, usually 
called vertical integration, is when a firm enters other businesses upstream or downstream 
within its own industry column (see Chapter 4) – it can strive for backward integration by 
getting involved in supplier businesses or it can initiate forward integration by entering 
the businesses of its buyers. The firm can also integrate related businesses at the same tier 
in the industry column – an example of such horizontal integration is when a newspaper 
and magazine publisher moves into educational publishing. If a firm expands outside of its 
current industry, the term ‘integration’ is no longer employed, and the step is referred to as 
straightforward (horizontal) diversification (see Figure 5.1).
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fIguRE 5.1 Corporate growth directions

The issue of corporate composition deals with the question of where the firm wants to 
have which level of involvement. Corporate level strategists must decide where to allocate 
resources, build up activities and try to achieve market sales. The issue of corporate 
composition can be further subdivided into two parts:

 ■ Corporate scope. First, the composition of the corporation depends on the business 
areas selected. The more ‘business components’ chosen, the broader the scope of the 
corporation. Deciding on the corporate scope is not only a matter of choosing from 
the diversification options depicted in Figure 5.1, but can also work in the opposite 
direction, as a firm can withdraw from a certain line of business, either by divesting, or 
closing down, its activities.
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 ■ Corporate distribution. The composition of the corporation also depends on the 
relative size of the activities in each business area covered. The distribution within 
the corporation is determined by the relative weight of each business component. 
Some corporations are equally active in all of their selected businesses, while other 
firms are more asymmetrical, placing more emphasis on just a few of their business 
activities. Deciding on the corporate distribution is a matter of determining which lines 
of business will receive more attention than others. Corporate level strategists need to 
decide which activities will be the focus of further growth and increased weight within 
the firm, allocating resources accordingly. However, they must also keep in mind that a 
certain balance within the corporation might be beneficial.

A common way of depicting the corporate composition is to plot all of the businesses 
in a ‘portfolio matrix’. The term ‘portfolio’ refers to the set of business activities carried 
out by the corporation. In a portfolio matrix each business activity is represented as a 
‘bubble’ in a two-dimensional grid, with the size of the bubble reflecting the revenue 
generated with that activity. The number of bubbles indicates the corporate scope, 
while the corporate distribution can be seen in the relative size of the bubbles. The 
intention of a portfolio matrix is not merely to give an overview of the corporate scope 
and distribution, but also to provide insight into the growth and profitability potential 
of each of the corporation’s business activities and to judge the balance between the 
various business activities.

There are different types of portfolio matrices in use, the most well-known of which are 
the Boston Consulting Group (BCG) matrix (Hedley, 1977, see Figure 5.2 and Reading 5.1) 
and the General Electric (GE) business screen (Hofer and Schendel, 1978). All of these 
portfolio matrices are based on the same analytical format. Each business activity is 
mapped along two dimensions – one measuring the attractiveness of the business itself, 
the other measuring the strength of the corporation to compete in the business. In other 
words, one axis is a measure of external opportunity, while the other axis is a measure of 
internal strength in comparison to rival firms. The major difference between the portfolio 
matrices is which measures are used along the axes. The BCG matrix employs two simple 
variables: business growth to determine attractiveness and relative market share to reflect 
competitive strength. The GE business screen, on the other hand, uses composite measures: 
both industry attractiveness and competitive position are determined by analysing and 
weighing a number of different factors. Industry attractiveness will be impacted by such 
variables as sales growth, demand cyclicality, buyer power, supplier power, the threat of 
new entrants, the threat of substitutes and competitive intensity. Competitive position often 
reflects such factors as market share, technological know-how, brand image, customer 
loyalty, cost structure and distinctive competencies. Another difference between the two 
matrices is that in the BCG portfolio grid the bubbles represent the company’s sales in a 
line of business, while in the GE business screen the bubbles reflect the total business size, 
with the pie slices indicating the firm’s share of the business.

Deciding which portfolio of businesses to pursue, both in terms of corporate scope 
and corporate distribution, will depend on how the corporate strategist intends to create 
value – or as Porter (1987) puts it, how the corporate strategist wants to make “the 
corporate whole add up to more than the sum of its business unit parts”. After all, there 
must be some benefit to having the various business activities together in one corporation, 
otherwise each business activity could just as easily (and with less overhead) be carried 
out by autonomous firms. This added value of having two or more business activities 
under one corporate umbrella is called ‘multi-business synergy’ and it strongly determines 
the corporate composition the strategist will prefer. But before turning to the topic of 
synergy, the counterpart of corporate composition, namely corporate management, needs 
to be reviewed first.
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Corporate management
It has become a widespread policy to organize multi-business firms into strategic business 
units (SBUs). This organizational structure is often referred to as the M-form (Williamson, 
1975). Each SBU is given the responsibility to serve the particular demands of one 
business area. The business units are labelled ‘strategic’, because each is driven by its own 
business level strategy.

This dominant approach to structuring multi-business firms does present managers with 
the issue of how to bring together the separate parts into a cohesive corporate whole. The 
corporation can be divided into business units with the intent of focusing each on separate 
business areas, but this differentiation must be offset by a certain degree of integration to 
be able to address common issues and realize synergies (Lawrence and Lorsch, 1967). 
The challenge for managers is to find the most effective and efficient forms of integration 
between two or more separate business units. Three key integration mechanisms can be 
distinguished:

 ■ Centralization. The most straightforward form of integration is to bring resources and 
activities physically together into one organizational unit. In other words, where the 
‘division of labour’ between the business units has not been applied, resources and 
activities will be kept together in one department. Such a centralized department can 
be situated at the corporate centre, but can also reside at one of the business units or at 
another location.

 ■ Coordination. Even where resources, activities and product offerings have been split 
along business unit lines, integration can be achieved by ensuring that coordination 
is carried out between business units. Such orchestration of work across business unit 
boundaries should result in the ability to operate as if the various parts were actually 
one unit.

 ■ Standardization. Integration can also be realized by standardizing resources, activities 
and/or product offering characteristics across business unit boundaries. By having 
similar resources (e.g. technologies, people), standardized activities (e.g. R&D, human 
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resource management) and common product features (e.g. operating systems, high-tech 
positioning), such advantages as economies of scale and rapid competence development 
can be achieved without the need to physically centralize or continuously coordinate.

These three integration mechanisms are the tools available to managers to achieve 
a certain level of harmonization between the various parts of the corporate whole. Yet 
often the question is, who should take the initiative to realize integration – where in the 
management system is the responsibility vested to ensure that centralization, coordination 
and standardization are considered and carried out? If all business unit managers are 
looking after their own backyard, who is taking care of the joint issues and cross-business 
synergies? Basically there are two organizational means available to secure the effective 
deployment of the integration mechanisms (see Figure 5.3):

 ■ Control. A straightforward way to manage activities that cross the boundaries of an 
individual business unit is to give someone the formal power to enforce centralization, 
coordination and standardization. Such a division level or corporate level manager can 
exert control in many ways. It can be by direct supervision (telling business units what 
to do), but often it is indirect, by giving business units objectives that must be met and 
discussing initiatives. The formal authority to secure integration does not always have 
to be given to a manager at the corporate centre, but can be assigned to a manager 
within one of the business units as well. There are also various levels of authority that 
can be defined, ranging from full final decision-making power to ‘coordinator’ or 
‘liaison officer’, who have only limited formal means at their disposal.

 ■ Cooperation. Centralization, coordination and standardization between business units 
can also be achieved without the use of hierarchical authority. Business units might be 
willing to cooperate because it is in their interest to do so, or because they recognize the 
overall corporate interests. If business units believe in the importance of certain joint 
activities, this can be a powerful impetus to collaborate. Corporate strategists interested 
in such integration by mutual adjustment will focus on creating the organizational 
circumstances under which such self-organization can take place (see Chapter 11 for 
a further discussion). For instance, they might strengthen formal and informal ties 
between the business units in order to enhance mutual understanding and encourage 
the exchange of ideas and joint initiatives. They may also support cross-business 
career paths and try to instil a corporation-wide culture to facilitate the communication 
between business units (Eisenhardt and Galunic, 2000).
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fIguRE 5.3 Corporate integration through control and cooperation
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It is the task of the corporate level strategist to determine the mix of control and 
cooperation needed to manage the corporation. In their seminal research, Goold and 
Campbell (1987) distinguish three general corporate control styles, each emphasizing 
different levels of centralization, coordination and standardization:

 ■ Financial control style. In the financial control style the SBUs are highly autonomous 
from the corporate centre. Few activities are centralized or standardized (except for 
the financial reporting system) and the corporate centre does not explicitly attempt to 
coordinate activities across business unit boundaries. Control is exerted by negotiating, 
setting and monitoring financial objectives.

 ■ Strategic control style. In the strategic control style the SBUs have a closer relationship 
with the corporate centre. A number of central services exist, some systems and 
activities are standardized and the corporate centre explicitly tries to coordinate 
activities that reach beyond the boundaries of only one business unit. Control is exerted 
by negotiating, setting and monitoring strategic objectives.

 ■ Strategic planning style. In the strategic planning style the SBUs have relatively 
little autonomy from the corporate centre. Many key activities are centralized or 
standardized, and the corporate centre is also heavily involved in securing cross-
business coordination. Control is exerted by means of direct supervision.

Which corporate management style is adopted depends strongly on what the corporate 
strategist wishes to achieve. The preferred corporate management style will be determined 
by the type of multi-business synergies that the corporate strategist envisages, but also on 
the level of autonomy that the business units require. On the one hand, strategists will want 
to encourage integration to reap the benefits of having various business units together under 
one corporate roof and will therefore have a strong motivation to exert strong corporate 
centre control and stimulate inter-business cooperation. On the other hand, strategists will be 
wary of heavy-handed head office intervention, blunt centralization, rigid standardization, 
paralyzing coordination meetings and excessive overhead. Recognizing that the business 
units need to be highly responsive to the specific demands of their own business area, 
corporate strategists will also be inclined to give business units the freedom to manoeuvre 
and to emphasize their own entrepreneurship. Yet, these two demands on the corporate level 
strategy – multi-business synergy and business responsiveness – are to a certain extent at 
odds with one another. How corporate strategists deal with the tension created by these 
conflicting demands will be examined more closely in the following section.

THE PARAdox of RESPonSIvEnESS  
And SynERgy

None ever got ahead of me except the man of one task.
Azariah Rossi (1513–1578); Italian physician

When Cor Boonstra took over as CEO of Philips Electronics in 1996, after a long career at 
the fast-moving consumer goods company Sara Lee, one of his first remarks to the business 
press was that Philips reminded him of “a plate of spaghetti” – the company’s more than 
60 business units were intertwined in many different ways, sharing technologies, facilities, 
sales forces and customers, leading to excessive complexity, abundant bureaucracy, turf 
wars and a lack of accountability. To Boonstra the pursuit of multi-business synergy had 
spiralled into an overkill of centralization, coordination and standardization, requiring 
direct rectification. Thus Boonstra set out to restructure Philips into, in his own words, 
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“a plate of asparagus”, with business units neatly lined up, one next to the other. Over 
a period of five years he disposed of numerous business units and made sure that the 
others were independent enough “to hold up their own pants”. The result was a loss of 
some valuable synergies, but a significant increase in the business units’ responsiveness 
to the demands in their own business. Then, in 2001, Boonstra handed over the reigns to 
a Philips insider, Gerard Kleisterlee, who during one of his first media encounters as new 
CEO stated that the business units within Philips had become too insular and narrowly 
focused, thereby missing opportunities to capture important synergies. Therefore, he 
indicated that it would be his priority to get Philips to work more like a team.

What this example of Philips illustrates is that corporate level strategists constantly struggle 
with the balance between realizing synergies and defending business unit responsiveness. To 
achieve synergies, a firm must to some extent integrate the activities carried out in its various 
business units. The autonomy of the business units must be partially limited, in the interest of 
concerted action. However, integration comes with a price tag. An extra level of management 
is often required, more meetings, extra complexity, potential conflicts of interest, additional 
bureaucracy. Harmonization of operations costs money and diminishes a business unit’s 
ability to precisely tailor its strategy to its specific business environment. Hence, for the 
corporate strategist, the challenge is to realize more value creation through multi-business 
synergies than value destruction through the loss of business responsiveness (e.g. Campbell, 
Goold and Alexander, 1995; Prahalad and Doz, 1987).

This tension arising from the partially conflicting demands of business responsiveness 
and multi-business synergy is called the paradox of responsiveness and synergy. In the 
following subsections both sides of the paradox will be examined in more detail.

The demand for multi-business synergy
Diversification into new business areas can only be economically justified if it leads to value 
creation. According to Porter (1987), entering into another business (by acquisition or internal 
growth) can only result in increased shareholder value if three essential tests are passed:

 ■ The attractiveness test. The business “must be structurally attractive, or capable of 
being made attractive”. In other words, firms should only enter businesses where there 
is a possibility to build up a profitable competitive position (see Chapter 4). Each new 
business area must be judged in terms of its competitive forces and the opportunities 
available to the firm to sustain a competitive business model.

 ■ The cost of entry test. “The cost of entry must not capitalize all the future profits”. 
In other words, firms should only enter new businesses if it is possible to recoup the 
investments made. This is important for internally generated new business ventures, but 
even more so for external acquisitions. Many researchers argue that, on average, firms 
significantly overpay for acquisitions, making it next to impossible to compensate for 
the value given away during the purchase (e.g. Sirower, 1997).

 ■ The better off test. “Either the new unit must gain competitive advantage from its 
link with the corporation or vice versa”. In other words, firms should only enter new 
businesses if it is possible to create significant synergies. If not, then the new unit would 
be better off as an independent firm or with a different parent company, and should be 
cut loose from the corporation.

It is this last test that reveals one of the key demands of corporate level strategy. Multi-
business level firms need to be more than the sum of their parts. They need to create more 
added value than the extra costs of managing a more complex organization. They need to 
identify opportunities for synergy between business areas and manage the organization in 
such a way that the synergies can be realized.
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But what are the sources of synergy? For quite some time, strategists have known that 
potential for synergy has something to do with ‘relatedness’ (Rumelt, 1974). Diversification 
moves that were unrelated (or ‘conglomerate’), for example a food company’s entrance 
into the bicycle rental business, were deemed to be less profitable, in general, than moves 
that were related (or ‘concentric’), such as a car-maker’s diversification into the car rental 
business (e.g. Chatterjee, 1986; Rumelt, 1982). However, the problem has been to determine 
the nature of ‘relatedness’. Superficial signs of relatedness do not indicate that there is 
potential for synergy. Drilling for oil and copper mining might seem highly related (both are 
‘extraction businesses’), but Shell found out the hard way that they were not related, selling 
the acquired mining company Billiton to Glencore after they were unable to create synergy. 
Chemicals and pharmaceuticals seem like similar businesses (especially if pharmaceuticals 
are labelled ‘specialty chemicals’), but ICI decided to split itself in two (into ICI and 
Zeneca), because it could not achieve sufficient synergy between these two business areas.

Strategy researchers have therefore attempted to pin down the exact nature of 
relatedness (e.g. Prahalad and Bettis, 1986; Ramanujam and Varadarajan, 1989). Following 
the business model framework outlined in Chapter 4, the areas of relatedness that have 
the potential for creating synergy can be organized into three categories (see Figure 5.4): 
resource relatedness, product offering relatedness and activity relatedness.
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fIguRE 5.4 Forms of multi-business synergy

Synergy by leveraging resources. The first area of relatedness is at the level of the 
businesses’ resource bases. Two or more businesses are related if their resources can be 
productively shared between them. In principle, all types of resources can be shared, both 
the tangible and the intangible, although in practice some resources are easier to share 
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than others – for example, it is easier to transfer software and money than knowledge. 
Such ‘resource leveraging’ (Hamel and Prahalad, 1993) can be achieved by physically 
reallocating resources from one business area to another, or by replicating them so they 
can be used in a variety of businesses simultaneously:

 ■ Achieving resource reallocation. Instead of leaving firm resources in the business unit 
where they happen to be located, a corporation can create synergy by transferring 
resources to other business units, where better use can be made of them (Helfat and 
Eisenhardt, 2004). For instance, money and personnel are often shifted between 
business units, depending on where they are needed and the potential return is highest.

 ■ Achieving resource replication. While physical resources can only be used in one place 
at a time, intangible resources can often be copied from one business unit to another, so 
that the same resource can be used many times over. This happens, for example, when 
knowledge and capabilities are copied and reused in other business units.

Synergy by aligning positions. A second area of relatedness is at the level of product 
offerings. Two or more businesses are related if they can help each other by aligning their 
positioning in the market. Such coordination between product-market combinations can 
both improve the businesses’ bargaining position vis-à-vis buyers, as well as improve the 
businesses’ competitive position vis-à-vis rival firms:

 ■ Improving bargaining position. Business units can improve their bargaining power vis-
à-vis buyers by offering a broad package of related products or services to specific 
customer groups. Especially when the products being offered are complementary, share 
a common brand and have a comparable reputation, they will support each other in the 
market.

 ■ Improving competitive position. Coordination of product offerings within one firm 
can also prevent a number of business units from fighting fiercely among themselves, 
which might have happened if all units were independent companies. Moreover, it 
is even possible for multiple business units to support each other in attacking a third 
party, for example by setting a common standard or aggressively pricing selected 
products. Similarly, business units can team up to protect each other from attacks and 
create barriers to entry into the industry/market (Baum and Greve, 2001; Jayachandran, 
Gimeno and Varadarajan, 1999).

Synergy by integrating value chain activities. The third area of relatedness is at 
the level of value chains. Two or more businesses are related if an integration of their value 
chains is more efficient and/or more effective than if they were totally separated. Such 
integration of value-creation activities can focus on the sharing of similar activities or the 
linking up of sequential activities:

 ■ Sharing value-adding activities. Business units often combine some of their value-
adding activities, such as logistics, production or marketing, if this leads to significant 
scale advantages or quality improvements. It is also common to see that the corporate 
centre organizes certain support activities centrally. These ‘shared services’ often 
include functions such as human resource management, procurement, quality control, 
legal affairs, research and development, finance and corporate communication.

 ■ Linking value-adding activities. Business units that are not horizontally but vertically 
related (see Figure 5.1) can have an internal customer-supplier relationship. Such 
vertical integration of sequential value-adding activities in one firm can be more 
efficient than operating independently where supplies need to be highly tailored to a 
specific type of customer demand.
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Much attention in the literature has been paid to this issue of vertical integration 
of activities. It is also referred to as ‘internalization’ because firms decide to perform 
activities inside the firm, instead of dealing with outside suppliers and buyers. In 
general, companies will strive to integrate upstream or downstream activities where 
one or more of the following conditions are deemed important (e.g. Harrigan 1985; 
Mahoney, 1992):

 ■ Operational coordination. It can be necessary for various parts of the value system to be 
tightly coordinated or even physically integrated, to ensure that the right components, 
meeting the right specifications, are available in the right quantities, at the right 
moment, so that high quality, low cost or timely delivery can be achieved. To realize 
this level of coordination it can be necessary to gain control over a number of key 
activities in the value system, instead of trying to get suppliers and buyers to cooperate.

 ■ Avoidance of transaction costs. Reaching a deal with a supplier or buyer and transferring 
the goods or services to the required location may be accompanied by significant direct 
costs. These contracting costs can include the expenses of negotiations, drawing up a 
contract, financial transfers, packaging, distribution and insurance. Add to these the 
search costs required to locate and analyse potential new suppliers or buyers, as well 
as the policing costs which are incurred to check whether the contract is being met 
according to expectations and to take actions against those parties not living up to their 
contractual responsibilities. If a firm vertically integrates, many of these costs can be 
avoided, leading to potential savings (Williamson, 1975).

 ■ Increased bargaining power.  If a firm is facing a supplier or buyer with a 
disproportionately high level of bargaining power (for instance, a monopolist), vertical 
integration can be used to weaken or neutralize such a party. By fully or partially 
performing the activities in-house, the firm can lessen its dependence on a strong buyer 
or supplier. The firm can also strive to acquire the other party, to avoid the bargaining 
situation altogether.

 ■ Learning curve advantages. Where vertically linked business units work closely 
together, exchanging knowledge and personnel, they might also learn more quickly 
and more efficiently than if the business units were independent. Especially where they 
initiate joint R&D projects and collaborate on business process improvement efforts 
then significant learning curve advantages can be realized.

 ■ Implementing system-wide changes. Besides continual operational coordination and 
ongoing learning, there may be a need to coordinate strategic changes throughout the 
value system. Switching over to new (digital) technologies, new production methods 
and new standards can sometimes only be implemented if there is commitment and a 
concerted effort in various parts of the value system. Sometimes even neighbouring 
value systems need to be involved in the changes. Vertical integration and horizontal 
diversification can give a firm the formal control needed to push through such 
changes.

Corporate level strategy is about determining the corporate configuration that offers the 
best opportunities for synergy, and implementing a corporate management system capable 
of realizing the intended synergies. However, what types of synergies can realistically be 
achieved without paying a heavier penalty in terms of integration costs? Recognizing the 
possible benefits of bringing together various businesses under one corporate umbrella is 
one thing, but developing a corporate management system that does not cost more than it 
yields is another. Therefore, corporate strategists need to carefully consider the potential 
downside of resource leveraging, activity integration and position alignment – the loss of 
business responsiveness.
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The demand for business responsiveness
Responsiveness is defined as the ability to respond to the competitive demands of a specific 
business area in a timely and adequate manner. A business unit is responsive if it has the 
capability to tightly match its strategic behaviour to the competitive dynamics in its business. 
If a business unit does not focus its strategy on the conditions in its direct environment and 
does not organize its value-adding activities and management systems to fit with the business 
characteristics, it will soon be at a competitive disadvantage compared to more responsive rivals. 
Business responsiveness is therefore a key demand for successful corporate level strategy.

Yet, in multi-business firms, the responsiveness of the business units is constantly under 
pressure. Various scope disadvantages limit the ability of the corporation to ensure business 
responsiveness. The major problems encountered by multi-business firms are the following:

 ■ High governance costs. Coordinating activities within a firm requires managers. Layers of 
management, and the bureaucratic processes that might entail, can lead to escalating costs.

 ■ Slower decision making. Business units must usually deal with more layers of 
management, more meetings for coordination purposes, more participants in meetings, 
more conflicts of interest and more political infighting. This not only increases 
governance costs but also slows down decision making and action.

 ■ Strategy incongruence. The resource leveraging, activity integration and position 
alignment envisioned in the corporate strategy can be more suited to the conditions 
in some businesses than to others. Consequently, some business units might need 
to compromise, adapting their business strategy to fit with the corporate strategy. 
However, such internal adaptation might lead to a misfit with the business demands.

 ■ Dysfunctional control. The corporate centre might not have the specific business 
know-how needed to judge business unit strategies, activities and results. However, 
the corporate centre might feel the need to exert some control over business units, 
potentially steering them in an inappropriate direction.

 ■ Dulled incentives. Limited autonomy combined with the aforementioned problems can have 
a significant negative impact on the motivation to perform optimally. This dulled incentive 
to be entrepreneurial and to excel can be compounded by poorly delineated responsibilities, 
a lack of clear accountability and the existence of ‘captive’ internal customers. Together, 
these factors limit the business unit’s drive to be responsive.
These threats make clear that multi-business firms must determine their composition 

and management systems in a way that enables business units to be responsive. Yet, 
simultaneously, corporate strategists need to strive towards the identification and realization 
of synergies. The question is how these two conflicting demands can be reconciled – how 
can corporate level strategists deal with the paradox of responsiveness and synergy?

nESTLé: CHEWIng ovER A 
HEALTHy fuTuRE
The one and a half centuries Nestlé has been on 
the planet have seen the Swiss giant grow into the 
world’s leading food group with over 2000 brands 
in its portfolio and sales of US$92.6 billion in 2018. 
Nestlé now owns 413 factories across the world, 
sells in 190 countries and employs over 308,000 
people. Starting out as a producer of milk-based baby 
food, the company achieved its hegemonic position 

through a long string of mergers and acquisitions, 
obtaining a portfolio that spans from beverages and 
cereals to confectionary and pet food. However, 
it recently started to profile itself as ‘the world’s 
leading nutrition, health and wellness company’ and 
its organizational purpose now reads as, ‘Enhancing 
quality of life and contributing to a healthier future’. 
Indeed, the company with a portfolio including   
KitKat chocolate bars, Häagen-Dazs ice cream and 
Maggi instant noodles has decided to focus on your 
health.

ExHIbIT 5.1 SHoRT CASE 
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Over the last decade, small companies have 
led the charge in promoting and selling healthier 
lifestyles and food options. Their success has shown 
consumers shy away from processed food and move 
on to fresher, more artisanal options, but also show 
how fast-moving the food industry has become. The 
food market has shifted but Nestlé is still responding.

Many of Nestlé’s investors argue that it remains 
the slow behemoth it has been for years. Competitors 
Procter & Gamble sold off over half of its brands 
and Unilever is cutting away at bureaucracy to 
reduce costs. Nestlé, however, continues to rely on 
leveraging its size. Mark Schneider, Nestlé’s CEO, 
does not agree his company is too big – “Size, if you 
can handle it, should be nothing to be afraid of. In 
fact, size gives you a whole lot of good things.”

Over the last  decade,  many of  Nest lé’s 
acquisitions have been in the field of nutritional 
research. The corporation started to focus on 
medical nutrition in 2007 with the acquisition 
of Novartis Medical Nutrition. In 2013, Nestlé 
Health Science – a division established in 2011 
– bought Pamlab, a medical foods company that 
focuses on patients with conditions such as mild 
cognitive impairment and depression, and in 2017 
Canadian vitamin-maker Atrium Innovations was 
acquired. Nestlé now spends more than its rivals 
on research and development and on marketing 
and promotion.

One of Nestlé’s major programmes in so-called 
‘nutraceutics’, which includes blending artificial 
intelligence and DNA testing, was launched in 
Japan in 2018. The Nestlé Wellness Ambassador 
program has some 100,000 users who send in 
pictures of their food via Japanese social media 
app LINE. In exchange, they receive suggestions 
for lifestyle changes and recommendations for 
personalized capsule supplements based on AI 
research. Purchasable at Nestlé, these supplements 
can be used to make nutrient-rich teas, smoothies 
and vitamin-fortified snacks. A home-kit provides 
samples for users to do blood and DNA testing to 
help identify susceptibility to ailments such as high 
cholesterol and diabetes.

For now, the nutraceutical direction yields little 
profit. The Nestlé Health Science business unit, 
which for example sells vitamin-packed drinks for 
the elderly and for cancer patients, contributes less 
than 5 per cent of revenue. Nestlé’s nutraceutics 
may once deliver growth and have a positive impact 

on products of Nestlé’s other businesses, yet it will 
only do so in the long term.

Still, few would currently call Nestlé a health 
company. Though many of its products are healthy, 
such as bottled water and baby food, many are not. 
In 2018, Nestlé did sell its US candy business, 
an 11.5 per cent market share, to Nutella-owner 
Ferrero for about US$2.8 billion, but for now Nestlé 
simply changes the recipes of its existing unhealthy 
products. For example, it increased the percentage 
of milk in its Milky bars from 26 per cent to 37.5 
per cent and increased the percentage of milk and 
cacao in cash cow KitKat by 20 and 13 per cent 
respectively. This allowed the company to decrease 
the sugar in both chocolate bars.

Critics argue Nestlé should slim down and spin 
off the brands that do not fit Nestlé’s self-professed 
healthy image. They name examples where Nestlé has 
proven unable to wield its size: Nestlé missed out on 
the flavoured water trend and was late to start selling 
premium frozen foods. Managing a giant portfolio of 
brands, as Nestlé does, is hard, and investors bemoan 
the conglomerate has often missed its original targets 
of 5 to 6 per cent growth; at the start of 2017, its 
numbers had not met investors’ expectations for 11 of 
the past 17 quarters. Investors now have to be satisfied 
with outlooks of 2 to 4 per cent organic growth.

Schneider understands Nestlé’s most important 
task is to follow consumer trends and adjust its 
portfolio faster, but the question is what kind of 
portfolio allows the company to do so. Should Nestlé 
focus on healthy food, sell off unrelated business 
units and reap the synergies of a more integrated 
organization? Or should Nestlé add health as an 
extra focal point of the company, to better balance 
its portfolio and spread corporate risks?

The threat of muddling for too long is real. 
Brazilian private-equity giant 3G has a penchant 
for purchasing big, slow-growing food and drink 
companies and slashing their costs. It has forced 
Kraft and Heinz to merge and nearly succeeded at 
making Kraft Heinz take over Unilever. If Nestlé 
fails to make changes to its portfolio, it could end up 
in 3G’s crosshairs next.

Co-author: Wester Wagenaar

Sources: nestle.com; Nestlé Annual Report 2018; Bloomberg,  
29 August 2018; CNBC, 7 January 2018; The Economist,  
7 January 2017; Financial Times, 2 July 2018; Food Navigator, 
6 February 2019; Swissinfo, 7 July 2018; The Telegraph, 26 May 
2017; USA Today, 17 January 2018; WIPO, August 2016.
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PERSPECTIvES on CoRPoRATE LEvEL STRATEgy

We must indeed all hang together, or, most assuredly, we shall all hang 
separately.
Benjamin Franklin (1706–1790); American politician, inventor and scientist

Corporations need to capture multi-business synergies and they need to ensure each business 
unit’s responsiveness to its competitive environment. In other words, corporations need to 
be integrated and differentiated at the same time – emphasizing the whole and respecting 
the part. Striving towards synergy is a centripetal force, pulling the firm together into an 
integrated whole, while being responsive to business demands is a centrifugal force, pulling 
the firm apart into autonomous market-focused units (Ghoshal and Mintzberg, 1994). The 
main question dividing strategists is whether a corporation should primarily be a collection 
of parts or an integrated whole. Should corporations be loose federations of business units 
or tightly knit teams? Should corporations be business groups made up of distinctive parts, 
where only modest synergies can be realized and business units accorded a large measure of 
leeway to be responsive to their specific market conditions? Or should corporations actually 
be unitary organizations, with the parts serving the whole, allowing for significant synergies 
to be achieved, with the challenge of being responsive enough to varied business demands?

As before, the strategic management literature comes with strongly different views 
on how strategists should proceed. Here the two diametrically opposed positions will be 
identified and discussed to show the richness of differing opinions. On the one side of 
the spectrum, there are those strategists who believe that multi-business firms should be 
viewed as portfolios of autonomous business units in which the corporation has a financial 
stake. They argue that business responsiveness is crucial and that only a limited set of 
financial synergies should be pursued. This point of view is referred to as the ‘portfolio 
organization perspective’. At the other end of the spectrum, there are strategists who 
believe that corporations should be tightly integrated, with a strong central core of shared 
resources, activities and/or product offerings keeping the firm together. They argue that 
corporations built up around these strong synergy opportunities can create significantly 
more value than is lost through limitations to responsiveness. This point of view is referred 
to as the ‘integrated organization perspective’.

The portfolio organization perspective
In the portfolio organization perspective, responsiveness is strongly 
emphasized over synergy. Managers taking this perspective usually argue 
that each business has its own unique characteristics and demands. Firms 
operating in different businesses must therefore develop a specific strategy 

for each business and assign the responsibility for each business strategy to a separate 
SBU. In this manner, the (strategic) business units can be highly responsive to the 
competitive dynamics in the business, while being a clear unit of accountability towards 
the corporate centre. High responsiveness, however, requires freedom from corporate 
centre interference and freedom from cross-business coordination. Hence a high level 
of business unit autonomy is required, with the corporate centre’s influence limited to 
arm’s-length financial control.

In the portfolio organization perspective, the main reason for a number of highly 
autonomous business units to be in one firm is to leverage financial resources. The 
only synergies emphasized are financial synergies (e.g. Lubatkin and Chatterjee, 1994; 
Trautwein, 1990). Actually, the term ‘portfolio’ entered the business vocabulary via the 
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financial sector, where it refers to an investor’s collection of shareholdings in different 
companies, purchased to spread investment risks. Transferred to corporate strategy, the 
portfolio organization perspective views the corporate centre as an active investor with 
financial stakes in a number of stand-alone business units. The role of the centre is one of 
selecting a promising portfolio of businesses, keeping tight financial control and allocating 
available capital – redirecting flows of cash from business units where prospects are dim 
(‘cash cows’ or ‘dogs’), to other business units where higher returns can be expected 
(‘stars’ or ‘question marks’). The strategic objective of each business unit is, therefore, 
also financial in orientation – grow, hold, milk or divest, depending on the business unit’s 
position on the portfolio grid (e.g. Hedley, 1977; Henderson, 1979). A good corporate 
strategy strives for a balanced portfolio of mature cash producers and high potential ROI 
cash users, at an acceptable level of overall risk.

The financial synergies can be gained in a number of different ways (e.g. Chatterjee, 
1986; Weston, Chung and Hoag, 1990). First, by having various businesses within one 
firm, the corporate centre can economize on external financing. By internally shifting 
funds from one business unit to another, the corporation can avoid the transaction costs 
and taxation associated with external capital markets. Second, the corporation can limit 
dependence on the whims of external capital providers, who might be less inclined to 
finance some ventures (e.g. new businesses or high-risk turnarounds) at acceptable levels 
of capital cost. Third, where the corporation does want to secure external financing, the 
firm’s larger size, debt capacity and creditworthiness can improve its bargaining position 
in the financial markets. Finally, by having revenue and earning streams from two or 
more different businesses, the corporation can reduce its exposure to the risk of a single 
business. This risk balancing, or co-insurance, effect is largest where the portfolio is made 
up of counter-cyclical businesses. In turn, the stability and predictability of revenue and 
earning flows enable the corporation to plan and function more effectively and efficiently 
(e.g. Amit and Livnat, 1988; Seth, 1990).

The business units do not necessarily need to be ‘related’ in any other way than 
financially. In practice, the business units can be related, that is, there can be resource 
leveraging, activity integration and position alignment opportunities that are seized. The 
portfolio organization perspective does not reject the pursuit of other forms of synergy, 
but neither does it accommodate such efforts (Haspeslagh, 1982). Responsiveness is not 
compromised to achieve these synergy opportunities.

New businesses can be entered by means of internal growth, but the portfolio approach 
to corporate strategy is particularly well suited to diversification through acquisition. 
In a multi-business firm run on portfolio principles, acquired companies are simple to 
integrate into the corporation, because they can be largely left as stand-alone units and 
only need to be linked to corporate financial reporting and control systems. Proponents 
of the portfolio organization perspective argue that such ‘non-synergistic’ acquisitions 
can be highly profitable (Kaplan, 1989; Long and Ravenscraft, 1993). Excess cash can 
be routed to more attractive investment opportunities than the corporation has internally. 
Moreover, the acquiring corporation can shake up the management of the acquired 
company and can function as a strategic sounding board for the new people. In this way, 
the acquirer can release the untapped value potential of underperforming stand-alone 
businesses (Anslinger and Copeland, 1996).

The portfolio organization perspective is particularly well-known for the analytical 
techniques that have been developed to support it. As was mentioned before, a large 
number of portfolio grids are in widespread use as graphical tools for visualizing 
corporate composition and for determining the position of each of the business units. 
These portfolio analysis tools have proven to be popular and much used (Goold and 
Lansdell, 1997), even among strategists who are not proponents of the portfolio 
organization perspective.
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In conclusion, the basic assumption of the portfolio organization perspective is that 
business units must be responsible for their own competitive strategy. Business units are 
the main locus of strategic attention and the corporate centre should understand their 
limited ability to get involved and stimulate synergy. Corporate centres should be modest 
in ambition and size, taking heed of the words of the famous ‘business philosopher’ 
Groucho Marx that “the most difficult thing about business is minding your own”.

SAmSung: dIvERgE And 
ConquER
The South Korean economy expanded from near 
zero to more than US$1.6 trillion between the 1960s 
and now. This achievement, which became known as 
the Miracle on the Han River, was made possible by 
the South Korean government picking a few national 
champions to groom. This resulted in the creation of 
‘chaebol’ – powerful family business conglomerates. 
From humble beginnings, Samsung has grown into 
the largest of them all, and the conglomerate is now 
an integral part of South Korea’s economy, being 
responsible for nearly a fifth of the country’s total 
exports and talking directly with the government to 
tackle employment issues.

To those outside of South Korea, Samsung is 
eponymous with high-tech smartphones, flat screen 
televisions and electric home appliances. Though 
Samsung’s electronics are indeed its biggest cash 
cows, they make up a fraction of the total portfolio. 
In addition to electronics, the Samsung group has 
subsidiaries in insurance, biotechnology, chemicals, 
shipbuilding, construction, hospitality, advertising 
and medical services among others.

Samsung has a long history of successful growth 
through diversification. Byung-chull Lee started 
Samsung in 1938 as a tiny trading company, selling 
and exporting goods produced in and around Taegu, 
such as dried fish and vegetables. He expanded 
the business to Seoul in 1947, though had to leave 
once the Korean War broke out. When fighting 
ended, Lee grabbed the opportunities presented by 
redevelopment of the newly created South Korea. 
He established a sugar refinery in Busan, built 
Korea’s largest wool mill, and expanded business in 
insurance, security and retail.

Samsung continued its expansion strategy in 
the 1960s by making its foray into the electronics 
indus t ry,  es tabl i sh ing  e lec t ro-mechanics , 

semiconductors, telecommunications and electronic 
devices focused divisions. The company began 
producing black and white televisions, and by 
1976, it had sold a million of them. In the late 
1970s, Samsung Construction and Samsung Fine 
Chemicals were established as well.

The death of Byung-chull Lee in 1987 came as a 
blow to the conglomerate, though it also presented 
a fresh start. The group was split into four more 
focused business groups. Samsung kept construction, 
electronics, engineering and most technology-
focused products, while chemicals, entertainment, 
food, paper, retail and telecom operations were 
divided amongst three newly established groups. 
It took some more reorganization, selling off 
subsidiaries and downsizing, but Samsung grew as 
an international corporation in the 1990s – focusing 
on three diverse industries – construction, chemicals 
and electronics.

The Samsung conglomerate has grown through 
diversification since and it jumps on any business 
opportunity it deems worth exploring without 
much care for synergies. This way, Samsung is 
hedging its bets and secures stability, as its portion 
of cyclical businesses is so high, growth cannot be 
guaranteed. Still, Samsung’s expansion strategy is 
not random. The conglomerate has strategic pillars 
it keeps updating to retain focus and decide which 
businesses to cultivate. At the moment, Samsung 
sees further future growth in mobile, electronics and 
biopharmaceuticals.

Successfully updating its diversification strategy 
is a battle Samsung needs to fight continuously. 
Samsung’s current chairman, Kun-hee Lee, 
predicted in 2010 that most of the group’s businesses 
and products would disappear over the next 10 
years, so the group identified five growth drivers – 
biopharmaceuticals, hybrid car batteries, medical 
equipment, solar cells, and LED technology. Yet, 
a year later, the prices of solar cells plunged amid 

ExHIbIT 5.2 THE PoRTfoLIo oRgAnIzATIon PERSPECTIvE 
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The integrated organization perspective
The integrated organization perspective is fundamentally at odds with the 
portfolio organization perspective’s minimalist interpretation of corporate 
level strategy. To proponents of the integrated organization perspective, 
a multi-business firm should be more than a loose federation of businesses 

held together by a common investor. Actually, a corporation should be quite the opposite 
– a tightly knit team of business units grouped around a common core. Having various 
businesses together in one corporation, it is argued, can only be justified if the corporate 
centre has a clear conception of how strategically relevant multi-business synergies can 
be realized. It is not enough to capture a few operational synergies here and there – a 
compelling logic must lie at the heart of the corporation, creating a significant competitive 
advantage over rivals who operate on a business-by-business basis. The multi-business 
synergies generated at the core of the organization should enable the corporation to beat its 
competitors in a variety of business areas.

As corporate level strategists “lead from the centre” (Raynor and Bower, 2001) and 
develop a joint competitive strategy together with business level strategists, they must 
make very clear which multi-business synergies they intend to foster as the nucleus of the 
corporation. It is their task to determine what the core of the organization should be and 
to take the lead in building it. To be successful, it is necessary for them to work closely 
together with business level managers whose main task it is to apply the core strengths 
of the corporation to their specific business area. The consequence of this joint strategy 
development and synergy realization is that all business units are highly interdependent, 
requiring continual coordination.

Many different multi-business synergies can form the core of the corporation. In 
the strategic management literature one specific form has received a large amount of 
attention – the core competence centred corporation (Prahalad and Hamel, 1990, Reading 
5.2). In such an organization a few competencies are at the heart of the corporation 
and are leveraged across various business units. Prahalad and Hamel’s metaphor for 
the corporation is not an investor’s portfolio, but a large tree: “The trunk and major 
limbs are core products, the smaller branches are business units, the leaves, flowers 
and fruit are end products; the root system that provides nourishment, sustenance and 
stability is the core competence.” Business unit branches can be cut off and new ones 
can grow on, but all spring from the same tree. It is the corporate centre’s role to nurture 
this tree, building up the core competencies and ensuring that the firm’s competence 

oversupply and Samsung’s solar cell business 
suffered US$25.4 million losses. Furthermore, the 
South Korean government designated LED as a 
business for SMEs, not chaebol.

Today, Samsung is so strong that even the 
largest smartphone recall in history of 2.5 million 
incendiary Samsung Galaxy Note 7 phablets in 2016 
has not jeopardized its existence. Just one year later, 
Samsung reported a record US$50 billion in profit. 
Samsung’s users have displayed extraordinary brand 
loyalty, perhaps because the successors of Note 7 

have not shown similar issues that plagued the Note 7.  
Besides, the Note 7 woes have largely remained 
disassociated with Samsung’s other products. You 
could still switch on and enjoy your Samsung TV, 
fridge, computer monitor, microwave oven, washing 
machine... Yet another boon of Samsung’s successful 
portfolio organization.

Co-author: Wester Wagenaar

Sources: The Economist, 23 August 2018; Financial Times,  
28 November 2011; Lifewire, 4 September 2018; Market Business 
News, 5 March 2014; The Washington Post, 23 February 2018.
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carriers can easily be redeployed across business unit boundaries. The strategic logic 
behind leveraging these intangible resources is that high investments in competence 
development can then be spread over a number of different businesses. Moreover, by 
using these competencies in different business settings they can be further refined, 
leading to a virtuous circle of rapid learning, profiting the entire corporation. In line 
with the arguments of the inside-out perspective (see Chapter 4), it is pointed out that 
in the long run inter-firm rivalries are often won by the corporation which has been able 
to upgrade its competencies fastest – battles in particular markets are only skirmishes 
in this broader war. From this angle, building the corporation’s core competencies is 
strategic, while engaging other corporations in specific business areas is tactical. The 
corporate centre is therefore at the forefront of competitive strategy, instead of the 
business units that are literally divisions in the overall campaign (e.g. Kono, 1999; 
Stalk, Evans and Schulman, 1992).

As all business units should both tap into, and contribute to, the corporation’s core 
competencies, the business unit’s autonomy is necessarily limited. Unavoidably, the 
responsiveness to the specific characteristics of each business does suffer from this 
emphasis on coordination. Yet, to advocates of the core competence model, the loss 
of business responsiveness is more than compensated for by the strategic benefits 
gained.

Besides competencies as the core of the corporation, other synergies can also be at 
the heart of a multi-business firm. For instance, corporations can focus on aligning a 
variety of product offerings for a group of ‘core customers’. For example, professional 
service firms, such as PwC and Capgemini, are involved in a broad range of businesses, 
with the intention of offering an integrated package of services to their selected market 
segments. Core customer groups can also be defined on the basis of machine learning 
technologies. Retail companies such as Amazon make use of clustering techniques that 
group customers by recognizing patterns of customers’ buying behaviour. Another type 
of core is where a multi-business firm is built around shared activities. Many of the 
large airlines, for example, have one ‘core process’, flying planes, but operate in the 
very different businesses of passenger travel and cargo transport. Yet another central 
synergy can be the leveraging of the firm’s ‘software’. For instance, Disney is one such 
‘core content’ corporation, letting Cinderella work hard selling Disney videos, luring 
families to Disney theme parks, getting kids to buy Disney merchandise and enticing 
people to watch the Disney Channel. Whichever synergy is placed centre stage, to the 
proponents of the integrated organization perspective it should not be trivial, as such 
minor value-creation efforts do not provide the driving motivation to keep a corporation 
together. The ‘glue’ of the corporation must be strong enough to convince all involved 
that they are much better off as part of the whole than on their own.

The flip side of having a tightly knit group of businesses arranged around a common 
core is that growth through acquisition is generally much more difficult than in the ‘plug 
and play’ set-up of a portfolio organization. To make an acquisition fit into the corporate 
family and to establish all of the necessary links to let the new recruits profit from, and 
contribute to, the core synergies, can be very challenging. Taking the previous metaphor 
a step further, the corporate centre will find it quite difficult to graft oak roots and elm 
branches onto an existing olive tree. Consequently, acquisitions will be infrequent, as the 
firm will prefer internal growth.
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oCEAn nETWoRk ExPRESS: 
onE foR ALL And ALL foR 
onE
Major Japanese container shipping firms Nippon 
Yusen Kaisha (NYK), Mitsui O.S.K. Lines (MOL) 
and Kawasaki Kisen Kaisha (K Line) had been 
struggling from lower profits and a declining market 
share in the container shipping industry for years. 
Since the 2008 financial crisis, the shipping sector 
had to cope with the challenges of overcapacity and 
ever dwindling freight rates. Shipping companies, 
such as market leader Maersk, managed to reduce 
operation costs by economies of scale, creating 
shipping alliances, building larger container vessels, 
and taking over competitors. In this dog-eat-dog 
industry, NYK, MOL and K Line wanted to cut 
costs and prevent a hostile takeover themselves. So, 
the three decided to join forces and merged their 
container shipping activities into ONE – Ocean 
Network Express (38 per cent NYK, 31 per cent 
MOL and 31 per cent K Line).

NYK, MOL and K Line were among the 15 
largest container shipping companies by fleet 
capacity, but as ONE they now ranked sixth. In 
2016, the Japanese parent companies argued 
that intense collaboration would lead to several 
cost advantages. ONE was expected to save over 
US$440 million on operation costs by consolidating 
offices and reducing the number of employees. 
Moreover, NYK, MOL and K Line no longer 
required individual contracts with shipping agents 
overseas, but only needed one shipping agent per 
country to represent the newly formed corporation. 
In addition, instead of three separate contracts with 
port authorities, ONE had the bargaining position to 
continue the most beneficial port dues agreement.

Instead of home country Japan, ONE opted 
to set up its base of operations in Singapore. This 
decision was made to further enhance ONE’s 
strong international trading presence. The port of 
Singapore is the busiest trans-shipment port in the 
world, and ONE argued that being in the heart of the 
shipping industry would enable it to respond swiftly 
to market changes. Furthermore, by establishing its 
headquarters in Singapore, ONE brands itself as a 
new international player in the container shipping 
sector, in which neither NYK, MOL nor K Line 

dominates the company policy. Nevertheless, Ocean 
Network Express does promote its Japanese roots by 
using eye-catching magenta on all newly produced 
vessels and container equipment, inspired by 
Japanese cherry blossom.

Besides economies of scale, a strategic location, 
and a clever colour, the joint strategy of ONE 
emphasizes other synergies. NYK, MOL and K Line 
were already active in a shipping alliance, which 
allowed them to share container space on each 
other’s vessels. However, as one, ONE is able to 
use the ships as well as the containers of the three 
shipping firms reciprocally. Furthermore, as online 
booking has entered the shipping sector, ONE 
responds to this market development by integrating 
the three booking websites, as well as operation 
systems of the three parent companies.

Under the motto “Large enough to survive, and 
yet still small enough to care”, Ocean Network 
Express launched operations in April 2018. Despite 
all synergies and the preparations of NYK, MOL and 
K Line, the first financial year of Ocean Network 
Express resulted in a significant loss of over $500 
million. This was partly due to market developments, 
such as lower freight rates after the Chinese New 
Year and a downturn in international trade because 
of US tariffs on China. But on the other hand, the 
deficit was also caused by startup problems of the 
merger, which resulted in many delays of shipments 
and subsequent loss of customers.

After initial losses, the first quarter of its second 
financial year shows ONE has managed to turn the 
tide. In this period, it made a profit of US$5 million 
and has improved its annual outlook to US$90 
million in revenue. After “teething problems” in 
2018, ONE has greatly improved its services’ 
stability and was able to obtain better rates on long-
term contracts. Furthermore, it started taking further 
measures to integrate the transportation activities 
and information technology of NYK, MOL and K 
Line. This has to lead to significant cost reductions 
of several millions of dollars on variable logistic 
costs and overhead expenses.

Co-authors: Marnix Viergever and Wester Wagenaar

Sources: www.one-line.com; American Shipper, 26 April 2019; 
Freight Waves, 29 April 2019; Nieuwsblad Transport, 28 December 
2017; Spiegel, 11 August 2019.

ExHIbIT 5.3 THE InTEgRATEd oRgAnIzATIon PERSPECTIvE 
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mAnAgIng THE PARAdox of RESPonSIvEnESS 
And SynERgy

Consider the little mouse, how sagacious an animal it is which never entrusts its 
life to one hole only.
Plautus (254–184 BC); Roman playwright

So how should the corporate configuration be determined? Should corporate strategists 
limit themselves to achieving financial synergies, leaving SBU managers to ‘mind their 
own business’? Or should corporate strategists strive to build a multi-business firm around 
a common core, intricately weaving all business units into a highly integrated whole? 
As before, the strategic management literature does not offer a clear-cut answer to the 
question of which corporate level strategies are the most successful (see Table 5.1).

In the management field, a number of options have been put forward on how to manage 
the opposing demands of responsiveness and synergy. Taking the taxonomy in Chapter 1, 
the following options are at the strategist’s disposal.

TAbLE 5.1 Portfolio organization versus integrated organization perspective

Portfolio organization perspective Integrated organization perspective

Emphasis on
Conception of corporation

Responsiveness over synergy
Collection of business shareholdings

Synergy over responsiveness
Common core with business 
applications

Corporate composition
Key success factor
Focal type of synergy

Potentially unrelated (diverse)
Business unit responsiveness
Cash flow optimization and risk 
balance

Tightly related (focused)
Multi-business synergy
Integrating resources, activities and 
positions

Corporate management 
style

Exerting financial control Joint strategy development

Primary task corporate 
centre

Capital allocation and performance 
control

Setting direction and managing 
synergies

Position of business units
Coordination between BUs

Highly autonomous (independent)
Low, incidental

Highly integrated (interdependent)
High, structural

Growth through 
acquisitions

Simple to accommodate Difficult to integrate

Navigating
The common means of managing the paradox of multi-business synergy and business 
responsiveness is to focus on one demand at a time. Strategists in large firms are often 
involved in contrary company-wide initiatives. One such initiative aims at strengthening 
the corporation’s advantage of having more than one business unit. Managers at corporate, 
division and business unit levels are brought together in groupings to find potential 
synergies within the firm. The initiatives usually have an ad hoc character, with more 
or less defined end dates, and jazzy names such as ‘One Firm’ and ‘All For One’. The 
initiatives may include capturing and strengthening the firm’s core competencies, sharing 
value chain activities such as establishing a shared services centre, and leadership training.

65856_ch05_ptg01_242-294.indd   260 07/02/20   8:41 PM



CHAPTER 5 Corporate LeveL Strategy  261

Capturing multi-business synergies usually goes at the expense of market 
responsiveness. As a result, the next corporate initiative will focus on the opposite side of 
the paradox: improving market responsiveness. Marked with flashy labels such as ‘Client 
First’ and ‘Agility’, strategizing managers need to find avenues to enhance speed and 
client orientation in the firm’s markets. Examples of such initiatives are visiting key clients 
to find product improvements, reducing overhead and, again, leadership training. After 
finishing this ad hoc project, the strategizing managers will navigate the firm capturing 
corporate synergies by ‘tacking’ to the next initiative.

Balancing
After having navigated the firm to accumulated multi-business synergies or enhanced 
business responsiveness, the strategists have to manage the new equilibrium. During the 
phase ‘in-between corporate initiatives’, managers have to continue balancing demands 
for multi-business synergies and business responsiveness. SBU managers strive to achieve 
more business unit autonomy by enhancing responsiveness and reducing ‘corporate 
bureaucracy’, while corporate managers seek more multi-business synergies while trying 
to reduce SBU managers’ liberty to act in the interest of separate units only. As the 
paradox will never be resolved, strategizing managers are destined to permanently deal 
with the tension.

Resolving
While dealing with the opposing demand for multi-business synergy and business 
responsiveness, strategizing managers notice several frictions within the firm. Most 
common is the friction between corporate strategists, such as the executive board 
members, and business unit leaders. A key factor in the game between corporate 
strategists, who are expected to capture synergies, and business unit managers with 
the main aim to strengthen the business’ competitive position, is the firm’s reward and 
compensation scheme. For example, when salaries, bonuses and promotion are related to 
one demand only, measured by the business unit’s revenue and profit, many strategizing 
managers will not bother too much with corporate level initiatives. This issue is well 
understood, and so rewards and compensation schemes often include stimuli to capture 
corporate synergies.

By managing the tension, opportunities to combine the best-of-both often come across. 
For example, many firms have discovered the advantages of client relationship software 
(CRM), which not only has the potential to strengthen the firm’s client relationship (at 
the business unit level) but also to reveal growth options for other business units. Such 
opportunities often manifest during a company-wide initiative to capture multi-business 
synergy.

The tension between multi-business synergy and business responsiveness has 
resulted in arguably the most effective means to combining advantages of synergy and 
responsiveness: the franchise. While being regarded as a modern organizational form, 
the franchise is by no means new. The history goes back to the 1840s when German ale 
brewers granted rights to a selected number of taverns to market their beer. The first person 
recognized as a franchiser with actual franchise contracts was Albert Singer, an American. 
This ‘business model innovator’ started distributing his Singer sewing machines across 
a large geographic area. The franchise became especially popular in the ‘restaurant’ 
business, with Kentucky Fried Chicken in 1930, Dunkin Donuts in 1950, Burger King in 
1954 and McDonald’s in 1955. Currently there are franchise formulas in many industries, 
including hotels, manpower companies and retail.
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The most well-known franchise, McDonald’s, explicates the franchise formula’s 
strength: being close to the market while capturing synergies. McDonald’s provides their 
franchisees with, for example, a strong brand, purchasing power, training (a Hamburger 
University), restaurant layout designs and corporate-wide values (would “Ich Bin Ein 
Hamburger” be an idea?). Franchisees are close to their local or niche customers with 
some room to adapt, and, while being agile to respond to client needs, they also capitalize 
on the corporate synergies.

CoRPoRATE LEvEL STRATEgy In InTERnATIonAL 
PERSPECTIvE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

The key to growth is the introduction of higher dimensions of consciousness 
into our awareness.
Laozi (6th–5th century BC); Chinese philosopher and founder of Taoism

Despite the high media profile of major corporations from different countries and despite 
researchers’ fascination with large companies, little comparative research has been carried 
out. Yet, it does not seem unlikely that corporate strategy practices and preferences vary 
across national boundaries. Casual observation of the major corporations around the globe 
quickly shows that one cannot easily divide the world into portfolio-oriented and integration-
oriented countries. In order to discuss to what extent international differences in corporate 
strategy perspectives exist, several factors will be put forward that might be of influence on 
how the paradox of responsiveness and synergy is managed in different countries.

On the national level
In the early 1980s, waves of hostile takeovers and overall poor performances in Western 
conglomerates led to a focus on integration. In most Western countries, most notably in 
the US, the belief that focused companies are better at increasing shareholder value and 
that diversification destroys value seems to prevail. Opportunities are generally met with 
a ‘divisionalise or divest’ approach; only if there is enough potential for shared value, is a 
division created. This explains why in recent history many conglomerates in the West, such 
as McGraw-Hill and General Electric, have been broken up into more focused, ‘coherent’ 
bodies (Ramachandran, Manikandan and Pant, 2013).

Germany is a different case, highlighting the importance of heritage. In European 
countries without colonies that could absorb a huge influx of capital, banks gained 
prominent positions by investing in promising new enterprises in their home country. 
Deutsche Bank for instance, founded in 1870 to facilitate foreign trade and investments, 
was involved in founding steel conglomerate Krupp and chemical giant Bayer. Today, it 
maintains over 25 per cent of the stocks in car manufacturing powerhouse Daimler-Benz. 
The result is strong ties between national financial institutions and industrial companies, or 
das Finanzkapital (Finance Capital), as Rudolf Hilferding, economist and former German 
Finance Minister, described it in 1910.

In Japan, the keiretsu structure, conglomerations of businesses linked by cross-
shareholdings, puts a similar emphasis on banks. The keiretsu are an inheritance 
from the pre-war family-controlled zaibatsu institutions which proved vital in the 
development of Japan’s modern economy (Morikawa, 1992). Unlike zaibatsu, the 
keiretsu is not centred around a family and either has a horizontal (or financial) or 
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vertical (or industrial) structure (Miyashita and Russell, 1994). The horizontal keiretsu 
is set up around a Japanese bank which supports its affiliated companies with numerous 
financial services. Japanese law allows banks to be both creditors and equity holders, 
unlike most Western economies. These inter-corporate ownerships led the keiretsu 
banks to involve themselves in their partners’ corporate governance and strategic 
decisions with greater regularity. Vertical keiretsu are linked through ownership of long-
term equity and production activities, to suppliers, manufacturers and distributors of 
one industry. A vertical organizational model is further created to benefit the parent 
company. This model is divided into different tiers where major suppliers make up the 
second tier and the third and fourth tiers consist of smaller manufacturers. As a result 
of the 1991 crash and the subsequent ‘lost decades’, the lines between the individual 
keiretsu blurred and many of them merged. Since then, keiretsu are not as integrated 
as they used to be, major companies are no longer easily bailed out by their banks and 
the major corporations have generally adopted lower-risk profiles (Suetorsak, 2007). 
Nevertheless, keiretsu like Sumitomo Mitsui Financial Group, Mitsubishi UFJ Financial 
Group and Mizuho Group still make up an important part of the contemporary Japanese 
business landscape.

Although the keiretsu corporate model is unique to Japan, conglomerates with strong 
ties, hierarchy and loyalty between members of the inner circle or the family can be 
observed in many emerging markets or in societies where relational resources are highly 
valued. Latin America calls family conglomerates grupos económicos, in Turkey they are 
simply known as ‘holding companies’ and India refers to them as ‘business houses’. They 
are also common in many (emerging) Asian economies, such as China, India, Indonesia, 
Malaysia and Thailand.

In Asia, South Korea’s chaebol are among the most well-known institutions. These 
giant financial conglomerates are run by powerful families, traditionally supported by the 
South Korean government to expand domestically and internationally. Leading chaebol 
such as the Samsung Group, the LG group and the Hyundai Motor Group, are generally 
characterized by not sticking to one core business, but by operating in a wide range of 
businesses. Family conglomerates like these typically profit from various competitive 
advantages in their country of origin, like government assistance and protection, networks 
and influence in numerous industries, access to capital and exceptional market knowledge 
(Cavusgil et al., 2014).

On the industry level
Although different preferences on corporate level strategy on the international differences 
are apparent, there are also some industries where one of the perspectives of the corporate 
level paradox is more prevalent. When laws allow it, the common investors in federations 
of businesses are often banks, as German and Japanese cases show. In the case of both 
keiretsu and chaebol banking, insurance, chemicals, manufacturing and steel are common 
businesses.

When it comes to vertical integration, the most well-known examples, are the do-it-all 
giants of the oil industry, where control ‘from the source to the gas station’ is common 
practice. The international computer industry used to be dominated by vertically integrated 
firms, such as IBM, but then along came Apple. In the 1970s, that company assembled 
a network of independent specialists which managed to manufacture machines far more 
efficiently. Industries are not black and white though, as Dell found a successful way to be 
a competitive vertically integrated company in the 1990s. Founder Michael Dell dubbed 
his creation ‘virtual integration’, assembling computers from other firm’s parts, while 
having tight bound links between buyer and supplier.
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To the strategist
Turning to the position of the strategist, the international dimension can prove quite 
a predicament. As shown, there are different approaches to the paradox over the 
world. Companies in the West still tend to swear by integration, but as the increasing 
competitiveness of conglomerates from Asia and Latin America highlights, the whole of 
multi-divisional companies does not have to be more valuable than the sum of their parts.

A strategist does not only have to deal with the paradox of responsiveness and synergy 
for his or her own enterprise, he or she also has to understand how to deal with other 
corporations in the international playing field. For example, when foreign companies try 
to enter markets dominated by family conglomerates, the many advantages enjoyed by 
these corporations can be overwhelming (Cavusgil et al., 2014).

Strategists also have to decide whether to control as a parent or to cooperate without sharing 
a parent. If the essence of corporate strategy is about realizing synergies between businesses 
while retaining some autonomy, is it not possible for these businesses to coordinate with one 
another and achieve synergies without being a part of the same corporation? In other words, 
is it necessary to be owned and controlled by the same parent in order to leverage resources, 
integrate activities and align product offerings? Or could individual businesses band together 
and work as if they were one company – acting as a ‘virtual corporation’?

InTRoduCTIon To THE REAdIngS

To help strategists to come to grips with the variety of perspectives on this issue, three 
readings have been selected that each shed their own light on the debate. As in previous 
chapters, the first two readings will be representative of the two poles in this debate (see 
Table 5.1), while the third reading will bring extra arguments into the discussion.

To open the debate on behalf of the portfolio organization perspective, Barry Hedley’s 
article ‘Strategy and the Business Portfolio’ has been selected as Reading 5.1. Hedley 
was an early proponent of the portfolio perspective, together with other consultants 
from the Boston Consulting Group (BCG), such as Bruce Henderson (1979). In this 
article, he explains the strategic principles underlying the famed growth–share grid that 
is commonly known as the BCG matrix. His argument is based on the premise that a 
complex corporation can be viewed as a portfolio of businesses, which each have their own 
competitive arena to which they must be responsive. By disaggregating a corporation into 
its business unit components, separate strategies can be devised for each. The overarching 
role of the corporate level can then be defined as that of portfolio manager. The major task 
of the corporate headquarters is to manage the allocation of scarce financial resources 
over the business units, to achieve the highest returns at an acceptable level of risk. Each 
business unit can be given a strategic mission to grow, hold or milk, depending on their 
prospects compared to the businesses in the corporate portfolio. This is where portfolio 
analysis comes in. Hedley argues that the profit and growth potential of each business unit 
depends on two key variables: the growth rate of the total business and the relative market 
share of the business unit within its business. When these two variables are put together in 
a grid, this forms the BCG matrix. For the discussion in this chapter, the precise details of 
the BCG portfolio technique are less relevant than the basic corporate strategy perspective 
that Hedley advocates – running the multi-business firm as a hands-on investor.

Selecting a representative for the integrated organization perspective for Reading 5.2 
was a simple choice. In 1990, the late C.K. Prahalad and Gary Hamel published an article 
in Harvard Business Review with the title ‘The Core Competence of the Corporation’. 
This article has had a profound impact on the debate surrounding the topic of corporate 
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level strategy, and has inspired a considerable amount of research and writing investigating 
resource-based synergies. In another article Hamel and Prahalad (1994) explicitly dismiss 
the portfolio organization perspective as a viable approach to corporate strategy. Prahalad 
and Hamel acknowledge that diversified corporations have a portfolio of businesses, but 
they do not believe that this implies the need for a portfolio organization approach in 
which the business units are highly autonomous. In their view, “the primacy of the SBU 
– an organizational dogma for a generation – is now clearly an anachronism”. Drawing 
mainly on Japanese examples, they carry on to argue that corporations should be built 
around a core of shared competencies. Business units should use and help to further 
develop these core competencies. The consequence is that the role of corporate level 
management is much more far-reaching than in the portfolio organization perspective. The 
corporate centre must “establish objectives for competence building” and must ensure that 
this “strategic architecture” is carried through.

The third reading is ‘Seeking Synergies’ by Andrew Campbell and Michael Goold. 
These researchers from the Ashridge Strategic Management Centre have been responsible 
for a constant stream of insightful work on corporate level strategy. One of their 
publications has been the book Synergy: Why Links Between Business Units Often Fail 
and How to Make Them Work, from which this is the summary chapter. This reading has 
been selected in order to pay more attention to the issue of realizing synergies. As a large 
part of the debate revolves around different views on whether synergies can actually be 
captured or not, it is valuable to get some more input on approaches to synergy creation 
and a better insight into “synergy killers”. Campbell and Goold give a structured and 
practical framework for analysing a corporation’s synergy opportunities and synergy 
approach, followed by an analysis of the most important policies and characteristics 
that systematically inhibit attempts at reaping synergy advantages. In the context of this 
debate, it is important to note that Campbell and Goold do not necessarily side with either 
of the two perspectives. In their view, there are different styles of corporate strategy and 
different levels of synergy that can be achieved, as long as the ‘parent company’ develops 
the matching parenting capabilities and synergy parenting approach.

READING

5.1
Strategy and the business portfolio
By Barry Hedley1

1Source: This article was adapted from B. Hedley (1977) ‘Strategy and the business portfolio’, Long Range Planning, Vol. 10(1), pp. 9–15, © 
1977. With permission from Elsevier.

A ll except the smallest and simplest companies 
comprise more than one business. Even when a 

company operates within a single broad business area, 
analysis normally reveals that it is, in practice, involved 
in a number of product-market segments which are 
distinct economically. These must be considered 
separately for purposes of strategy development.

The fundamental determinant of strategy success for 
each individual business segment is relative competitive 
position. As a result of the experience curve effect the 
competitor with high market share in the segment 
relative to competition should be able to develop the 

lowest cost position and hence the highest and most 
stable profits. This will be true regardless of changes in 
the economic environment. Hence relative competitive 
position in the appropriately defined business segment 
forms a simple but sound strategic goal. Almost 
invariably, any company which reviews its various 
businesses carefully in this light will discover that they 
occupy widely differing relative competitive positions. 
Some businesses will be competitively strong already, 
and may appear to present no strategic problem; others 
will be weak, and the company must face the question 
of whether it would be worthwhile to attempt to 
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improve their position, making whatever investments 
might be required to achieve this; if this is not done, 
the company can only expect poor performance from 
the business and the best option economically will be 
divestment.

Even in quite small companies, the total number of 
possible combinations of individual business strategies 
can be extremely large. The difficulty of making a firm 
final choice on strategy for each business is normally 
compounded by the fact that most companies must 
operate within constraints established by limited 
resources, particularly cash resources.

The business portfolio concept

At its most basic, the importance of growth in shaping 
strategy choice is two-fold. First, the growth of a 
business is a major factor influencing the likely ease 
– and hence cost – of gaining market share. In low-
growth businesses, any market share gained will tend 
to require an actual volume reduction in competitors’ 
sales. This will be very obvious to the competitors 
and they are likely to fight to prevent the throughput 
in their plants dropping. In high-growth businesses, 
on the other hand, market share can be gained steadily 
merely by securing the largest share of the growth 
in the business: expanding capacity earlier than the 
competitors, ensuring product availability and effective 
selling support despite the strains imposed by the 
growth, and so forth. Meanwhile competitors may 
even be unaware of their share loss because their actual 
volume of throughput has been well maintained. Even 
if aware of their loss of share, the competitors may be 
unconcerned by it given that their plants are still well 
loaded. This is particularly true of competitors who 
do not understand the strategic importance of market 
share for long term profitability resulting from the 
experience curve effect.

An unfortunate example of this is given by the 
history of the British motorcycle industry. British 
market share was allowed to erode in motorcycles 
worldwide for more than a decade, throughout which 
the British factories were still fairly full: British 
motorcycle production volumes held up at around 
80,000 units per year throughout the sixties; in sharp 
contrast, Japanese export volumes leapt from only 
about 60,000 in 1960 to 2.5 million in 1973; their total 
production volumes roughly tripled in the same period. 
The long-term effect was that while Japanese real costs 
were falling rapidly, British costs were not: somewhat 
oversimplified, this is why the British motorcycle 
industry faced bankruptcy in the early seventies.

The second important factor concerning growth 
is the opportunity it provides for investment. Growth 
businesses provide the ideal vehicles for investment, 
for ploughing cash into a business in order to see it 
compound and return even larger amounts of cash at a 
later point in time. Of course this opportunity is also a 
need: the faster a business grows, the more investment 
it will require just to maintain market share. Yet the 
experience curve effect means that this is essential if its 
profitability is not to decline over time.

Whilst these growth considerations affect the rate at 
which a business will use cash, the relative competitive 
position of the business will determine the rate at 
which the business will generate cash: the stronger the 
company’s position relative to its competitors, the higher 
its margins should be, as a result of the experience curve 
effect. The simplest measure of relative competitive 
position is, of course, relative market share. A company’s 
relative market share in a business can be defined as its 
market share in the business divided by that of the largest 
other competitor. Thus only the biggest competitor has 
a relative market share greater than one. All the other 
competitors should enjoy lower profitability and cash 
generation than the leader.

The growth–share matrix
Individual businesses can have very different financial 
characteristics and face different strategic options 
depending on how they are placed in terms of growth 
and relative competitive position. Businesses can 
basically fall into any one of four broad strategic 
categories, as depicted schematically in the growth–
share matrix in Figure 5.1.1.

 ■ Stars. High growth, high share – are in the upper left 
quadrant. Growing rapidly, they use large amounts 
of cash to maintain position. They are also leaders 
in the business, however, and should generate 
large amounts of cash. As a result, star businesses 
are frequently roughly in balance on net cash flow, 
and can be self-sustaining in growth terms. They 
represent probably the best profit growth and 
investment opportunities available to the company, 
and every effort should therefore be made to maintain 
and consolidate their competitive position. This will 
sometimes require heavy investment beyond their 
own generation capabilities and low margins may 
be essential at times to deter competition, but this 
is almost invariably worthwhile for the longer term: 
when the growth slows, as it ultimately does in all 
businesses, very large cash returns will be obtained 
if share has been maintained so that the business 
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fIguRE 5.1.1 The business portfolio or growth–share matrix

drops into the lower left quadrant of the matrix, 
becoming a cash cow. If star businesses fail to hold 
share, which frequently happens if the attempt is 
made to net large amounts of cash from them in 
the short and medium term (e.g. by cutting back on 
investment and raising prices, creating an ‘umbrella’ 
for competitors), they will ultimately become dogs 
(lower right quadrant). These are certain losers.

 ■ Cash cows. Low growth, high share – should have 
an entrenched superior market position and low 
costs. Hence profits and cash generation should be 
high, and because of the low growth reinvestment 
needs should be light. Thus large cash surpluses 
should be generated by these businesses. Cash cows 
pay the dividends and interest, provide the debt 
capacity, pay for the company overhead and provide 
the cash for investment elsewhere in the company’s 
portfolio of businesses. They are the foundation on 
which the company rests.

 ■ Dogs.  Low growth, low share – represent a 
tremendous contrast. Their poor competitive 
position condemns them to poor profits. Because 
the growth is low, there is little potential for 
gaining sufficient share to achieve a viable cost 
position at anything approaching a reasonable cost. 
Unfortunately, the cash required for investment in 
the business just to maintain competitive position, 
though low, frequently exceeds that generated, 
especially under conditions of high inflation. The 

business therefore becomes a ‘cash trap’ likely to 
absorb cash perpetually unless further investment 
in the business is rigorously avoided. The colloquial 
term ‘dog’ describing these businesses, though 
undoubtedly pejorative, is thus rather apt. A 
company should take every precaution to minimize 
the proportion of its assets that remain in this 
category.

 ■ Question marks. High growth, low share – have the 
worst cash characteristics of all. In the upper right 
quadrant, their cash needs are high because of their 
growth, but their cash generation is small because 
of their low share. If nothing is done to change its 
market share, the question mark will simply absorb 
large amounts of cash in the short term and later, 
as the growth slows, become a dog. Following this 
sort of strategy, the question mark is a cash loser 
throughout its existence. Managed this way, a 
question mark becomes the ultimate cash trap.

In fact there is a clear choice between only two 
strategy alternatives for a question mark, hence the 
name. Because growth is high, it should be easier 
and less costly to gain share here than it would be in 
a lower growth business. One strategy is therefore to 
make whatever investments are necessary to gain share, 
to try to fund the business to dominance so that it can 
become a star and, ultimately a cash cow when the 
business matures. This strategy will be very costly in 
the short term – growth rates will be even higher than 
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if share were merely being maintained, and additional 
marketing and other investments will be required to 
make the share actually change hands – but it offers 
the only way of developing a sound business from the 
question mark over the long term. The only logical 
alternative is divestment. Outright sale is preferable; 
but if this is not possible, then a firm decision must 
be taken not to invest further in the business and it 
must be allowed simply to generate whatever cash it 
can while none is reinvested. The business will then 
decline, possibly quite rapidly if market growth is 
high, and will have to be shut down at some point. 
But it will produce cash in the short term and this is 
greatly preferable to the error of sinking cash into it 
perpetually without improving its competitive position.

These then, are the four basic categories to which 
businesses can belong. Some companies tend to fit 
almost entirely into a single quadrant. General Motors 
and English China Clays are examples of predominantly 
cash cow companies. Chrysler, by comparison, is 
a dog which compounded its fundamental problem 
of low share in its domestic US market by acquiring 
further mature low share competitors in other 
countries (e.g. Rootes which became Chrysler UK). 
IBM in computers, Xerox in photocopiers, BSR in 
low cost record autochangers, are all examples of 
predominantly star businesses. Xerox’s computer 
operation, XDS, was clearly a question mark, however, 
and it is not surprising that Xerox recently effectively 
gave it away free to Honeywell, and considered itself 
lucky to escape at that price! When RCA closed down 
its computer operation, it had to sustain a write-off of 
about US$490m. Question marks are costly.

Portfolio strategy
Most companies have their portfolio of businesses 
scattered through all four quadrants of the matrix. It 
is possible to outline quite briefly and simply what 
the appropriate overall portfolio strategy for such 
a company should be. The first goal should be to 
maintain position in the cash cows, but to guard against 
the frequent temptation to reinvest in them excessively. 
The cash generated by the cash cows should be used 
as a first priority to maintain or consolidate position in 
those stars which are not self-sustaining. Any surplus 
remaining can be used to fund a selected number of 
question marks to dominance. Most companies will 
find they have inadequate cash generation to finance 
market share-gaining strategies in all their question 
marks. Those which are not funded should be divested 
either by sale or liquidation over time.

Finally, virtually all companies have at least some 
dog businesses. There is nothing reprehensible about 
this, indeed on the contrary, an absence of dogs probably 
indicates that the company has not been sufficiently 
adventurous in the past. It is essential, however, that 
the fundamentally weak strategic position of the dog 
be recognized for what it is. Occasionally it is possible 
to restore a dog to viability by a creative business 
segmentation strategy, rationalizing and specializing 
the business into a small niche which it can dominate. If 
this is impossible, however, the only thing which could 
rescue the dog would be an increase in share taking it 
to a position comparable to the leading competitors in 
the segment. This is likely to be unreasonably costly in 
a mature business, and therefore the only prospect for 
obtaining a return from a dog is to manage it for cash, 
cutting off all investment in the business. Management 
should be particularly wary of expensive ‘turn around’ 
plans developed for a dog if these do not involve a 
significant change in fundamental competitive position. 
Without this, the dog is a sure loser. An indictment 
of many corporate managements is not the fact that 
their companies have dogs in the portfolio, but rather 
that these dogs are not managed according to logical 
strategies. The decision to liquidate a business is usually 
even harder to take than that of entering a new business. 
It is essential, however, for the long-term vitality and 
performance of the company overall that it be prepared 
to do both as the need arises.

Thus the appropriate strategy for a multi-business 
company involves striking a balance in the portfolio such 
that the cash generated by the cash cows, and by those 
question marks and dogs which are being liquidated, 
is sufficient to support the company’s stars and to fund 
the selected question marks through to dominance. 
This pattern of strategies is indicated by the arrows in 
Figure 5.1.1. Understanding this pattern conceptually 
is, however, a far cry from being able to implement it 
in practice. What any company should do with its own 
specific businesses is of course a function of the precise 
shape of the company’s portfolio, and the particular 
opportunities and problems it presents. But how can a 
clear picture of the company’s portfolio be developed?

The matrix quantified
Based on careful analysis and research it is normally 
possible to divide a company into its various business 
segments appropriately defined for purposes of 
strategy development. Following this critical first step, 
it is usually relatively straightforward to determine the 
overall growth rate of each individual business (i.e. the 
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growth of the market, not the growth of the company 
within the market), and the company’s size (in terms 
of turnover or assets) and relative competitive position 
(market share) within the business.

Armed with these data it is possible to develop a 
precise overall picture of the company’s portfolio of 
businesses graphically. This can greatly facilitate the 
identification and resolution of the key strategic issues 
facing the company. It is a particularly useful approach 
where companies are large, comprising many separate 
businesses. Such complex portfolios often defy 
description in more conventional ways.

The nature of the graphical portfolio display is 
illustrated by the example in Figure 5.1.2. In this 
chart, growth rate and relative competitive position are 
plotted on continuous scales. Each circle in the display 
represents a single business or business segment, 
appropriately defined. To convey an impression 
of the relative significance of each business, size 
is indicated by the area of the circle, which can 
be made proportional to either turnover or assets 
employed. Relative competitive position is plotted 
on a logarithmic scale, in order to be consistent with 
the experience curve effect, which implies that profit 
margin or rate of cash generation differences between 
competitors will tend to be related to the ratio of their 
relative competitive positions (market shares). A linear 
axis is used for growth, for which the most generally 
useful measure is volume growth of the business 

concerned, as, in general, rates of cash use should be 
directly proportional to growth.

The lines dividing the portfolio into four quadrants 
are inevitably somewhat arbitrary. ‘High growth’, for 
example, is taken to include all businesses growing 
in excess of 10 per cent per annum in volume terms. 
Certainly, above this growth rate market share tends 
to become fairly fluid and can be made to change 
hands quite readily. In addition many companies have 
traditionally employed a figure of 10 per cent for their 
discount rate in times of low inflation, and so this also 
tends to be the growth rate above which investment in 
market share becomes particularly attractive financially.

The line separating areas of high and low relative 
competitive position is set at 1.5 times. Experience 
in using this display has been that in high-growth 
businesses relative strengths of this magnitude or greater 
are necessary in order to ensure a sufficiently dominant 
position that the business will have the characteristic 
of a star in practice. On the other hand, in low-growth 
businesses acceptable cash generation characteristics 
are occasionally, but not always, observed at relative 
strengths as low as 1 times; hence the addition of a 
second separating line at 1 times in the low growth 
area, to reflect this. These lines should, of course, be 
taken only as approximate guides in characterizing 
businesses in the portfolio as dogs and question marks, 
cash cows and stars. In actuality, businesses cover a 
smooth spectrum across both axes of the matrix. There 
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is obviously no ‘magic’ which transforms a star into a 
cash cow as its growth declines from 10.5 to 9.5 per 
cent. It is undeniably useful, however, to have some 
device for broadly indicating where the transition 
points occur within the matrix, and the lines suggested 
here have worked well in practical applications of the 
matrix in a large number of companies.

Portfolio approaches in practice

The company shown in Figure 5.1.2 would be a good 
example of a potentially well-balanced portfolio. 
With a firm foundation in the form of two or three 
substantial cash cows, this company has some well-
placed stars to provide growth and to yield high cash 
returns in the future when they mature. The company 
also has some question marks, at least two of which 
are probably sufficiently well placed that they offer 
a good chance of being funded into star positions 
at a reasonable cost, not out of proportion to the 
company’s resources. The company is not without 
dogs, but properly managed there is no reason why 
these should be a drain on cash.

The sound portfolio, unsoundly 
managed
Companies with an attractive portfolio of this kind are 
not rare in practice. In fact Figure 5.1.2 is a disguised 
version of a representation of an actual UK company 
analysed in the course of a Boston Consulting Group 
assignment. What is much rarer, however, is to find 
that the company has made a clear assessment of the 
matrix positioning and appropriate strategy for each 
business in the portfolio.

Ideally, one would hope that the company in Figure 5.1.2  
would develop strategy along the following lines. For 
the stars, the key objectives should be the maintenance 
of market share; current profitability should be accorded 
a lower priority. For the cash cows, however, current 
profitability may well be the primary goal. Dogs would 
not be expected to be as profitable as the cash cows, but 
would be expected to yield cash. Some question marks 
would be set objectives in terms of increased market 
share; others, where gaining dominance appeared too 
costly, would be managed instead for cash.

The essence of the portfolio approach is therefore 
that strategy objectives must vary between businesses. 
The strategy developed for each business must fit its 
own matrix position and the needs and capabilities of the 
company’s overall portfolio of businesses. In practice, 
however, it is much more common to find all businesses 

within a company being operated with a common overall 
goal in mind. ‘Our target in this company is to grow at 
10 per cent per annum and achieve a return of 10 per cent 
on capital.’ This type of overall target is then taken to 
apply to every business in the company. Cash cows beat 
the profit target easily, though they frequently miss on 
growth. Nevertheless, their managements are praised and 
they are normally rewarded by being allowed to plough 
back what only too frequently amounts to an excess 
of cash into their ‘obviously attractive’ businesses. 
Attractive businesses, yes: but not for growth investment. 
Dogs on the other hand rarely meet the profit target. But 
how often is it accepted that it is in fact unreasonable 
for them ever to hit the target? On the contrary, the most 
common strategic mistake is that major investments are 
made in dogs from time to time in hopeless attempts to 
turn the business around without actually shifting market 
share. Unfortunately, only too often question marks 
are regarded very much as dogs, and get insufficient 
investment funds ever to bring them to dominance. The 
question marks usually do receive some investment, 
however, possibly even enough to maintain share. This is 
throwing money away into a cash trap. These businesses 
should either receive enough support to enable them to 
achieve segment dominance, or none at all.

These are some of the strategic errors which 
are regularly committed even by companies which 
have basically sound portfolios. The result is a 
serious suboptimization of potential performance 
in which some businesses (e.g. cash cows) are not 
being called on to produce the full results of which 
they are actually capable, and resources are being 
mistakenly squandered on other businesses (dogs, 
question marks) in an attempt to make them achieve 
performance of which they are intrinsically incapable 
without a fundamental improvement in market 
share. Where mismanagement of this kind becomes 
positively dangerous, is when it is applied within the 
context of a basically unbalanced portfolio.

The unbalanced portfolio
The disguised example in Figure 5.1.3 is another actual 
company. This portfolio is seriously out of balance. 
As shown in Figure 5.1.3(a), the company has a very 
high proportion of question marks in its portfolio, and 
an inadequate base of cash cows. Yet at the time of 
investigation this company was in fact taking such cash 
as was being generated by its mature businesses and 
spreading it out amongst all the high-growth businesses, 
only one of which was actually receiving sufficient 
investment to enable it even to maintain share! Thus 
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the overall relative competitive position of the portfolio 
was on average declining. At the same time, the balance 
in the portfolio was shifting: as shown in the projected 
portfolio in Figure 5.1.3(b), because of the higher relative 
growth of the question marks their overall weight in the 
portfolio was increasing, making them even harder to 
fund from the limited resources of the mature businesses.

If the company continued to follow the same 
strategy of spreading available funds between all the 
businesses, then the rate of decline could only increase 
over time leading ultimately to disaster.

This company was caught in a vicious circle of 
decline. To break out of the circle would require firm 
discipline and the strength of will to select only one 

or two of the question marks and finance those, whilst 
cutting off investment in the remainder. Obviously the 
choice of which should receive investment involves 
rather more than selection at random from the portfolio 
chart. It requires careful analysis of the actual nature 
of the businesses concerned and particularly the 
characteristics and behaviour of the competitors faced 
in those businesses. However, the nature of the strategic 
choice facing the company is quite clear, when viewed 
in portfolio terms. Without the clarity of view provided 
by the matrix display, which focuses on the real 
fundamentals of the businesses and their relationships to 
each other within the portfolio, it is impossible to develop 
strategy effectively in any multi-business company.
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T he most powerful way to prevail in global 
competition is still invisible to many companies. 

During the 1980s, top executives were judged on 
their ability to restructure, declutter and delayer 
their corporations. In the 1990s, they’ll be judged on 
their ability to identify, cultivate and exploit the core 
competencies that make growth possible – indeed, they’ll 
have to rethink the concept of the corporation itself.

Rethinking the corporation

Once, the diversified corporation could simply point 
its business units at particular end-product markets 
and admonish them to become world leaders. But 
with market boundaries changing ever more quickly, 
targets are elusive and capture is at best temporary. 
A few companies have proven themselves adept at 
inventing new markets, quickly entering emerging 
markets and dramatically shifting patterns of customer 
choice in established markets. These are the ones to 
emulate. The critical task for management is to create 
an organization capable of infusing products with 
irresistible functionality or, better yet, creating products 
that customers need but have not yet even imagined.

This is a deceptively difficult task. Ultimately, it requires 
radical change in the management of major companies. 
It means, first of all, that top managements of western 
companies must assume responsibility for competitive 
decline. Everyone knows about high interest rates, Japanese 
protectionism, outdated antitrust laws, obstreperous unions 
and impatient investors. What is harder to see, or harder to 
acknowledge, is how little added momentum companies 
actually get from political or macroeconomic ‘relief’. 
Both the theory and practice of western management have 
created a drag on our forward motion. It is the principles of 
management that are in need of reform.

The roots of competitive 
advantage

In the short run, a company’s competitiveness derives 
from the price/performance attributes of current products. 
But the survivors of the first wave of global competition, 

western and Japanese alike, are all converging on 
similar and formidable standards for product cost and 
quality – minimum hurdles for continued competition, 
but less and less important as sources of differential 
advantage. In the long run, competitiveness derives 
from an ability to build, at lower cost and more speedily 
than competitors, the core competencies that spawn 
unanticipated products. The real sources of advantage 
are to be found in management’s ability to consolidate 
corporate-wide technologies and production skills into 
competencies that empower individual businesses to 
adapt quickly to changing opportunities.

Senior executives who claim that they cannot build 
core competencies, either because they feel the autonomy 
of business units is sacrosanct or because their feet are 
held to the quarterly budget fire, should think again. 
The problem in many western companies is not that 
their senior executives are any less capable than those 
in Japan or that Japanese companies possess greater 
technical capabilities. Instead, it is their adherence to 
a concept of the corporation that unnecessarily limits 
the ability of individual businesses to fully exploit the 
deep reservoir of technological capability that many 
American and European companies possess.

The diversified corporation is a large tree. The trunk 
and major limbs are core products, the smaller branches 
are business units; the leaves, flowers and fruit are end 
products. The root system that provides nourishment, 
sustenance and stability is the core competence. You can 
miss the strength of competitors by looking only at their 
end products, in the same way you miss the strength of 
a tree if you look only at its leaves (see Figure 5.2.1).

Core competencies are the collective learning in 
the organization, especially how to coordinate diverse 
production skills and integrate multiple streams of 
technologies. Consider Sony’s capacity to miniaturize 
or Philips’s optical-media expertise. The theoretical 
knowledge to put a radio on a chip does not in itself assure 
a company the skill to produce a miniature radio no bigger 
than a business card. To bring off this feat, Casio must 
harmonize know-how in miniaturization, microprocessor 
design, materials science and ultrathin precision casing – 
the same skills it applies in its miniature card calculators, 
pocket TVs and digital watches.

1Source: This article was reprinted by permission of Harvard Business Review. From ‘The core competence of the corporation’ by C.K. 
 Prahalad and G. Hamel, May–June 1990, Vol. 68. © 1990 by the Harvard Business School Publishing Corporation, all rights reserved.

The core competence of the corporation
By C.K. Prahalad and Gary Hamel1

READING

5.2
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fIguRE 5.2.1 Competencies as the roots of competitiveness

If core competence is about harmonizing streams of 
technology, it is also about the organization of work and 
the delivery of value. Among Sony’s competencies is 
miniaturization. To bring miniaturization to its products, 
Sony must ensure that technologists, engineers and 
marketers have a shared understanding of customer 
needs and of technological possibilities. The force of 
core competence is felt as decisively in services as in 
manufacturing. Citicorp was ahead of others investing in 
an operating system that allowed it to participate in world 
markets 24 hours a day. Its competence in systems has 
provided the company with the means to differentiate 
itself from many financial service institutions.

Core competence is communication, involvement and 
a deep commitment to working across organizational 
boundaries. It involves many levels of people and all 
functions. World-class research in, for example, lasers or 
ceramics can take place in corporate laboratories without 
having an impact on any of the businesses of the company. 
The skills that together constitute core competence 
must coalesce around individuals whose efforts are 
not so narrowly focused that they cannot recognize the 
opportunities for blending their functional expertise with 
those of others in new and interesting ways.

Core competence does not diminish with use. 
Unlike physical assets, which do deteriorate over time, 
competencies are enhanced as they are applied and 
shared. But competencies still need to be nurtured 
and protected; knowledge fades if it is not used. 
Competencies are the glue that binds existing businesses. 
They are also the engine for new business development. 
Patterns of diversification and market entry may be 
guided by them, not just by the attractiveness of markets.

Consider 3M’s competence with sticky tape. In 
dreaming up businesses as diverse as ‘Post-it’ note 
pads, magnetic tape, photographic film, pressure-
sensitive tapes and coated abrasives, the company 
has brought to bear widely shared competencies in 
substrates, coatings and adhesives, and devised various 
ways to combine them. Indeed, 3M has invested 
consistently in them. What seems to be an extremely 
diversified portfolio of businesses belies a few shared 
core competencies.

In contrast, there are major companies that have 
had the potential to build core competencies but 
failed to do so because top management was unable 
to conceive of the company as anything other than a 
collection of discrete businesses. General Electric sold 
much of its consumer electronics business to Thomson 
of France, arguing that it was becoming increasingly 
difficult to maintain its competitiveness in this sector. 
That was undoubtedly so, but it is ironic that it sold 
several key businesses to competitors who were 
already competence leaders – Black & Decker in small 
electrical motors, and Thomson, which was eager 
to build its competence in microelectronics and had 
learned from the Japanese that a position in consumer 
electronics was vital to this challenge.

Management trapped in the strategic business unit 
(SBU) mind-set almost inevitably finds its individual 
businesses dependent on external sources for critical 
components, such as motors or compressors. But these 
are not just components. They are core products that 
contribute to the competitiveness of a wide range of 
end products. They are the physical embodiments of 
core competencies.
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How not to think of competence

Since companies are in a race to build the competencies 
that determine global leadership, successful companies 
have stopped imagining themselves as bundles of 
businesses making products. Canon, Honda, Casio or 
NEC may seem to preside over portfolios of businesses 
unrelated in terms of customers, distribution channels 
and merchandising strategy. Indeed, they have 
portfolios that may seem idiosyncratic at times: NEC 
is the only global company to be among leaders in 
computing, telecommunications and semiconductors, 
and to have a thriving consumer electronics business.

But looks are deceiving. In NEC, digital technology, 
especially VLSI and systems integration skills, is 
fundamental. In the core competencies underlying them, 
disparate businesses become coherent. It is Honda’s core 
competence in engines and power trains that gives it a 
distinctive advantage in car, motorcycle, lawn mower 
and generator businesses. Canon’s core competencies 
in optics, imaging and microprocessor controls have 
enabled it to enter, even dominate, markets as seemingly 
diverse as copiers, laser printers, cameras and image 
scanners. Philips worked for more than 15 years to 
perfect its optical-media (laser disc) competence, as did 
JVC in building a leading position in video recording. 
Other examples of core competencies might include 
mechantronics (the ability to marry mechanical and 
electronic engineering), video displays, bioengineering 
and microelectronics. In the early stages of its competence 
building, Philips could not have imagined all the products 
that would be spawned by its optical-media competence, 
nor could JVC have anticipated miniature camcorders 
when it first began exploring videotape technologies.

Unlike the battle for global brand dominance, which 
is visible in the world’s broadcast and print media and 
is aimed at building global ‘share of mind’, the battle 
to build world-class competencies is invisible to people 
who aren’t deliberately looking for it. Top management 
often tracks the cost and quality of competitors’ 
products, yet how many managers untangle the web of 
alliances their Japanese competitors have constructed 
to acquire competencies at low cost? In how many 
western boardrooms is there an explicit, shared 
understanding of the competencies the company must 
build for world leadership? Indeed, how many senior 
executives discuss the crucial distinction between 
competitive strategy at the level of a business and 
competitive strategy at the level of an entire company?

Let us be clear. Cultivating core competence 
does not mean outspending rivals on research and 
development. In 1983, when Canon surpassed Xerox 
in worldwide unit market share in the copier business, 

its R&D budget in reprographics was but a small 
fraction of Xerox’s. Over the past 20 years, NEC has 
spent less on R&D as a percentage of sales than almost 
all of its American and European competitors.

Nor does core competence mean shared costs, as 
when two or more SBUs use a common facility – a  
plant, service facility or sales force – or share a common 
component. The gains of sharing may be substantial, but 
the search for shared costs is typically a post hoc effort 
to rationalize production across existing businesses, not 
a premeditated effort to build the competencies out of 
which the businesses themselves grow.

Building core competencies is more ambitious and 
different than integrating vertically, moreover. Managers 
deciding whether to make or buy will start with end 
products and look upstream to the efficiencies of the 
supply chain and downstream toward distribution and 
customers. They do not take inventory of skills and look 
forward to applying them in non-traditional ways. (Of 
course, decisions about competencies do provide a logic 
for vertical integration. Canon is not particularly integrated 
in its copier business, except in those aspects of the vertical 
chain that support the competencies it regards as critical.)

Identifying core competencies – 
and losing them

At least three tests can be applied to identify core 
competencies in a company. First, a core competence 
provides potential access to a wide variety of markets. 
Competence in display systems, for example, enables 
a company to participate in such diverse businesses 
as calculators, miniature TV sets, monitors for laptop 
computers, and automotive dashboards – which is 
why Casio’s entry into the handheld TV market was 
predictable. Second, a core competence should make 
a significant contribution to the perceived customer 
benefits of the end product. Clearly, Honda’s engine 
expertise fills this bill.

Finally, a core competence should be difficult for 
competitors to imitate. And it will be difficult if it is a 
complex harmonization of individual technologies and 
production skills. A rival might acquire some of the 
technologies that comprise the core competence, but it 
will find it more difficult to duplicate the more-or-less 
comprehensive pattern of internal coordination and 
learning. JVC’s decision in the early 1960s to pursue the 
development of a videotape competence passed the three 
tests outlined here. RCA’s decision in the late 1970s to 
develop a stylus-based video turntable system did not.

Few companies are likely to build world leadership 
in more than five or six fundamental competencies. 
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A company that compiles a list of 20 to 30 capabilities 
has probably not produced a list of core competencies. 
Still, it is probably a good discipline to generate a list 
of this sort and to see aggregate capabilities as building 
blocks. This tends to prompt the search for licensing 
deals and alliances through which the company may 
acquire, at low cost, the missing pieces.

Most western companies hardly think about 
competitiveness in these terms at all. It is time to take 
a tough-minded look at the risks they are running. 
Companies that judge competitiveness, their own and 
their competitors’, primarily in terms of the price/ 
performance of end products are courting the erosion 
of core competencies – or making too little effort to 
enhance them. The embedded skills that give rise to 
the next generation of competitive products cannot 
be ‘rented in’ by outsourcing and original equipment 
manufacturer (OEM) supply relationships. In our view, 
too many companies have unwittingly surrendered 
core competencies when they cut internal investment in 
what they mistakenly thought were just ‘cost centres’ 
in favour of outside suppliers.

Of course, it is perfectly possible for a company to 
have a competitive product line up but be a laggard in 
developing core competencies – at least for a while. If 
a company wanted to enter the copier business today, 
it would find a dozen Japanese companies more than 
willing to supply copiers on the basis of an OEM private 
label. But when fundamental technologies changed or 
if its supplier decided to enter the market directly and 
become a competitor, that company’s product line, 
along with all of its investments in marketing and 
distribution, could be vulnerable. Outsourcing can 
provide a shortcut to a more competitive product, but 
it typically contributes little to building the people-
embodied skills that are needed to sustain product 
leadership.

Nor is it possible for a company to have an 
intelligent alliance or sourcing strategy if it has not 
made a choice about where it will build competence 
leadership. Clearly, Japanese companies have 
benefited from alliances. They’ve used them to learn 
from western partners who were not fully committed 
to preserving core competencies of their own. Learning 
within an alliance takes a positive commitment of 
resources travel, a pool of dedicated people, test-bed 
facilities, and time to internalize and test what has 
been learned. A company may not make this effort if it 
doesn’t have clear goals for competence building.

Another way of losing is foregoing opportunities 
to establish competencies that are evolving in existing 
businesses. In the 1970s and 1980s, many American 

and European companies – like General Electric, 
Motorola, GTE, Thorn and General Electric Company 
(GEC) – chose to exit the colour television business, 
which they regarded as mature. If by ‘mature’ they 
meant that they had run out of new product ideas at 
precisely the moment global rivals had targeted the 
TV business for entry, then yes, the industry was 
mature. But it certainly wasn’t mature in the sense that 
all opportunities to enhance and apply video-based 
competencies had been exhausted.

In ridding themselves of their television businesses, 
these companies failed to distinguish between 
divesting the business and destroying their video 
media-based competencies. They not only got out of 
the TV business but they also closed the door on a 
whole stream of future opportunities reliant on video-
based competencies.

There are two clear lessons here. First, the costs of 
losing a core competence can be only partly calculated 
in advance. The baby may be thrown out with the bath 
water in divestment decisions. Second, since core 
competencies are built through a process of continuous 
improvement and enhancement that may span a decade 
or longer, a company that has failed to invest in core 
competence building will find it very difficult to 
enter an emerging market, unless, of course, it will be 
content simply to serve as a distribution channel.

American semiconductor companies like Motorola 
learned this painful lesson when they elected to forego 
direct participation in the 256k generation of DRAM 
chips. Having skipped this round, Motorola, like most 
of its American competitors, needed a large infusion 
of technical help from Japanese partners to rejoin the 
battle in the 1-megabyte generation. When it comes 
to core competencies, it is difficult to get off the train, 
walk to the next station, and then reboard.

From core competencies to core 
products

The tangible link between identified core competencies 
and end products is what we call the core products 
– the physical embodiments of one or more core 
competencies. Honda’s engines, for example, are core 
products, linchpins between design and development 
skills that ultimately lead to a proliferation of end 
products. Core products are the components or sub-
assemblies that actually contribute to the value of 
the end products. Thinking in terms of core products 
forces a company to distinguish between the brand 
share it achieves in end product markets (for example, 
40 per cent of the US refrigerator market) and the 
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manufacturing share it achieves in any particular core 
product (for example, 5 per cent of the world share of 
compressor output).

It is essential to make this distinction between 
core competencies, core products and end products 
because global competit ion is played out by 
different rules and for different stakes at each level. 
To build or defend leadership over the long term, a 
corporation will probably be a winner at each level. 
At the level of core competence, the goal is to build 
world leadership in the design and development 
of a particular class of product functionality – 
be it compact data storage and retrieval, as with 
Philips’s optical-media competence, or compactness 
and ease of use, as with Sony’s micromotors and 
microprocessor controls.

To sustain leadership in their chosen core 
competence areas, these companies seek to maximize 
their world manufacturing share in core products. 
The manufacture of core products for a wide variety 
of external (and internal) customers yields the 
revenue and market feedback that, at least partly, 
determines the pace at which core competencies can 
be enhanced and extended. This thinking was behind 
JVC’s decision in the mid-1970s to establish VCR 
supply relationships with leading national consumer 
electronics companies in Europe and the United 
States. In supplying Thomson, Thorn and Telefunken 
(all independent companies at that time) as well as 
US partners, JVC was able to gain the cash and the 
diversity of market experience that ultimately enabled 
it to outpace Philips and Sony. (Philips developed 
videotape competencies in parallel with JVC, but 
it failed to build a worldwide network of OEM 
relationships that would have allowed it to accelerate 
the refinement of its videotape competence through 
the sale of core products.)

JVC’s success has not been lost on Korean 
companies like Goldstar, Samsung, Kia and Daewoo, 
who are building core product leadership in areas as 
diverse as displays, semiconductors and automotive 
engines through their OEM-supply contracts with 
western companies. Their avowed goal is to capture 
investment initiative away from potential competitors, 
often US companies. In doing so, they accelerate 
their competence-building efforts while ‘hollowing 
out’ their competitors. By focusing on competence 
and embedding it in core products, Asian competitors 
have built up advantages in component markets first 
and have then leveraged off their superior products to 
move downstream to build brand share. And they are 

not likely to remain the low-cost suppliers forever.  
As their reputation for brand leadership is consolidated, 
they may well gain price leadership. Honda has proven 
this with its Acura line, and other Japanese car makers 
are following suit.

Control over core products is critical for other 
reasons. A dominant position in core products allows 
a company to shape the evolution of applications and 
end markets. Such compact audio disc-related core 
products as data drives and lasers have enabled Sony 
and Philips to influence the evolution of the computer-
peripheral business in optical-media storage. As a 
company multiplies the number of application arenas 
for its core products, it can consistently reduce the cost, 
time and risk in new product development. In short, 
well-targeted core products can lead to economies of 
scale and scope.

The tyranny of the SBU

The new terms of competitive engagement cannot be 
understood using analytical tools devised to manage 
the diversified corporation of 20 years ago, when 
competition was primarily domestic (GE versus 
Westinghouse, General Motors versus Ford) and 
all the key players were speaking the language of 
the same business schools and consultancies. Old 
prescriptions have potentially toxic side effects. The 
need for new principles is most obvious in companies 
organized exclusively according to the logic of SBUs. 
The implications of the two alternate concepts of the 
corporation are summarized in Table 5.2.1.

Obviously, diversified corporations have a 
portfolio of products and a portfolio of businesses. 
But we believe in a view of the company as a 
portfolio of competencies as well. United States 
companies do not lack the technical resources to build 
competencies, but their top management often lacks 
the vision to build them and the administrative means 
for assembling resources spread across multiple 
businesses. A shift in commitment will inevitably 
influence patterns of diversification, skill deployment, 
resource allocation priorities, and approaches to 
alliances and outsourcing.

We have described the three different planes 
on which battles for global leadership are waged: 
core competence, core products and end products. 
A corporation has to know whether it is winning or 
losing on each plane. By sheer weight of investment, 
a company might be able to beat its rivals to blue-
sky technologies yet still lose the race to build core 
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TAbLE 5.2.1 Two concepts of the corporation

SBU Core competence

Basis for competition Competiveness of today’s products Interfirm competition to build  
competencies

Corporate structure Portfolio of businesses related  
in product – market terms

Portfolio of competencies, core  
products, and businesses

Status of the business unit Autonomy is sacrosanct; the SBU ‘owns’ 
all resources other than cash 

SBU is a potential reservoir of core  
competencies 

Resource allocation Discrete businesses are the unit of 
analysis; capital is allocated business by 
business

Businesses and competencies are the  
unit of analysis: top management  
allocates capital and talent

Value added of top 
management

Optimizing corporate returns through 
capital allocation trade-offs among 
businesses

Enunciating strategic architecture and  
building competencies to secure the  
future

competence leadership. If a company is winning the 
race to build core competencies (as opposed to building 
leadership in a few technologies), it will almost 
certainly outpace rivals in new business development. 
If a company is winning the race to capture world 
manufacturing share in core products, it will probably 
outpace rivals in improving product features and the 
price/performance ratio.

De te rmin ing  whe the r  one  i s  winn ing  o r 
losing end-product  bat t les  is  more difficul t 
because measures of product market share do not 
necessarily reflect various companies’ underlying 
competitiveness. Indeed, companies that attempt to 
build market share by relying on the competitiveness 
of others, rather than investing in core competencies 
and world  core-product  leadership ,  may be 
treading on quicksand. In the race for global brand 
dominance, companies like 3M, Black & Decker, 
Canon, Honda, NEC and Citicorp have built global 
brand umbrellas by proliferating products out of 
their core competencies. This has allowed their 
individual businesses to build image, customer 
loyalty and access to distribution channels.

When you think about this reconceptualization 
of the corporation, the primacy of the SBU – an 
organizational dogma for a generation – is now clearly 
an anachronism. Where the SBU is an article of faith, 
resistance to the seductions of decentralization can 
seem heretical. In many companies, the SBU prism 
means that only one plane of the global competitive 
battle, the battle to put competitive products on the 
shelf today, is visible to top management. What are the 
costs of this distortion?

Underinvestment in developing core 
competencies and core products
When the organization is conceived of as a multiplicity 
of SBUs, no single business may feel responsible for 
maintaining a viable position in core products or be 
able to justify the investment required to build world 
leadership in some core competence. In the absence 
of a more comprehensive view imposed by corporate 
management, SBU managers will tend to underinvest. 
Recently, companies such as Kodak and Philips have 
recognized this as a potential problem and have begun 
searching for new organizational forms that will allow 
them to develop and manufacture core products for 
both internal and external customers.

SBU managers have traditionally conceived of 
competitors in the same way as they’ve seen themselves. 
On the whole, they’ve failed to note the emphasis Asian 
competitors were placing on building leadership in core 
products or to understand the critical linkage between 
world manufacturing leadership and the ability to sustain 
development pace in core competence. They’ve failed 
to pursue OEM-supply opportunities or to look across 
their various product divisions in an attempt to identify 
opportunities for coordinated initiatives.

Imprisoned resources
As an SBU evolves, it often develops unique 
competencies. Typically, the people who embody this 
competence are seen as the sole property of the business 
in which they grew up. The manager of another SBU 
who asks to borrow talented people is likely to get a 
cold rebuff. SBU managers are not only unwilling to 
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lend their competence carriers but they may actually 
hide talent to prevent its redeployment in the pursuit of 
new opportunities. This may be compared to residents 
of an underdeveloped country hiding most of their cash 
under their mattresses. The benefits of competencies, 
like the benefits of the money supply, depend on the 
velocity of their circulation as well as on the size of the 
stock the company holds.

Western companies have traditionally had an 
advantage in the stock of skills they possess. But have 
they been able to reconfigure them quickly to respond 
to new opportunities? Canon, NEC and Honda have 
had a lesser stock of the people and technologies that 
compose core competencies but could move them much 
quicker from one business unit to another. Corporate 
R&D spending at Canon is not fully indicative of the 
size of Canon’s core competence stock and tells the 
casual observer nothing about the velocity with which 
Canon is able to move core competencies to exploit 
opportunities.

When competencies become imprisoned, the people 
who carry the competencies do not get assigned to the 
most exciting opportunities, and their skills begin to 
atrophy. Only by fully leveraging core competencies 
can small companies like Canon afford to compete 
with industry giants like Xerox. How strange that SBU 
managers, who are perfectly willing to compete for 
cash in the capital budgeting process, are unwilling 
to compete for people – the company’s most precious 
asset. We find it ironic that top management devotes 
so much attention to the capital budgeting process yet 
typically has no comparable mechanism for allocating 
the human skills that embody core competencies. Top 
managers are seldom able to look four or five levels 
down into the organization, identify the people who 
embody critical competencies, and move them across 
organizational boundaries.

Bounded innovation
If core competencies are not recognized, individual 
SBUs will pursue only those innovation opportunities 
that are close at hand – marginal product-line extensions 
or geographic expansions. Hybrid opportunities like 
fax machines, laptop computers, handheld televisions 
or portable music keyboards will emerge only when 
managers take off their SBU blinkers. Remember, 
Canon appeared to be in the camera business at the 
time it was preparing to become a world leader in 
copiers. Conceiving of the corporation in terms of core 
competencies widens the domain of innovation.

Developing strategic architecture

The fragmentation of core competencies becomes 
inevitable when a diversified company’s information 
systems, patterns of communication, career paths, 
managerial rewards and processes of strategy 
development do not transcend SBU lines. We believe 
that senior management should spend a significant 
amount of its time developing a corporate-wide strategic 
architecture that establishes objectives for competence-
building. A strategic architecture is a road map of the 
future that identifies which core competencies to build 
and their constituent technologies.

By providing an impetus for learning from 
alliances and a focus for internal development efforts, 
a strategic architecture like NEC’s C&C (computers 
and communication) can dramatically reduce the 
investment needed to secure future market leadership. 
How can a company make partnerships intelligently 
without a clear understanding of the core competencies 
it is trying to build and those it is attempting to prevent 
from being unintentionally transferred?

Of course, all of this begs the question of what a 
strategic architecture should look like. The answer 
will be different for every company. But it is 
helpful to think again of that tree, of the corporation 
organized around core products and, ultimately, core 
competencies. To sink sufficiently strong roots, a 
company must answer some fundamental questions: 
How long could we preserve our competitiveness in 
this business if we did not control this particular core 
competence? How central is this core competence to 
perceived customer benefits? What future opportunities 
would be foreclosed if we were to lose this particular 
competence?

The architecture provides a logic for product and 
market diversification, moreover. An SBU manager 
would be asked: Does the new market opportunity add 
to the overall goal of becoming the best player in the 
world? Does it exploit or add to the core competence? 
At Vickers, for example, diversification options have 
been judged in the context of becoming the best power 
and motion control company in the world.

The strategic architecture should make resource 
allocation priorities transparent to the entire 
organization. It provides a template for allocation 
decisions by top management. It helps lower-level 
managers understand the logic of allocation priorities 
and disciplines senior management to maintain 
consistency. In short, it yields a definition of the 
company and the markets it serves. 3M, Vickers, NEC, 
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Canon and Honda all qualify on this score. Honda 
knew it was exploiting what it had learned from 
motorcycles – how to make high-revving, smooth-
running, lightweight engines – when it entered the car 
business. The task of creating a strategic architecture 
forces the organization to identify and commit to the 
technical and production linkages across SBUs that 
will provide a distinct competitive advantage.

It is consistency of resource allocation and the 
development of an administrative infrastructure 
appropriate to it that breathes life into a strategic 
architecture and creates a managerial culture, 
teamwork, a capacity to change, and a willingness to 
share resources, to protect proprietary skills and to 
think long term. That is also the reason the specific 
architecture cannot be copied easily or overnight 
by competitors. Strategic architecture is a tool for 
communicating with customers and other external 
constituents. It reveals the broad direction without 
giving away every step.

Redeploying to exploit 
competencies

If the company’s core competencies are its critical 
resource and if top management must ensure that 
competence carriers are not held hostage by some 
particular business, then it follows that SBUs should 
bid for core competencies in the same way they bid 
for capital. We’ve made this point glancingly. It is 
important enough to consider more deeply.

Once top management (with the help of divisional 
and SBU managers) has identified overarching 
competencies, it must ask businesses to identify 
the projects and people closely connected with 
them. Corporate officers should direct an audit of 
the location, number and quality of the people who 
embody competence.

This sends an important signal to middle managers: 
core competencies are corporate resources and may be 
reallocated by corporate management. An individual 
business doesn’t own anybody. SBUs are entitled to 
the services of individual employees so long as SBU 
management can demonstrate that the opportunity 
it is pursuing yields the highest possible payoff on 
the investment in their skills. This message is further 
underlined if each year in the strategic planning or 
budgeting process, unit managers must justify their 
hold on the people who carry the company’s core 
competencies.

Also, reward systems that focus only on product-
line results and career paths that seldom cross SBU 
boundaries engender patterns of behaviour among 
unit managers that are destructively competitive. At 
NEC, divisional managers come together to identify 
next-generation competencies. Together they decide 
how much investment needs to be made to build 
up each future competence and the contribution in 
capital and staff support that each division will need 
to make. There is also a sense of equitable exchange. 
One division may make a disproportionate contribution 
or may benefit less from the progress made, but such 
short-term inequalities will balance out over the long 
term.

Incidentally, the positive contribution of the SBU 
manager should be made visible across the company. 
An SBU manager is unlikely to surrender key people 
if only the other business (or the general manager of 
that business who may be a competitor for promotion) 
is going to benefit from the redeployment. Cooperative 
SBU managers should be celebrated as team players. 
Where priorities are clear, transfers are less likely to be 
seen as idiosyncratic and politically motivated.

Transfers for the sake of building core competence 
must be recorded and appreciated in the corporate 
memory. It is reasonable to expect a business that 
has surrendered core skills on behalf of corporate 
opportunities in other areas to lose, for a time, some 
of its competitiveness. If these losses in performance 
bring immediate censure, SBUs will be unlikely to 
assent to skills transfers next time.

Finally, there are ways to wean key employees off 
the idea that they belong in perpetuity to any particular 
business. Early in their careers, people may be exposed 
to a variety of businesses through a carefully planned 
rotation programme.

Competence carriers should be regularly brought 
together from across the corporation to trade notes and 
ideas. The goal is to build a strong feeling of community 
among these people. To a great extent, their loyalty 
should be to the integrity of the core competence area 
they represent and not just to particular businesses. In 
travelling regularly, talking frequently to customers 
and meeting with peers, competence carriers may be 
encouraged to discover new market opportunities.

Core competencies are the wellspring of new 
business development. They should constitute the 
focus for strategy at the corporate level. Managers 
have to win manufacturing leadership in core products 
and capture global share through brand-building 
programmes aimed at exploiting economies of scope. 
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Only if the company is conceived of as a hierarchy of 
core competencies, core products and market-focused 
business units will it be fit to fight.

Nor can top management be just another layer of 
accounting consolidation, which it often is in a regime 
of radical decentralization. Top management must 

add value by enunciating the strategic architecture 
that guides the competence acquisition process. We 
believe an obsession with competence building will 
characterize the global winners of the 1990s. With the 
decade underway, the time for rethinking the concept 
of the corporation is already overdue.

Seeking synergies
By Andrew Campbell and Michael Goold1

1Source: This article was adapted from Chapter 7 of Synergy: Why Links Between Business Units Often Fail and How to Make Them Work. 
Reproduced with permission from John Wiley & Sons Ltd. Copyright © 1998 Andrew Campbell and Michael Goold.

A review of synergy management can be triggered 
in a number of ways. A parent manager may 

suspect that coordination opportunities are being 
missed, but may not be sure what is being missed, 
how important it is, or what to do about it. A new chief 
executive may sense that his predecessor’s emphasis 
on decentralization has led unit managers to overlook 
sharing opportunities. A visit to other companies that 
sing the praises of coordination may raise concerns 
about what is being missed. Critical press comments 
about the company’s failure to achieve synergies 
across its portfolio may prompt questions about what 
more could be achieved. Given our concern about 
‘synergy bias’, we counsel caution in following up 
vague disquiets. But an audit of how well synergy 
management is working can be a useful step in allaying 
fears or pinpointing areas that need to be addressed.

A review can also be triggered by grumbles at lower 
levels in the company that current coordination efforts 
are pointless, damaging or contradictory. Business 
managers may complain that short-term budget targets 
prevent them from exploring potentially valuable 
synergy opportunities or about the pointlessness of 
corporate-wide conferences at expensive resorts to 
promote ‘family feeling’. Corridor gossip about the 
negative influence of the parent may percolate up to 
the chief executive. More direct complaints may be 
received from frustrated business managers. Bottom-up 
pressures to think again about a company’s approach to 
synergies should be taken seriously, and, if there are 
widespread or deep-seated concerns, a systematic and 
objective stock-taking may be in order.

Some companies build a periodic review of their cross-
company initiatives into their regular planning processes. 
We are less enthusiastic about this practice, since it can 

easily lead either to superficial, year-by-year reiteration 
of what everyone already knows about the areas of 
overlap between businesses or to vain attempts to come 
up with new ideas. Unless there is a particular reason to 
review linkage management, it will probably cause more 
frustration than enlightenment. On the whole, therefore, 
we believe that a review should only be undertaken when 
there are identifiable reasons for doing so.

Good reasons to take stock of the current approach 
include:

 ■ a belief that a major category of synergies such 
as international rationalization, sharing technical 
know-how or joint development of new business 
opportunities, is being systematically missed;

 ■ visible and costly failures of several recent synergy 
initiatives;

 ■ evidence that business units are favoring links with 
third parties in preference to internal links.

While it would be useful to have a way of objectively 
deciding when a stock take is necessary, our experience 
suggests that it is best judged subjectively by thinking 
about how well the current organization is working.

The purpose of a review should be to decide whether 
changes are needed in the overall corporate approach 
to synergies; to identify any specific opportunities that 
merit closer investigations; and to propose possible 
new linkage mechanisms or interventions.

A framework for a review

Our review framework is shown in Figure 5.3.1. It 
involves taking stock of both synergy opportunities 

READING

5.3
READING
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1. Synergy Opportunities

 • What big opportunities?
 • How fully realized?
 - value chain overlaps
 - consensus judgements
 - champions  

2. Synergy Approach

 • What corporate strategy?
 • What philosophy, 
  attitudes and beliefs?
 • What processes and 
  mechanisms for handling
  synergies?

3. Effectiveness of Approach

 • Biases in the overall approach
 • Synergy killers
 • Business unit definitions
 • Successes and failures

4. Agenda for Change

 • Unrealized opportunities
 • Changes in strategy or philosophy
 • Changes in processes or mechanisms
 • New business unit definitions

fIguRE 5.3.1 Reviewing synergy parenting

available and the current corporate approach to cross-
company linkages. The effectiveness of the approach 
can be assessed by testing how well it fits with the 
opportunities. The assessment can then be used to 
pinpoint new initiatives that may be worth considering. 
The framework will bring out aspects of the overall 
approach that are working well or badly, and lead to 
proposals for changes.

The value of the framework is that it obliges 
companies to address some fundamental questions:

 ■ What is our current attitude to coordination  
between our business units, and how do we go about 
managing it?

 ■ What do we believe are the main synergy 
opportunities in our portfolio, and how fully are we 
grasping them?

 ■ How well suited is our current approach, including 
structures, processes and staff support, to the 
opportunities we believe are on offer?

 ■ What current synergy initiatives should we drop, 
what new opportunities should we go for, and what 
changes in processes and mechanisms should we 
consider?

These questions can be asked of the whole company 
or of a multi-business division within a larger company. 
The framework is equally applicable when applied 
to any level above that of the individual business 
unit. However, when working at a division level, it is 
valuable to understand some of the broader corporate 
context in which the division is operating.

Although the framework provides a systematic 
means of tackling these questions, it should not 
be treated either as a straitjacket or a panacea. The 
emphasis of a review should depend on the concerns 
that prompted it. Is it primarily a matter of fine-
tuning the current mechanisms and processes to work 
more smoothly, or are we more concerned with the 
underlying philosophy or structure of the company? 
Did we get into the review to beat the bushes to create 
a wide agenda of all possible new opportunities, or was 

65856_ch05_ptg01_242-294.indd   281 07/02/20   8:41 PM



282  SECTIon II Strategy CoNteNt

it really a means of legitimizing a fresh look at one or 
two specific issues? With different motivations for the 
review, the weight given to different areas of analysis 
will vary, the order in which activities take place will 
be different, and the level of effort and speed of the 
review will change.

We also recognize that the structured framework we 
suggest may not appeal to all companies. Some may 
have a culture that stresses a more intuitive assessment 
of issues, and may find the analytical approach we 
propose too constraining. Others may have their own 
preferred analyses that we have not included in our 
framework. We recognize that our approach is not the 
only way to undertake a review of linkage parenting, 
and we advise each company to tailor its approach to 
its own needs, culture and preferences.

As we discuss the different steps in the framework, 
readers should accordingly view our proposals as 
building blocks from which to construct their own 
review process, rather than as an inflexible ‘how to do 
it’ manual. We have found the steps useful in our work 
with companies, but we are not dogmatic about the 
framework we put forward.

Synergy opportunities

The first step in the review involves developing a list 
of major synergy opportunities and judging how fully 
they are being realized. The purpose is to unearth any 
important opportunities that are not currently being 
successfully grasped. This may prompt ideas for 
changes in the overall approach or for specific new 
interventions.

To undertake detailed analysis for every linkage 
opportunity as part of a general review is clearly not 
feasible. It would take too long and cost too much. The 
challenge is to find efficient ways of homing in quickly 
on possible areas of high unexploited potential.

In our research, we have identified three useful 
prompts that can help to reveal neglected potential: 
rough modelling of value chain overlaps; interviews, 
focus groups or questionnaires designed to draw out 
consensus from business unit and parent managers; 
and identification of pet projects or initiatives that are 
being strongly championed by individual managers.

Value chain overlaps
Businesses with value chains that overlap, or 
could overlap, are obvious candidates for linkage 
opportunities. If two businesses purchase similar 
components, what benefits might be available by 

co-coordinating their purchases? If two businesses 
have overseas offices in the same country, what 
could be saved by sharing premises, sales forces, or 
management? We have found that rough modelling of 
the extent of overlaps and of the economies of scale 
or utilization available from sharing can rapidly yield 
a broad sizing of the benefits available in different 
areas. For example, a retail group was able to prioritize 
opportunities for joint purchasing by assessing the 
extent of overlaps in different product ranges between 
two of their chains, and estimating the level of extra 
purchase discounts that would be available from 
combined buying. Back-of-the-envelope calculations 
showed that there were only two product ranges 
with significant overlaps and, thus, real prospects for 
achieving better terms. More detailed analysis then 
focused on these prime candidates. Although there was 
nothing precise or sophisticated about the modelling 
that led to this conclusion, it was highly effective in 
narrowing down the opportunities to consider.

Even rough value chain modelling can, however, be 
hard to do or too time consuming at the review stage. 
The benefits may not yet be sufficiently well defined, or 
may be made up of several different component parts, 
or may be too numerous to analyse. An alternative is 
to rely on consensus judgments of informed managers.

Consensus judgment
When experienced managers agree that there is 
probably a worthwhile benefit to go for, their views 
deserve to be heard. If most of the marketing managers 
in different countries believe that they could benefit 
from sharing best practice in advertising, it is almost 
certainly worth trying to understand more about 
the opportunity. If, on the other hand, the corporate 
marketing director has suggested more sharing but the 
national marketing managers are lukewarm, it should 
probably be put on the backburner – at least unless 
the corporate director can argue convincingly that the 
national managers may be misjudging the opportunity. 
In the difficult field of synergies, the gut-feel and 
intuitive judgment of experienced managers should 
carry considerable weight.

In companies where information flows freely and 
managers are encouraged to express their views, it 
is comparatively easy for parent managers to discern 
an emerging consensus. In other companies, it can be 
much more difficult. Managers from different units 
may not meet together often enough to share views, 
or may not feel empowered to express their views to 
each other. They may also be constrained to follow 
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prevailing corporate policies rather than challenge 
them. Whatever the reason, a structured approach to 
eliciting the consensus is frequently needed.

There are a variety of ways to draw out consensus 
judgments, ranging from questionnaires, through 
focus groups, to some form of systematic interviewing 
process. The method chosen needs to be tailored to the 
circumstances of the company – and we have adopted 
somewhat different methods in each of the companies 
we have worked with. In all cases, however, the objective 
is to discover whether informed managers generally feel 
that there are important unexplored opportunities going 
begging, and, if so, what priorities they should receive.

Championing
A third valuable prompt comes from championing. 
Strong and enthusiastic champions are important for 
the effective implementation of new interventions. 
We believe that they can also provide a short cut to 
identifying priority opportunity areas. If a manager 
feels so powerfully that an opportunity is worthwhile 
that he is willing to lobby for it, devote personal sweat 
equity to it, and risk the displeasure of his colleagues 
and bosses by repeatedly advocating it, it is usually 
worth taking notice.

There is little danger that strong champions will not 
be heard by the corporate parent. The danger is more 
that they will be too readily discounted. Persistent 
champions, particularly if their ideas challenge vested 
interests, can face strong opposition. Their views 
may be dismissed as unrealistic or irrelevant, or they 
may be labelled eccentrics or troublemakers. Prudent 
managers then pipe down, and learn to live with their 
frustrations. However, frustrated champions welcome 
any chance to promote their pet projects. A review of 
linkage parenting is a good opportunity to give them 
an objective hearing. Our advice is to listen carefully 
to what they have to say – even if the rest of the 
organization has long ago decided not to.

Creativity and realism
In drawing up the short-list of opportunities that merit 
detailed consideration, we need to balance creativity 
and open-mindedness with realism. We want managers 
with new ideas to come forward, we want to encourage 
brainstorming that will generate fresh thinking, and we 
want to give a hearing to highly motivated champions. 
Especially if the purpose of the review is to make sure 
we’re not missing something, we should be positive 
about new suggestions and supportive of ‘thinking the 
unthinkable’.

We should also be willing to accept that some 
promising ideas may be clouded by considerable 
uncertainty. In Consco, for example, there was 
widespread support for more sharing of best practice in 
training and management development. But the benefits 
available were somewhat nebulous. Some managers had 
fairly specific ideas about how course designs or materials 
could be shared better. Others were simply reflecting 
a sense that this was an increasingly important area, in 
which they did not feel that their units were doing a very 
good job. Some had anecdotes or examples to support 
their views. But there was considerable uncertainty about 
where the real opportunities lay and how they should 
be pursued. And, in some situations, there is intrinsic 
uncertainty about the nature of the benefits. In businesses 
in the middle of rapid technological change, such as 
media and communications, the benefits of collaborating 
to develop new businesses to some extent depend on 
market and technology developments that are simply 
not predictable. The review should encourage managers 
to put forward speculative or uncertain opportunities: 
on closer examination they may turn out to contain real 
nuggets of gold. But any interventions to pursue them 
will probably have to be exploratory, designed to find 
out whether there are solid benefits to be obtained or not.

In creating a short-list of ideas to examine more 
closely, we should, however, guard against pursuing 
mirages, and question whether there really are likely to be 
parenting opportunities to address. When we assess the 
short-listed ideas, we shall need to be rigorous in applying 
the mental disciplines to them. In drawing up the short-
list, we should therefore reject ideas if there is insufficient 
logic or evidence to support them. For example, if the 
champion of a shared salesforce appears to have given 
little serious consideration to important details, such as 
salesmen’s calling patterns or the purchase criteria of 
customers, his proposal should receive less weight. Or 
if, on reflection, no-one can see any possible parenting 
opportunities associated with the targeted benefit, we 
should avoid wasting time with further investigation of 
it. We need to blend support for fresh thinking with the 
reality checks and tough-mindedness that the mental 
disciplines provide. It is the ideas that will stand up under 
closer analysis that we are interested in.

Synergy approach

The next step in the review is to lay out the main 
features of the company’s approach to synergy 
management. It should cover the role that synergies 
play within the corporate strategy. It should bring out 
the company’s underlying philosophy, attitudes and 
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beliefs concerning the units’ relationships to each 
other and to the centre. And it should make explicit the 
mechanisms and processes that the company typically 
uses to deal with these issues.

Corporate strategy
In our research on corporate strategy, we have found 
that different companies place very different emphases 
on the horizontal and vertical linkages that they foster. 
Some companies, such as Hanson (before the breakup), 
Emerson, RTZ and BTR (prior to 1995), place much 
more weight on the value that they add through stand-
alone parenting than through linkage parenting. Others, 
such as Banc One, Unilever, 3M, ABB and Canon, 
have always seen the management of synergies as a key 
part of their corporate strategies. Business managers in 
organizations such as Hanson know that the main focus 
of the parent’s attention will be on opportunities to 
improve the performance of each business as a stand-
alone entity, and that they will receive few brownie 
points for collaborative efforts with other units. By 
contrast, business managers in Canon or Unilever 
know that their bosses expect and require them to 
seek out and participate in opportunities for working 
together with other units. Furthermore, they know what 
sorts of synergies the parent typically promotes most 
energetically. In Canon, for example, the strongest 
drive is for new product developments that require 
cooperation across business unit boundaries, while in 

Unilever the transfer of product and market information 
across geographic boundaries is critical.

Exhibit 5.3.1 summarizes the main sources of value 
creation identified in one international manufacturing 
and marketing company. This way of summarizing the 
corporate strategy into a list of parenting tasks helps 
position the importance of synergy initiatives versus 
other forms of parenting.

In summary, the review should document the 
priority given to linkage issues versus other forms of 
parenting and record the types of linkages that feature 
most prominently as key sources of added value. The 
review should also record the direction of movement in 
the corporate strategy. Is the company looking to build 
more synergies in the future or unwind some of the 
links and coordinated activities that currently exist? The 
current corporate strategy and the perceived direction of 
movement influence the sort of synergies that managers 
are likely to pursue and the priority they give them.

Philosophy, attitudes and beliefs
Companies also have different underlying attitudes 
and beliefs about how best to handle linkages. 
Often these differences concern the advantages of 
centralization or decentralization. To achieve benefits 
from pooled purchasing power, for example, a parent 
with a belief in the efficacy of central initiatives may 
set up a central purchasing department and insist 
that all purchases of certain items are handled by 
this department. Conversely, a parent that favours 

 ■ Transferring know-how about products, markets, 
marketing, manufacturing and other functions 
from/to business units around the world.

 ■ Helping businesses (mainly in developed 
economies) avoid the pitfall of under investment 
in new product development and consumer 
understanding.

 ■ Creating a value-based performance culture that 
has low tolerance of unnecessary costs or weak 
performance, yet is capable of investing where 
necessary.

 ■ Orchestrating pools of mobile management talent 
so that businesses can draw on them in times of 
need.

 ■ Developing and appoint ing outstanding 
managers to lead each business, with skills 
appropriate to the particular challenges of that 
business.

 ■ Helping businesses (mainly in emerging markets) 
to avoid common pitfalls, such as insufficient 
investment in local management or poor timing 
of major commitments.

 ■ Developing valuable relationships with potential 
partners and influential governments, and 
building the company brand into one of the 
world’s leading corporate brands.

 ■ Providing cost effective central services and 
corporate governance activities.

ExHIbIT 5.3.1 SouRCES of PAREnTIng vALuE CREATIon
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decentralized networking may simply circulate data 
on the purchasing terms and conditions being achieved 
by each unit, maintaining strong pressure on the 
businesses to reduce their individual unit costs. Such 
an intervention leaves the businesses much freer to 
determine whether and how they wish to work with 
other businesses to improve their purchasing power, 
but gives them no direct help or guidance about what to 
do. Between these extremes, there are a variety of other 
possibilities, such as establishing joint purchasing 
teams with members from different businesses, 
nominating selected businesses to act as lead units 
in purchasing for different items, centralizing certain 
aspects of negotiations on terms and conditions 
but allowing each business to make its own buying 
decisions, and hiring a central purchasing expert who 
is available to the businesses, but need only be used by 
them if they choose.

For any synergy benefit, a range of possible 
intervention options can be arrayed along a spectrum 
of more versus less centralist interventions (see  
Table 5.3.1). Some companies, such as Mars and 
Unilever, are philosophically committed to the 

decentralized, networking end of the spectrum. 
They believe that it is vital to preserve business-
unit autonomy and leave decisions to business-unit 
managements. Wary of central interference, they 
prefer to rely on the ‘enlightened self-interest’ of 
unit managers to guide linkages. Other companies, 
such as Canon or Rentokil, are more comfortable 
mandating policies or decisions from the centre on a 
range of issues. Although they accept the importance 
of unit motivation and initiative, they believe that 
there are many important benefits that will not be 
realized unless the parent makes the decisions.

Differences in attitudes concerning the appropriate 
degree of centralization affect the range of intervention 
options that a parent is likely to perceive. Those 
who favour decentralized solutions will tend to 
give little or no consideration to more mandatory 
central interventions. Those who typically mandate 
central policies and decisions will be less sensitive 
to how much can be accomplished through a variety 
of measures that encourage networking. Corporate 
linkage philosophies represent blinkers that constrain 
the options that receive attention.

TAbLE 5.3.1 Differences in linkage philosophy

Belief in decentralization Mixed Belief in central direction

Know-how  
sharing

 ■ Network facilitation  ■ Some central policies
 ■ Centres of excellence
 ■ Lead units
 ■ Franchise

 ■ Mandatory central  
policies and directives

Tangible  
resources  
sharing

 ■ Internal JVs/contracts
 ■ Voluntary use of shared 

resource units
 ■ Set up as profit centres 

 ■ Limited central functions 
and resources

 ■ Service level agreements 

 ■ Mandatory central  
functions and resources

 ■ Incomplete SBUs 

Pooled nego-
tiating  
power

 ■ Information sharing
 ■ Joint SBU teams and 

initiatives

 ■ Lead units  ■ Central functions experts

Vertical 
integration

 ■ Third party trading 
relationships, but first 
refusal in-house

 ■ Negotiated transfer prices
 ■ In-house preference
 ■ Centre influences 

relationship

 ■ Centre sets transfer  
prices and manages 
relationships for  
corporate benefit

Coordinated 
strategies

 ■ Centre arbitrates
 ■ Minimal constraints on 

scope/strategy 

 ■ Restrained central role
 ■ Matrix structure 
 ■ Task forces
 ■ Franchise 

 ■ Centre directs
 ■ Low SBU autonomy 

New business 
creation

 ■ SBU driven  ■ Task forces drawn from 
centre and SBUs

 ■ Centrally driven

65856_ch05_ptg01_242-294.indd   285 07/02/20   8:41 PM



286  SECTIon II Strategy CoNteNt

Another important factor is the corporate parent’s 
attitude to central staff resources. Should large, 
heavyweight staff groups be set up or not? Should the 
businesses be forced to work with the corporate staff, 
or should their use by the businesses be voluntary? 
As with centralization/decentralization choices, 
companies tend to have a dominant philosophy 
which governs the role of staff in managing linkages. 
Companies such as ABB are strenuously opposed to 
the use of corporate staff, wherever possible relying 
on decisions and resources in the business units. They 
fear that, lacking direct profit responsibility, staff can 
easily lose touch with the needs of the businesses and 
take on a life of their own, in which power and empire-
building take precedence over the benefits delivered 
to the corporation. Other companies, 3M or Cooper 
for instance, believe that corporate staff, at least in 
selected areas, are the best way to ensure that specialist 
expertise is developed and shared among units. They 
are therefore a source of valuable linkages. These 
beliefs will be reflected in the synergy interventions 
that the parent makes.

Different philosophies therefore influence the 
sorts of synergies that will be pursued and the means 
which will be used to pursue them. Take, for example, 
a new product-development initiative involving joint 
work between two or more business units. At one 
extreme, a ‘Hanson’ approach, suspicious of shared 
responsibilities of this sort, would likely press for the 
initiative to be pursued within one of the businesses or 
else dropped. By contrast, a ‘Unilever’ approach would 
be to provide encouragement and, if necessary, expert 
assistance, while allowing the businesses to pursue the 
matter in their own way, within a framework of strong 
corporate cultural norms to guide decision-making. A 
‘Canon’ approach would be different again, entailing 
willingness to give high corporate priority to the project, 
including assignment of numbers of both corporate 
and business staff to work full-time on the project to 
see it through to commercialization. Some assessment 
of the underlying corporate attitudes and beliefs about 
linkages should therefore form part of the review.

Mechanisms and processes
Companies also differ in the nature of the specific 
mechanisms and processes that they typically use to 
manage coordination. The review should identify the 
mechanisms and processes that are most frequently 
used, and should articulate the impact that they have 
on synergy management. What is the nature and 

importance of the budget and planning processes and 
how, if at all, do they affect cross-company initiatives? 
What sort of cross-business committees are in place 
and how do they work? What staff groups exist and 
what role do they play in linkages?

We argue that ‘well-grooved’ mechanisms are an 
important factor in gauging the ease with which a 
company’s synergy intervention will be implemented. 
Equally, ineffective or ill-suited mechanisms and 
processes can account for failure to realize some 
opportunities.

‘Five lenses analysis’
As a means of describing and analysing the parent’s 
approach to synergy issues, we have found that a display 
that views the characteristics of the parent through five 
interlinked lenses is useful (see Goold, Campbell and 
Alexander, 1994 and Figure 5.3.2). The five lenses are:

 ■ The beliefs, knowledge or mental maps that guide 
the behaviour and decisions of senior managers 
in the parent organization. These mental maps 
determine the corporate linkage strategy and 
philosophy, and guide the parent’s thinking about 
the selection and implementation of linkage 
mechanisms and interventions.

 ■ The structure of the company, including the way in 
which the business units are defined and the nature 
of parenting structures to which they report, and 
the systems and processes through which parent 
managers mainly exercise influence, pressure and 
control. The business-unit definitions determine 
what links between units need to be managed; 
the nature of the parenting structure, for example 
whether there are product divisions, geographical 
divisions, or a matrix structure, influences the 
parenting opportunities that will be pursued; and the 
systems and processes that are in place determine 
how they are most likely to be handled.

 ■ The functional staff, central service groups and 
corporate resources that are important in synergy 
management. The size, composition and strengths 
of the corporate staff and the way in which they 
operate are key components of the overall approach 
to cross-company working.

 ■ The people in the parent organization. The 
experience, skills and biases of key individuals 
in the parent have a major impact on synergy 
management.
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Mental
maps

Functions,
central services
and resources

Structures,
systems and

processes

Decentralization
contracts

People and 
skills

fIguRE 5.3.2 Parenting characteristics

 ■ The extent to which authority is delegated to 
business managers, together with the criteria by 
which their performance is judged and the rewards 
or sanctions for good or poor performance; we refer 
to this as the ‘decentralization contract’ for each 
business. The manner in which decentralization 
contracts are defined influences the sorts of linkage 
intervention that the parent is likely to make and 
that the businesses are likely to accept.

We have found that these five lenses provide a useful 
checklist for itemizing those features of the corporate 
parent’s approach to the management of synergies that 
matter most. By running through each of these headings 
and taking stock of the key features under each, a 
picture of the overall approach can be built up and 
made explicit. The five lenses can also be used to bring 
out ways in which the approach is changing, giving a 
direction of movement as well as a static picture.

Effectiveness of approach

The third step is to assess the effectiveness of 
the current synergy approach. How well does the 
approach match up with the opportunities? Is it 

working reasonably well, apart from a few specific 
problems? Are there any fundamental shortcomings 
that need to be tackled? Once the approach and the 
opportunities have been laid out in the first two steps 
of the review, the answers to these questions may 
be readily apparent. There are, however, some more 
structured questions that it may be useful to ask. 
These include:

 ■ Are there biases in the overall approach that 
condition which opportunities will be realized?

 ■ Are there any aspects of the approach which are 
impeding linkages; are there any ‘synergy killers’?

 ■ Do any business unit definitions need to be 
changed?

 ■ What have been the successes and failures of the 
approach, and what problems need addressing?

Biases in the overall approach
Earlier in this reading, we contrasted the corporate 
strategies and philosophies of different companies, 
including Hanson, Unilever, ABB and Canon. The 
differences in these companies’ approaches to 
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synergies mean that they will each steer away from 
certain sorts of interventions and towards others: their 
approaches bias both the types of linkages they are 
likely to emphasize and the means by which they will 
be pursued.

Nearly all companies have biases in their linkage 
parenting, and a value of the review is to lay out what 
they are. What does the corporate strategy emphasize? 
What are the dominant mental maps that are driving the 
linkage interventions that the parent chooses to make? 
What are the well-grooved processes that are usually 
chosen as the preferred way to intervene? If we can 
make these biases explicit, we may be able to see why 
certain synergy opportunities are grasped, while others 
are systematically overlooked; why some initiatives 
run smoothly, while others are always contentious and 
difficult.

 ■ In one manufacturer of automotive components, 
the corporate strategy stressed the importance 
of global coordination across different national 
companies. This strategy led to cost savings and 
superior customer service in many areas. However, 
it also led to pressure for rationalization of the 
product range that carried high opportunity costs 
in some countries. The basic presumption in favour 
of international coordination made it very difficult 
for the countries in question to get a fair hearing 
on these costs. Instead, they were accused of NIH 
thinking and told to fall into line with global policy. 
The bias in favour of international coordination in 
the corporate strategy prevented the parent from 
taking a balanced view of the advantages and 
disadvantages of product-range rationalization.

 ■ In a building products company, there was a strong 
commitment to decentralized networking as the 
best way to capture synergies, based partly on 
history and partly on a belief in the need to respect 
differences in each business unit’s markets. When 
the corporate parent wanted to encourage all the 
businesses to adopt a common MIS system, the 
networking bias resulted in an endless sequence of 
project-team meetings, in which it was impossible 
to reach agreement on a new standard system for 
all the businesses. It was only after literally years 
of delay that the parent insisted on a choice being 
made and pushed it through. The bias in favour of 
networking prevented a stronger corporate lead 
from being taken earlier.

The biases in a company’s overall approach will 
make it especially effective at handling certain sorts of 

linkages, but ineffective at others. For example, there 
are some parenting opportunities that require mandated 
central decisions and are unlikely to be grasped 
through interventions that simply aim to promote 
networking between the businesses. Hence, a parent 
with a bias in favour of decentralized networking 
is unlikely to be successful at realizing these sorts 
of parenting opportunities. Similarly, a staff-averse 
company that always tends to use cross-business 
project teams to handle linkages will find it difficult to 
push through parenting opportunities for which central 
staff are needed. By making explicit any biases in the 
approach, we may be able to understand better why 
some opportunities are being successfully realized 
while others are proving problematic. We can then 
decide whether to maintain the approach and endorse 
its biases or to consider making changes.

Synergy killers
Most discussions of synergy concern ways in which 
the corporate parent can make linkages between 
business units work better. Unfortunately, the harsh 
reality is that the corporate parent often inadvertently 
makes these connections more difficult, not easier. 
We need to recognize this fact, and can use a review 
of linkage parenting as a means of rooting out things 
that are impeding linkages. We refer to policies or 
characteristics of the parent that are systematically 
inhibiting linkages as ‘synergy killers’.

The effectiveness of the approach to linkages will 
be compromised if any of the following synergy killers 
are present:

 ■ Inhibiting corporate strategy. The most common 
way in which the corporate-level strategy can work 
against synergy is through lack of clarity. Lack of 
clarity about corporate priorities leads managers to 
be excessively cautious about when they collaborate 
and with whom. If managers in the businesses are 
unsure whether the corporate parent expects them to 
be coordinating their technical efforts or looking for 
cost savings in marketing, the uncertainty can leave 
them paralysed. A more obvious, if rarer, problem 
stems from corporate strategies that actively 
discourage linkages of any sort. In a notorious 
memorandum written after GEC’s acquisition of 
English Electric, Lord Weinstock informed the 
managers of the English Electric businesses that 
all cross-unit committees and projects were to be 
disbanded forthwith. In future, they would have 
only one responsibility: the performance of their 
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own units. Though few companies today take 
such a radical stance against synergies between 
businesses, some corporate-level strategies still 
discourage cooperation. ‘In my view’, stated one 
chief executive, ‘synergy is always an illusion. 
What is more, it fatally damages accountability.’ 
Not surprisingly, this attitude had a dampening 
effect on unit managers’ attempts to work together.

 ■ Infighting between the barons. In some companies, 
there are battles raging between senior managers. 
The battles may be about differences in corporate 
strategy or management philosophy. They may be 
about competition between managers for the top 
job. They may be due to personality clashes. They 
may be due to previous collaborations where one 
party felt let down. Whatever the reason, these 
battles have a huge negative impact on cooperation. 
Managers lower down are often aware of lost 
opportunities, but the climate of hostility between 
their bosses means that cooperation to pursue them 
is stifled. It is simply not acceptable to be seen to be 
‘working with the enemy’.

 ■ Culture of secrecy. In secretive companies, people 
play their cards close to their chests. Information 
about business unit performance, new product plans, 
operating issues and organization structures is given 
out reluctantly. In these circumstances, cooperation 
is hard, not only because it is difficult to find out 
what is going on in other units, but also because 
the free flow of information and communication 
that is needed to oil the wheels of synergies is 
inhibited. Why do these cultures occur? Sometimes 
it is fear of competitor espionage. Sometimes it is 
a result of resisting corporate information requests 
and interference. Sometimes it is associated with 
baronial infighting. Whatever the cause, a culture of 
secrecy reduces synergy.

 ■ Misaligned incentives. In many companies, bonus 
systems and promotion criteria depend largely 
or exclusively on the results managers achieve 
in their own businesses, and give no credit for 
contributions to other businesses or the corporate 
whole. The personal incentive system then makes it 
more difficult for business managers to cooperate, 
unless they can structure a deal that rewards all 
the units involved. Where the synergy involves a 
sacrifice by one unit to help others, and there is no 
ready process by which to compensate the loser, 
the incentive system will block progress. Again 
and again, we encountered situations in which 

this prevented managers from helping colleagues 
in other businesses, even though there was a clear 
net benefit. Where win/lose trade-offs exist, reward 
systems should aim to make it easier for business 
managers to cooperate; all too often, they have 
precisely the reverse effect.

 ■ Excessive performance pressure. When managers 
are hounded by close-to-impossible targets, they 
are apt to become defensive and inward-looking. 
In companies where business unit performance 
is paramount and where targets are set too high, 
managers often concentrate exclusively on things 
within their own immediate control and cease to be 
comfortable with situations where they must rely 
on their colleagues’ cooperation. Oppressive targets 
damp down the spirit of mutuality and collaboration 
from which synergies flow.

 ■ Insulation from performance pressure. At the opposite 
end of the spectrum from excessive performance 
pressure is insulation from performance pressure. 
If business units are insulated from performance 
pressures, the basic drive of enlightened self-
interest, on which so many beneficial sharing 
initiatives depend, will be weakened. In companies 
where synergies thrive, such as Mars or Canon, 
senior managers keep up the pressure for constant 
improvement, knowing that this leads to more energy 
from working together. In companies where the 
parent insulates the businesses from such pressures, 
the businesses are less likely to seek out mutually 
rewarding synergies.

 ■ Domineering corporate staff. If corporate staff 
groups have domineering or insensitive attitudes, 
business managers will automatically reject their 
ideas for improving linkages, however sound they 
may be. In a major chemical company with old 
established functional baronies, the heads of the 
corporate staff departments were inclined to issue 
policies and guidelines to the businesses with 
little consultation or recognition of inter-company 
differences. Over time, the business heads became 
adept at passive resistance and non-cooperation, 
spending much more time on the tactics of 
opposition than on assessing whether the proposed 
policies were, in fact, beneficial. As a result, genuine 
synergy opportunities were resisted as strenuously 
as misguided attempts at standardization.

 ■ Mistrust. An atmosphere of mistrust undermines 
cooperation. If the businesses believe that their 
sister units are out to take advantage of them, or 
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are always unwilling to put themselves out to help, 
relations are quickly soured to the point where even 
well-intentioned initiatives are blocked. Equally, if 
a climate of opinion has grown up where business 
managers believe that corporate management or 
staff are incompetent or untrustworthy, synergy 
interventions are likely to be resisted in principle. 
Expensive, high profile failures seriously undermine 
the credibility and prospects of any future proposal. 
Particular problems arise when the parent is 
suspected of having a hidden agenda, since all 
initiatives will be scrutinized for ulterior motives, 
and interpreted in the worst possible light.

All companies have some synergy killers. Our 
concern should be with pathological characteristics that 
may be causing widespread damage, not with minor 
irritants. Is there a strong sense that some of the parent’s 
characteristics are really preventing collaboration? Can 
we see evidence from the unrealized opportunities 
that indicates that these synergy killers are having a 
real impact? How can the parent adjust the corporate 
context to make linkages work better?

While synergy killers inhibit linkages, their opposites 
create the sort of fertile ground in which cooperation 
flourishes. Clear corporate strategies that support high 
priority synergies; good personal relationships between 
senior managers in the businesses; an open culture 
that promotes sharing; incentive systems that reward 
attempts to create synergies; corporate pressure to raise 
performance through sharing best practices; competent 
staff units that are sensitive in their relationships with 
the businesses; and an atmosphere of mutual trust 
and support are all conducive to perceiving synergy 
opportunities and implementing them successfully. 
The parent should aim to nurture synergies through 
creating these fertile ground conditions. Hence, even 
if no real synergy killers exist, the review may still 
pinpoint ways in which the corporate context could be 
made more fertile for synergies.

Business unit definitions
The boundaries established around a group’s business 
units are fundamental for the approach to synergies. By 
changing the definition of the business units, the parent 
automatically changes the nature of the potential links 
between business units. If a new European unit is set 
up out of previously separate national units, issues of 
manufacturing coordination that used to be handled 
as linkages between separate units are now managed 
within a single larger entity. ‘Internalizing’ the 

linkages in this way makes a big difference, because 
there is now a single general manager for the combined 
business who is in a position to decide on trade-offs 
between the subunits and who will be held responsible 
for the results of the integrated entity. This makes 
certain interventions much easier to push through, 
although it may involve some reduction in focus on the 
product-market niches within the larger entity.

The trade-offs between breadth and focus in 
business-unit definition are complex. There are, 
however, some business-unit definition issues 
that should be addressed in a review of synergy 
management. In particular, it is important to raise the 
following questions:

 ■ Are there some important synergies that are never 
likely to be realized with the current business-unit 
definitions? If so, are there alternative definitions 
that should be considered?

 ■ Are certain synergies harder to achieve because 
of the manner in which the boundaries around the 
business units are set up and managed?

There  a re  some c i rcumstances  in  which 
coordination between separate businesses is never 
likely to be achieved, however beneficial it may be for 
the group. If, for example, the collective net benefits 
involve costs to one or more units that are hard or 
impossible to compensate for, the initiative is likely 
to be blocked. Thus, it may be almost impossible to 
bring about coordinated production planning between 
separate units if it involves one or more units shutting 
their factories and transferring production to another. 
To avoid the consequent reduction in power and status, 
the general managers of the units in question will 
be likely to go to any lengths to block or undermine 
the initiative. Conclusion: the best way to achieve 
this synergy benefit will probably be to redefine the 
business to encompass all the previously separate 
units, giving responsibility for optimizing performance 
to a single management team.

Other situations in which managers should consider 
a redefinition of the businesses to achieve desirable 
synergies include the following:

 ■ Deeply embedded hostility and mistrust between 
senior managers in the different units.  If the 
rivalry between the general managers of the units 
is intense, they may simply be unwilling to work 
together, whatever the benefits. The solution may be 
to redefine the business units and give responsibility 
for both of them to one or other of the managers.
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 ■ Hard-to-allocate costs and revenues.  If shared 
production facilities or the lack of an open third-
party market for products traded between the 
units make it difficult to agree a split of costs and 
revenues, any form of cooperation is likely to suffer, 
since underlying disputes about transfer prices 
and allocated costs will dominate everything else. 
In such circumstances, it is often better to expand 
the business definition to include both units, with a 
single bottom line. Coordination issues then become 
a means to maximize aggregate profitability rather 
than the pretext for haggling over how to divide up 
the results.

 ■ Need for speedy and continuous resolution of trade-
off judgments. Concerns about contamination and 
lack of focus have led many companies to create 
more and more separate profit centres, each with 
its own management and strategy. This drive for 
business focus creates major difficulties if the 
separate businesses need to be in constant touch 
with each other and have to resolve a series of 
difficult day-to-day trade-offs. For example, if two 
petrochemical businesses share a process plant 
and continuous decisions about output mix are 
needed to achieve the optimum overall profitability, 
taking account of the shifting relative prices of 
different inputs and of different end products, the 
two businesses will be locked in constant complex 
negotiations about how to run the plant. A structure 
in which a single management team is responsible 
for optimizing both businesses is likely to work 
more smoothly.

The underlying issue is whether, for whatever 
reason, coordination between the separate businesses’ 
management teams will always be much less effective 
than coordination under a single management team. 
Managers should therefore examine the current 
business-unit boundaries to see if they are preventing 
any important synergies from taking place. If they are, 
consider altering the boundaries.

Judgments about whether a redefinition of the 
businesses is necessary should also reflect the nature of 
the boundaries. If decentralization contracts emphasize 
the autonomy of the business heads and provide few 
incentives or opportunities for them to work together, 
potential problems resulting from separate business 
definitions will be magnified. If, however, business 
heads do not expect to have full control over all the 
functions and resources they need in their businesses, 
and work in a context that encourages and requires 
frequent liaison with colleagues from other businesses 

and from central functions, the boundaries around the 
separate businesses will be more naturally permeable. 
In Canon, for example, business managers are very 
ready to work on cross-business project teams, to draw 
on corporate staff support, and to coordinate with other 
businesses: the corporate approach to coordination 
stresses the connections between the businesses, 
not the boundaries that separate them. With more 
permeable boundaries around the businesses, there is 
more flexibility to make different business definitions 
work well. With more separation between businesses, 
there is a greater premium on drawing the boundaries 
in ways that will internalize linkages that would 
otherwise become problematic.

Successes and failures
Last, but not least, the effectiveness of the overall 
approach can be tested in terms of evident successes 
and failures: well and poorly rated mechanisms 
and processes, fully and less fully realized synergy 
opportunities, patterns of success and failure that cast 
light on organizational strengths and weaknesses.

As part of the audit of the current approach, it is 
essential to canvas opinion about the effectiveness of the 
main systems and processes for managing synergies, 
and of the key staff groups that promote them. Surveys, 
in-depth discussions or focus groups can bring well-
grooved and successful mechanisms into relief and 
pinpoint areas of friction or dissatisfaction. Poorly 
rated mechanisms should then be examined more 
carefully. What are the causes of dissatisfaction? Is it 
a mechanism for chasing mirages? Are the parenting 
opportunities on which it is targeted clear, or is it being 
driven by parenting bias? Is it wasting the time of 
managers at the centre or in the businesses? Should we 
consider other ways of intervening to realize the target 
benefits, or should we simply discontinue our efforts if 
they are not working?

Another way into the successes and failures 
analysis is via the synergy opportunities review. Do 
the unrealized opportunities indicate some underlying 
gap or shortcoming in our approach? Is there some 
mismatch between the processes or interventions we 
use for getting at the opportunities and the nature of 
the opportunities? If, for example, we are consistently 
failing to achieve the benefits of better capacity 
utilization that vertical integration should provide, 
is this because there is something wrong with our 
transfer-pricing processes or with our approach to 
combined investment planning? Or are our business-
specific performance measures to blame? Our quest 
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should be to unearth new or different mechanisms 
for intervening that are better suited for the parenting 
opportunities open to us, in order to reduce the number 
of important unrealized opportunities.

We have also found that a retrospective analysis of 
patterns of success and failure with previous synergy 
interventions can be useful. Which synergies have we 
managed well – and probably taken for granted? What 
notorious initiatives have caused the most trouble and 
yielded the least benefit? What can we learn from these 
successes and failures?

By examining the successes, we will be able 
to see more clearly what mechanisms work best 
for us. What opportunities have we derived most 
benefit from? By what means did we realize these 
opportunities? Answers to these questions will reveal 
what the organization’s well-grooved mechanisms and 
processes are, and will help to shape thinking about 
how to tackle new opportunities. By examining the 
failures, we may discover underlying weaknesses in 
our skills or processes, or organizational blockages 
and synergy killers that lie behind our inability to 
implement certain types of synergies successfully. A 
sense of these underlying patterns is useful in assessing 
the effectiveness of the approach.

Agenda for change

The output from the review should be a short-list of 
possible new initiatives for more detailed consideration. 
Since the review is a broadly based stock take, the purpose 
is to create an agenda of possible changes, not to arrive at 
firm conclusions about how to move forward. Each of the 
possible initiatives that emerge from the review will then 
need to be subjected to detailed scrutiny.

The short-list should embrace:

 ■ high priority unrealized synergy opportunities, 
including ways to address them;

 ■ changes in underlying strategy or philosophy 
that may increase the effectiveness of the overall 
approach;

 ■ changes in specific coordination processes or 
mechanisms, including elements that should 
be discontinued because they may be having a 
damaging effect, as well as new initiatives that 
should be considered;

 ■ possible changes in business unit definitions.

Prioritization of the ideas that emerge from the 
review is essential. The front-runners normally select 

themselves, either because of the size of the potential 
benefits (or disbenefits) or the strength of feeling 
among managers. But the cut-off on what to take 
forward is more a matter for judgment. We have four 
pieces of advice in forming the judgment.

First, be selective. A focused follow-through on 
three or four key initiatives is much more likely to 
yield tangible benefits than a long drawn-out survey 
of a couple of dozen possibly attractive options. And 
if the review is not seen to lead on fairly quickly to 
action, its credibility will suffer and managers will lose 
enthusiasm.

Second, look forward, not back. Give preference 
to ideas that anticipate breaking trends and build 
links that will become increasingly valuable in the 
future. Avoid focusing on initiatives that deal with 
yesterday’s problems or with issues that are likely to 
become less significant. Concentrate, for example, on 
putting in place pricing coordination mechanisms to 
avoid arbitrage in what will become an increasingly 
integrated European marketplace. Don’t struggle 
to promote common design and manufacturing of 
components that more and more of the business units 
are already tending to outsource.

Third, use your rivals and competitors to guide 
your sense of priorities. If your main competitors are 
deriving much more benefit from sharing know-how 
than you are, move it up your priority list, unless 
there are good reasons why it is always likely to be 
less important to you than to them. If others have 
tried and failed with a shared-purchasing initiative, 
be cautious about pushing ahead with it. The concern 
should be with the specific achievements of known 
competitors, not with current general management 
fads and fashions. Of course, this presumes a certain 
level of competitive intelligence, which is not always 
present. However, we believe that efforts to find out 
about competitors’ initiatives can play a valuable role 
in establishing a final short-list.

Fourth, recognize system effects. The five-lenses 
analysis brings out the connections between different 
aspects of the synergy approach. Successes and failures 
often stem from deeply rooted attitudes that underlie 
the use of certain mechanisms rather than others. 
Proposals to make changes in a given process or to 
address a specific opportunity may therefore entail 
consequential changes in other areas. Consider whether 
specific initiatives will work in the whole context in 
which they will be taken; assess the possibility that 
a systematic change programme to shift the overall 
culture may be required as a pre-condition for success 
in specific areas.
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6
CHAPTER 

NETwoRk LEvEL 
STRATEgy

When bad men combine, the good must associate; else they will fall, 
one by one, an unpitied sacrifice in a contemptible struggle.
Edmund Burke (1729–1797); Anglo-Irish politician and writer

INTRoduCTIoN

A business unit can have a strategy, while a group of business units can also have a 
strategy together – this joint course of action at the divisional or corporate level was 

discussed in the previous chapter. What has not been examined yet, is whether a group of 
companies can also have a strategy together. Is it possible that companies do not develop 
their strategies in ‘splendid isolation’, but rather coordinate their strategies to operate as a 
team? And is it a good idea for firms to link up with others for a prolonged period of time 
to try to achieve shared objectives together?

Where two or more firms move beyond a mere transactional relationship and work 
jointly towards a common goal, they form an alliance, partnership or network, sometimes 
named an ‘ecosystem’. Their shared strategy is referred to as a network level strategy. In 
such a case, strategy is not only ‘concerned with relating a firm to its environment’, as was 
stated in Chapter 4, but also with relating a network to its broader environment.

The existence of networks does raise a range of questions, not the least of which 
is whether they make strategic sense or not. Is it beneficial to engage in long-term 
collaborative relationships with other firms or is it more advantageous for firms to ‘keep 
their distance’ and to interact with one another in a more market-like, transactional way? 
Is it viable to manage a web of partnership relations or is it preferable to keep it simple, 
by having the firm operate more or less independently? To address these questions is to 
raise the issue of inter-organizational relationships – what should be the nature of the 
relationship between a firm and other organizations in its surroundings? This issue will be 
the focus of further discussion in this chapter.

THE ISSuE of INTER-oRgANIzATIoNAL 
RELATIoNSHIPS

No firm exists that is autarchic. All firms must necessarily interact with other organizations 
(and individuals) in their environment and therefore they have inter-organizational (or 
inter-firm) relationships. These relationships can evolve without any clear strategic intent 
or tactical calculation, but most managers agree that actively determining the nature of 
their external relations is a significant part of what strategizing is about. Even avoiding 
relations with some external parties can be an important strategic choice.
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Relational actors
In Figure 6.2 an overview is given of the eight major groups of external parties with 
whom the firm can, or must, interact. A distinction has been made between industry and 
contextual actors. The industry actors are those individuals and organizations that perform 
value-adding activities or consume the outputs of these activities. The contextual actors are 
those parties whose behaviour, intentionally or unintentionally, sets the conditions under 
which the industry actors must operate. The four main categories of relationships between 
the firm and other industry parties are the following (e.g. Porter, 1980; Reve, 1990):

 ■ Upstream vertical (supplier) relations. Every company has suppliers of some sort. 
In a narrow definition these include the providers of raw materials, parts, machinery 
and business services. In a broader definition the providers of all production factors 
(land, capital, labour, technology, information and entrepreneurship) can be seen as 
suppliers, if they are not part of the firm itself. All these suppliers can either be the 
actual producers of the input, or an intermediary (distributor or agent) trading in the 
product or service. Besides the suppliers with which the firm transacts directly (first-
tier suppliers), the firm may also have relationships with suppliers further upstream in 
the industry. All these relationships are traditionally referred to as upstream vertical 
relations, because economists commonly draw the industry system as a column.

 ■ Downstream vertical (buyer) relations. On the output side, the firm has relationships with 
its customers. These clients can either be the actual users of the product or service, or 
intermediaries trading the output. Besides the buyers with which the firm transacts directly, 
it may also have relationships with parties further downstream in the industry column.

 ■ Direct horizontal (industry insider) relations. This category includes the relations 
between the firm and other industry incumbents. Because these competitors produce 
similar goods or services, they are said to be at the same horizontal level in the industry 
column.

Relational
Actor A

Relational
Actor B

Relational
Objectives

Relational
Arrangement

Relational
Objectives

Relational Factors

fIguRE 6.1 Aspects of inter-organizational relations

To gain a better understanding of the interaction between firms, four aspects are of 
particular importance and will be reviewed here – the who, why, what and how of inter-
organizational relationships (see Figure 6.1). The first aspect is the question of who – 
who are the potential counterparts with whom a firm can actually have a relationship? 
This is referred to as the topic of ‘relational actors’. The second aspect is the question of  
why – why do the parties want to enter into a relationship with one another? This is 
referred to as the topic of ‘relational objectives’. The third aspect is the question of what 
– what type of influences determine the nature of the relationship? This is referred to 
as the topic of ‘relational factors’. The fourth aspect is the question of how – how can 
relationships be structured into a particular organizational form to let them function in the 
manner intended? This is referred to as the topic of ‘relational arrangements’.
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Besides relationships with these industry actors, there can be many contacts with 
condition-setting parties in the broader environment. Employing the classic SEPTember 
distinction, the following rough categories of contextual actors can be identified:

 ■ Socio-cultural actors. Individuals or organizations that have a significant impact on 
societal values, norms, beliefs and behaviours may interact with the firm. These could 
include the media, community groups, charities, religious organizations and opinion 
leaders.

 ■ Economic actors. There can also be organizations influencing the general economic 
state of affairs, with which the firm interacts. Among others, tax authorities, central 
banks, employers’ federations, stock exchanges and unions may be of importance.

 ■ Political/legal actors. The firm may also interact with organizations setting or 
influencing the regulations under which companies must operate. These could 
include governments, political parties, special interest groups, regulatory bodies and 
international institutions.

Suppliers

The Firm

Upstream
Vertical

Relations

Direct
Horizontal
Relations

Industry
Insiders

(Competitors)

Economic Actors
(e.g. tax authorities, central banks,

employers' federations, stock
exchanges, unions)

Socio-Cultural Actors
(e.g. community groups,

media, opinion leaders, religious
organizations)

Technological Actors
(e.g. patent of�ces, universities,

research institutes,
standardization bodies)

Political/Regulatory Actors
(e.g. governments, lobbyists,

parties, regulatory bodies,
international institutions)

Indirect
Horizontal
Relations

Industry
Outsiders

(Complementors)

Downstream
Vertical

Relations

Buyers

fIguRE 6.2 The firm and its web of relational actors

 ■ Indirect horizontal (industry outsider) relations. Where a firm has a relationship with 
a company outside its industry, this is referred to as an indirect horizontal relation. 
Commonly, companies will have relationships with the producers of complementary 
goods and services (e.g. hardware manufacturers with software developers). Such a 
relationship can develop with the producer of a substitute good or service, either as 
an adversary or as an ally. A relationship can also exist between a firm and a potential 
industry entrant, whereby the incumbent firm can assist or attempt to block the entry 
of the industry outsider. Furthermore, a firm can establish a relationship with a firm 
in another industry, with the intention of diversifying into that, or a third, industry. 
In reality, where industry boundaries are not clear, the distinction between direct and 
indirect horizontal relations is equally blurry.
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 ■ Technological actors. There are also many organizations that influence the pace and 
direction of technological development and the creation of new knowledge. Among 
others, universities, research institutes, patent offices, government agencies and 
standardization bodies may be important to deal with.

As Figure 6.2 visualizes, companies can choose, but are often also forced, to 
interact with a large number of organizations and individuals in the environment. This 
configuration of external actors with which the organization interacts is referred to as the 
company’s group of ‘external stakeholders’.

Relational objectives
How organizations deal with one another is strongly influenced by what they hope to achieve 
(e.g. Dyer and Singh, 1998; Preece, 1995). Both parties may have clear, open and mutually 
beneficial objectives, but it is also possible that one or both actors have poorly defined 
intentions, hidden agendas and/or mutually exclusive goals. Moreover, it is not uncommon 
that various people within an organization have different, even conflicting, objectives and 
expectations with regard to an external relationship (e.g. Allison, 1969; Doz and Hamel, 1998).

Where two or more firms seek to work together with one another, they generally do so 
because they expect some value added – they assume more benefit from the interaction 
than if they had proceeded on their own. This expectation of value creation as a driver for 
cooperation was also discussed in Chapter 5, where two or more business units worked 
together to reap synergies. In fact, the same logic is at play between business units and 
between companies. In both cases, managers are oriented towards finding sources of added 
value in a potential relationship with another – either across business unit boundaries 
or across company boundaries. Hence, the same sources of synergy identified in the 
discussion on corporate level strategy are just as relevant when examining the objectives 
for inter-organizational cooperation (see Figure 6.3).

Product Offering
(Value Proposition)

Activity System
(Value Chain)

Resource Base
(Stock of Assets)

Product Offering
(Value Proposition)

Activity System
(Value Chain)

Resource Base
(Stock of Assets)

Leveraging
Resources

Integrating
Activities

Aligning
Positions

FIRM A FIRM B

MARKETS MARKETS

fIguRE 6.3 Inter-organizational cooperation objectives
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Relations oriented towards leveraging resources. The first area where companies 
can cooperate is at the level of their resource bases. By sharing resources with one another, 
companies can improve either the quantity or quality of the resources they have at their 
disposal. There are two general ways for firms to leverage resources to reap mutual benefit:

 ■ Learning. When the objective is to exchange knowledge and skills, or to engage in the 
joint pursuit of new know-how, the relationship is said to be learning-oriented. Firms 
can enter into new learning relationships with industry outsiders, but can also team up 
with industry incumbents, for instance to develop new technologies or standards (e.g. 
Hamel, Doz and Prahalad, 1989, Reading 6.1; Shapiro and Varian, 1998). However, 
firms can add a learning objective to an already existing relationship with a buyer or 
supplier as well.

 ■ Lending. Where one firm owns specific resources that it cannot make full use of, or 
another firm can make better use of, it can be attractive for both to lend the resource 
to the other. Lending relationships happen frequently in the areas of technology, 
copyrights and trademarks, where licensing is commonplace. But physical resources 
can also be lent, usually in the form of lease contracts. In all cases the benefit to lenders 
can be financial or they receive other resources in return.

Relations oriented towards integrating activities. The second area where 
companies can cooperate is at the level of their activity systems. Few companies can 
span an entire industry column from top to bottom and excel at every type of activity. 
Usually, by integrating their value chains with other organizations, firms can be much 
more efficient and effective than if they were totally separated. There are two general ways 
for firms to integrate their activities with others:

 ■ Linking. The most common type of relationship in business is the vertical link between 
a buyer and a seller. All relationships in which products or services are exchanged 
fall into this category. Most firms have many linking relationships, both upstream and 
downstream, because they want to focus on only a limited number of value-adding 
activities, but need a variety of inputs, as well as clients to purchase their finished 
goods.

 ■ Lumping. Where firms bring together their similar activities to gain economies of scale, 
the relationship is said to be oriented towards lumping. Sharing operations (e.g. airline 
alliances), sales infrastructure (e.g. software cross-selling deals), logistics systems (e.g. 
postal partnerships) or payment facilities (e.g. inter-bank settlement agreements) are 
examples of where firms can lump their activities together. Because the activities need 
to be more or less the same to be able to reap scale economies, lumping relationships 
are usually found between two or more industry insiders.

Relations oriented towards aligning positions. The third area where companies 
can cooperate is at the level of their market positions. Even where companies want 
to keep their value-adding activities separate, they can coordinate their moves in the 
environment with the intention of strengthening each other’s position. Usually, this 
type of coalition-building is directed at improving the joint bargaining power of the 
cooperating parties. These position-enhancing relationships can be further subdivided 
into two categories:

 ■ Leaning. Where two or more firms get together to improve their bargaining position 
vis-à-vis other industry actors, it is said that they lean on each other to stand stronger. 
Leaning can be directed at building up a more powerful negotiation position towards 
suppliers, or to offer a more attractive package of products and services towards buyers. 
Getting together with other companies to form a consortium to launch a new industry 
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standard can also bolster the position of all companies involved. At the same time, 
the cooperation can be directed at weakening the position of an alternative group of 
companies or even heightening the entry barriers for interested industry outsiders.

 ■ Lobbying. Firms can also cooperate with one another with the objective of gaining 
a stronger position vis-à-vis contextual actors. Such lobbying relationships are often 
directed at strengthening the firms’ voice towards political and regulatory actors, such 
as governments and regulatory agencies. However, firms can get together to put pressure 
on various other contextual actors, such as standard-setting bodies, universities, tax 
authorities and stock exchanges.

In practice, cooperative relationships between organizations can involve a number of 
these objectives simultaneously. Moreover, it is not uncommon for objectives to shift over 
time and for various participants in the relationship to have different objectives.

Relational factors
How inter-organizational relationships develop is strongly influenced by the objectives 
pursued by the parties involved. However, a number of other factors also have an impact 
on how relationships unfold. These relational factors can be grouped into four general 
categories (e.g. Gulati, 1998; Mitchell, Agle and Wood, 1997):

 ■ Legitimacy. Relationships are highly impacted by what is deemed to be legitimate. 
Written and unwritten codes of conduct give direction to what is viewed as acceptable 
behaviour. Which topics are allowed on the agenda, who has a valid claim, how 
interaction should take place and how conflicts should be resolved, are often decided 
by what both parties accept as ‘the rules of engagement’. There is said to be ‘trust’, 
where it is expected that the other organization or individual will adhere to these rules. 
However, organizations do not always agree on ‘appropriate behaviour’, while what is 
viewed as legitimate can shift over time as well. It can also be (seen as) advantageous to 
act opportunistically by not behaving according to the unwritten rules (e.g. Gambetta, 
1988; Williamson, 1991).

 ■ Urgency.  Inter-organizational relations are also shaped by the factor ‘timing’. 
Relationships develop differently when one or both parties is under time pressure to 
achieve results, as opposed to a situation where both organizations can interact without 
experiencing a sense of urgency (e.g. James, 1985; Pfeffer and Salancik, 1978).

 ■ Frequency. Inter-organizational relations also depend on the frequency of interaction 
and the expectation of future interactions. Where parties expect to engage in a one-off 
transaction they usually behave differently than when they anticipate a more structural 
relationship extending over multiple interactions. Moreover, a relationship with a 
low rate of interaction tends to develop differently than one with a high regularity of 
interaction (e.g. Axelrod, 1984; Dixit and Nalebuff, 1991).

 ■ Power. Last but not least, relations between organizations are strongly shaped by 
the power held by both parties. Power is the ability to influence others’ behaviour 
and organizations can have many sources of power. Most importantly for inter-
organizational relationships, a firm can derive power from having resources that 
the other organization requires. In relationships with a very high level of resource 
dependence, firms tend to behave differently towards each other than when they are 
interdependent or relatively independent of one another (e.g. Pfeffer and Salancik, 
1978; Porter, 1980).

The impact of power differences on inter-organizational relationships in particular 
is given extensive attention in the strategic management literature. Many authors  
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(e.g. Chandler, 1990; Kay, 1993; Pfeffer and Salancik, 1978; Porter, 1980; Schelling, 
1960) stress that for understanding the interaction between firms it is of the utmost 
importance to gain insight into their relative power positions. One way of measuring 
relative power in a relationship is portrayed in Figure 6.4, where a distinction is 
made between the closeness of the relationship (loose vs tight) and the distribution 
of power between the two parties involved (balanced vs unbalanced). This leads to a 
categorization of four specific types of inter-firm relationships from the perspective of 
relative power position. These four categories (adapted from Ruigrok and Van Tulder, 
1995) are:

A Mutual independence. Organizations are independent in a relationship if they have 
full freedom to act according to their own objectives. Independence in an inter-
organizational relationship means that organizations will only interact on their own 
terms and that they have the ability to break off the relationship without any penalty. In 
a situation of mutual independence, neither organization has significant influence over 
the other.

B Unbalanced independence.  When two organizations work together in a loose 
relationship, one side (Firm A) can have more power than the other (Firm B). In such 
a case, it is said that Firm A is more independent than Firm B – Firm A’s power gives 
it more freedom to act, while Firm B can be influenced by the powerful Firm A. This 
situation is called unbalanced independence, as both sides are independent, but one 
more so than the other.

C Mutual dependence. Two organizations can have a tight relationship, in which they are 
mutually dependent, while having an equal amount of sway over their counterpart. This 
type of situation, where there is a substantial, yet balanced, relationship between two or 
more parties, is also called interdependence.

D Unbalanced dependence. Where a tight relationship is characterized by asymmetrical 
dependence, one party will be able to dominate the other. In this situation of unbalanced 
dependence, the organization with the lower level of dependence will have more 
freedom to manoeuvre and impose its conditions than its counterpart.

Firm A Firm B

Firm A

Firm B

Firm A

Firm B

Firm A Firm B

A. Mutual Independence

B. Unbalanced Independence

C. Mutual Dependence

D. Unbalanced Dependence

Loose Relationship Tight Relationship

Balanced
Relationship

Unbalanced
Relationship

fIguRE 6.4 Relative power positions in inter-organizational relationships
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The first category, mutual independence, is what is typically expected of a market 
relationship, although it is not strange to also witness market relationships that fit more 
in the second category, unbalanced independence. At the other extreme, unbalanced 
dependence is very close to the situation that would occur if the dominant firm acquired its 
counterpart. Whether acquired or fully dependent, the dominant firm controls its behaviour. 
For this reason it is said that in cases of unbalanced dependence the inter-organizational 
relationship comes close to resembling the hierarchy-type relationship found within a firm. 
Interdependence seems to be somewhere between market and hierarchy-type relationships. 
What this means for the structuring of these relationships will be examined below.

Relational arrangements
In the classic dichotomy, the firm and its environment are presented as rather distinct 
entities. Within a firm, coordination is achieved by means of direct control, leading 
transaction cost economists to refer to this organizational form as a “hierarchy” 
(Williamson, 1975, 1985). In a hierarchy a central authority governs internal relationships 
and has the formal power to coordinate strategy and solve inter-departmental disputes. In 
the environment, relationships between firms are non-hierarchical, as they interact with 
one another without any explicit coordination or dispute settlement mechanism. This 
organizational form is referred to as a ‘market’.

In Chapter 5 it was argued that there are all types of activities that companies should 
not want to internalize and run themselves, but should leave up to the marketplace. In 
many situations, it is much more efficient to buy inputs in the market than to make them 
yourself – where activities are performed by autonomous parties and outputs are sold in 
the marketplace, costs will often be lowest. As summarized by Ouchi (1980, p. 130), “In a 
market relationship, the transaction takes place between the two parties and is mediated by 
a price mechanism in which the existence of a competitive market reassures both parties 
that the terms of exchange are equitable”.

Integration of activities into the firm is only necessary where ‘markets do not function 
properly’ – where doing it yourself is cheaper or better. The firm must internalize activities, 
despite the disadvantages of hierarchy, where the ‘invisible hand’ of the market cannot be 
trusted to be equitable and effective. Control over activities by means of formal authority – 
the ‘visible hand’ – is needed under these conditions. This is particularly true of all of the 
synergy advantages mentioned in Chapter 5 that the corporation would not be able to reap 
if the various business activities were not brought together under one ‘corporate roof’.

In reality, however, there are many organizational forms between markets and hierarchies 
(e.g. Hakansson and Johanson, 1993; Powell, 1990; Thorelli, 1986). These are the networks, 
partnerships or alliances introduced at the start of this chapter. In networks, strategies are 
coordinated and disputes resolved, not through formal top-down power, but by mutual 
adaptation. To extend the above metaphor, networks rely neither on the visible nor invisible 
hand to guide relationships, but rather employ the “continuous handshake” (Gerlach, 1992).

The organizations involved in networks can employ different sorts of collaborative 
arrangements to structure their ties with one another. In Figure 6.5, an overview of a number 
of common types of collaborative arrangements is presented. Two major distinctions are 
made in this overview. First, between bilateral arrangements, which only involve two 
parties, and multilateral arrangements, which involve three or more. Commonly, only the 
multilateral arrangements are referred to as networks, although here the term is employed 
to cover all groupings of two or more cooperating firms. The second distinction is between 
non-contractual, contractual and equity-based arrangements. Non-contractual arrangements 
are cooperative agreements that are not binding by law, while contractual arrangements do 
have a clear legal enforceability. Neither, however, involves taking a financial stake in each 
other or in a new joint venture, while the equity-based arrangements do.
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The intent of these collaborative arrangements is to profit from some of the advantages 
of vertical and horizontal integration, without incurring their costs. Networks are actually 
hybrid organizational forms that attempt to combine the benefits of hierarchy with the 
benefits of the market. The main benefits of hierarchy are those associated with the 
structural coordination of activities. In non-market relational arrangements, all parties 
collaborate on a more long-term basis with the intent of realizing a common goal. They 
will organize procedures, routines and control systems to ensure effective and efficient 
functioning of their joint activities and a smooth transition at their organizational interfaces. 
The benefits of the market that these collaborative arrangements retain are flexibility 
and motivation. By not being entirely locked into a fixed hierarchy, individual firms 
can flexibly have multiple relationships of varying length and intensity, and can change 
these relationships more easily where circumstances require adaptation. The market also 
provides the motivation to be efficient and to optimize the pursuit of the organization’s 
self-interest. This entrepreneurial incentive can be a strong spur for risk-taking, innovation 
and change.

A significant advantage of collaborative arrangements is that such relationships facilitate 
the process of ‘co-specialization’. Much of humanity’s economic progress is based on the 
principle of specialization by means of a division of labour. As people and firms focus 
more closely on performing a limited set of value-adding activities, they become more 
effective and efficient in their work. This division of labour assumes, however, that the 
value-adding activities that are outsourced by one become the specialization of another, 
hence co-specialization. Yet, many activities cannot be outsourced to outsiders on the 
basis of normal market relations, either due to the risk of dependence or because of the 
need for the structural coordination of activities. Under these conditions, collaborative 
arrangements can act as a synthesis of hierarchy and market relations, thus catalyzing the 
process of specialization (e.g. Axelsson and Easton, 1992; Best, 1990).

Such co-specialization can progress to such an extent that clusters of firms work 
together in more or less permanent networks. Such symbiotic groups of collaborating firms 
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fIguRE 6.5 Examples of collaborative arrangements
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can actually function as ‘virtual corporations’ (e.g. Chesbrough and Teece, 1996; Quinn, 
1992). In such networks, the relationships between the participating firms are often very 
tight and durable, based on a high level of trust and perceived mutual interest. While each 
organization retains its individual identity, the boundaries between them become fuzzy, 
blurring the clear distinction between ‘the organization’ and ‘its environment’. When 
a high level of trust and reciprocity has been achieved, relations can move far beyond 
simple contractual obligations. The collaborative relations can become more open-ended, 
with objectives, responsibilities, authority and results not fully determined in advance in a 
written contract, but evolving over time, given all parties’ sincere willingness to ‘work on 
their relationship’ (e.g. Jarillo, 1988; Kanter, 1994).

While the intention of collaborative arrangements may be to blend the advantages of 
hierarchy with the qualities of the market, it is also possible that the weaknesses of both 
are actually combined. The main weakness of hierarchy is bureaucracy – creating red 
tape, unnecessary coordination activities and dulling the incentive to perform. In reality, 
collaborative arrangements might be mechanisms for structuring static relationships and 
dampening entrepreneurial behaviour. A further danger is that the mutual dependence 
might become skewed, shifting the balance of power to one of the partners. Under such 
conditions, one or more organizations can become dependent on a dominant party, 
without much influence (voice) or the possibility to break off the relationship (exit). Such 
unbalanced dependency relationships (see Figure 6.4) might be a great benefit for the 
stronger party, but can easily lead to the predominance of its interests over the interests 
of the weaker partners (e.g. Oliver and Wilkinson, 1988; Ruigrok and Van Tulder, 1995).

Simultaneously, such partnerships are vulnerable to the main disadvantage of the 
market, namely opportunism. Companies run the risk of opportunism, which is (according 
to Williamson, 1985, p. 47):

... self-interest seeking with guile. This includes but is scarcely limited to more 
blatant forms, such as lying, stealing and cheating … More generally, opportunism 
refers to the incomplete or distorted disclosure of information, especially to 
calculated efforts to mislead, distort, disguise, obfuscate, or otherwise confuse.

Such behaviour can be limited by clearly defining objectives, responsibilities, authority 
and expected results ahead of time, preferably in an explicit contract. Even then 
collaborative arrangements expose companies to the risk of deception, the abuse of trust 
and the exploitation of dependence, making their use by no means undisputed.

THE PARAdox of ComPETITIoN ANd 
CooPERATIoN

We have no eternal allies and we have no perpetual enemies. Our interests are 
eternal and perpetual, and those interests it is our duty to follow.
Lord Palmerston (Henry John Temple) (1784–1865); British prime minister

When former CEO of KLM Royal Dutch Airlines, Pieter Bouw, teamed up with Northwest 
Airlines in 1989, he was thrilled to have the first major transatlantic strategic alliance in the 
industry, involving joint flights, marketing and sales activities, catering, ground handling, 
maintenance and purchasing. Northwest was the fourth largest American carrier at that 
time, but was in ‘Chapter 11’, balanced on the verge of bankruptcy, and in dire need of 
cash. To help their new ally, KLM gave a US$400 million capital injection, in return for 20 
per cent of the shares and the option to increase this to a majority stake within a few years. 
KLM and Northwest were on their way to becoming a virtual transatlantic company – a 
marriage ‘made in the heavens’.
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Commercially the deal was a success, but relationally the alliance was a 
Shakespearean drama. KLM gave up its hopes of an alliance with Swissair, SAS and 
Delta to remain loyal to Northwest, but as soon as Northwest emerged from Chapter 
11, it blocked KLM’s efforts to increase its shareholding. In the resulting two-year legal 
shooting match between 1995 and 1997, relations deteriorated sharply and the goose 
that laid the golden eggs was threatened to be killed in the cross fire. Disappointed and 
dismayed, Bouw decided to give in, selling Northwest back its shares in return for a 
prolongation of the alliance, after which he immediately resigned. His successor, Leo 
van Wijk, has managed the alliance since then and, after Northwest merged with Delta 
in 2009 to use the Delta brand, the alliance is still ‘up in the air’, in both senses of 
the expression. His most important conclusion has been that a collaborative alliance is 
not only about working together towards a common interest, but equally about being 
assertive with regard to one’s own interests. Alliances are not only cooperative but also 
have competitive aspects.

What this example of KLM and Northwest illustrates is that firms constantly 
struggle with the tension created by the need to work together with others, while 
simultaneously needing to pursue their own interests. Firms cannot isolate themselves 
from their environments, but must actively engage in relationships with suppliers 
and buyers, while selectively teaming up with other firms inside and outside their 
industry to attain mutual benefit. But while they are collaborating to create joint 
value, firms are also each other’s rivals when it comes to dividing the benefits. These 
opposite demands placed on organizations are widely referred to as the pressures for 
competition and cooperation (e.g. Brandenburger and Nalebuff, 1996; Lado, Boyd and 
Hanlon, 1997). In the following sections both pressures will be examined in more 
detail.

The demand for inter-organizational competition
Competition can be defined as the act of working against others, where two or more 
organizations’ goals are mutually exclusive. In other words, competition is the rivalry 
behaviour exhibited by organizations or individuals where one’s win is the other’s loss.

Organizations need to be competitive in their relationships with others. As the 
interests or objectives of different organizations are often mutually exclusive, each 
organization needs to be determined and assertive in pursuing its own agenda. 
Each organization needs to be willing to confront others to secure its own interests. 
Without the will to engage in competitive interaction, the organization will be at 
the mercy of more aggressive counterparts, e.g. suppliers will charge excessively 
for products, buyers will express stiff demands for low prices, governments will 
require special efforts without compensation, and rival firms will poach from among 
existing customers. Taking a competitive posture towards these external parties 
means that the organization is determined to assert its own interests and fight where 
necessary.

The resulting competitive relations can vary between open antagonism and 
conflict on the one hand, and more subtle forms of friction, tension and strain on the 
other. Blatant competitive behaviour is often exhibited towards organizations whose 
objectives are fully in conflict – most clearly other producers of the same goods, 
attempting to serve the same markets (aptly referred to as ‘the competition’). Highly 
competitive behaviour can also be witnessed where a supplier and a buyer confront 
each other for dominance in the industry value chain (e.g. Porter, 1980; Van Tulder 
and Junne, 1988). A more restrained competitive stance can be observed where an 
organization’s objectives are less at odds, but assertiveness is still important to protect 
the organization’s interests. Negotiation and bargaining will commonly be employed 
under these circumstances.
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To be competitive an organization must have the power to overcome its rivals 
and it must have the ability and will to use its power. Many factors shape the power 
of an organization, but its relative level of resource dependence is one of the most 
important determining elements. The more independent the organization, and the more 
others are dependent on it, the more power the organization will wield. In competitive 
relationships, manoeuvring the other party into a relatively dependent position is 
a common approach. In general, calculation, bargaining, manoeuvring, building 
coalitions and outright conflict are all characteristic of the competitive interaction 
between organizations.

The demand for inter-organizational cooperation
Cooperation can be defined as the act of working together with others, where two or 
more organizations’ goals are mutually beneficial. In other words, cooperation is the 
collaborative behaviour exhibited by organizations or individuals where both sides need 
each other to succeed.

Organizations need to be cooperative in their relationships with others. The interests or 
objectives of different organizations are often complementary and working together can 
be mutually beneficial. Therefore, organizations must be willing to behave as partners, 
striving towards their common good. Without the will to engage in cooperative interaction, 
the organization will miss the opportunity to reap the advantages of joint efforts, e.g. 
developing new products together with suppliers, creating a better service offering together 
with buyers, improving the knowledge infrastructure together with government and setting 
new technical standards together with other firms in the industry. Taking a cooperative 
posture towards these external parties means that the organization is determined to 
leverage its abilities through teamwork.

The resulting cooperative relations can vary between occasional alliances on the one 
hand, to tight-knit, virtual integration on the other. Strongly cooperative behaviour can 
be witnessed where the long-term interests of all parties are highly intertwined. This 
type of symbiotic relationship can be found between the producers of complementary 
goods and services, where success by one organization will positively impact its 
partners – aptly referred to as the “network effect” (Arthur, 1994; Shapiro and Varian, 
1998). Highly cooperative behaviour can also be observed where suppliers and buyers 
face a joint challenge (such as government regulation, an innovative technology or a 
new market entrant) that can only be tackled by significant mutual commitment to a 
shared objective.

More restrained cooperative behaviour is common where there is potential for 
a ‘positive sum game’, but some parties seek to optimize their own returns to the 
detriment of others. Under such circumstances, exhibiting cooperative behaviour does 
not mean being naive or weak, but creating conditions under which the long-term 
shared interests prevail over the short-term temptation by some to cheat their partners. 
An important ingredient for overcoming the lure of opportunism is to build long-term 
commitment to one another, not only in words and mentality, but also practically, 
through a high level of interdependence. Where organizations are closely linked to one 
another, the pay-off for cooperative behaviour is usually much more enticing than the 
possibility to profit from the dependence of one’s partner. But to be willing to commit 
to such a high level of interdependence, people on both sides of a relationship need to 
trust each other’s intentions and actions, while there must be coordination and conflict-
resolution mechanisms in place to solve evolving issues (e.g. Dyer, Kale and Singh, 
2001; Simonin, 1997).
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CogoPoRT: SEA-CHANgE IN 
THE fREIgHT foRwARdINg 
INduSTRy
Thanks to the rise of the internet, distance has 
rapidly decreased, and communication has become 
easier and faster. There are, however, things the 
internet is not capable of: sending physical goods. 
Even in today’s digital age, the primary means of 
globally transporting products remains shipping. 
Though many heavily depend on it, the international 
cargo shipping industry is not the tightest run ship. 
Before cargo can be sent, multiple points of contact 
with a freight forwarder are required to negotiate 
shipping rates, exchange product information, 
and to process customs declarations. At least, that 
is how it has long since been. The fast-growing 
Indian start-up Cogoport, is rapidly easing these 
logistic hurdles through digital platform technology. 
Purnendu Shekhar, Cogoport’s founder and CEO, 
has a simple vision: to offer a one-stop digital 
solution for companies to ship their products.

Starting off in 2016, Shekhar initially struggled 
to keep his head above the water. He operated in 
an 8 by 8 foot room in Mumbai without pocket 
money to kickstart his vision. When he hired 
his first employees, they had to work for free, as 
Shekhar could not afford to pay them salaries. 
It took the company six months to reel in its first 
customer, but after this shipment, Cogoport caught 
the wind in its sails. By mid-2019, after just three 
years of operations, the company handled close to 
10,000 containers per month and the platform had 
over 27,000 registered users. Today, Cogoport is a 
multinational with over 250 employees and offices 
in India, Rotterdam and Hong Kong.

Cogoport’s business model is simple. Its online 
marketplace directly connects buyers of shipments 
with available freight forwarders, while its overview 
of freight rates, transit time and available services 
help make the shipping industry more transparent. 
Fortunately, this has not caused a race to the bottom 
yet. Cogoport reports over 40 per cent of customer 
orders are not based on the lowest price; transit time 
is also an important factor. Most firms generally 
prefer the shortest shipping time possible, though 
some opt for longest available transit times so the 

cargo can be sold to a new owner during transit. 
Cogoport also shows the number of days each 
freight forwarder offers to hold a container without 
charging a detention fee. Cogoport’s revenue comes 
from the fixed fee it requests on top of the freight 
rate for each booking.

Cogoport tries to treat freight forwarders as 
partners, as it is paramount to keep them on board. 
Without sellers, Cogoport is not able to offer 
any shipping services on its platform. Therefore, 
Cogoport focuses on creating strong relations 
with registered sellers and actively approaches 
new forwarders to convince them of the benefits 
of operating on its platform. Both Cogoport and 
freight forwarders have the same interests: offering 
importers and exporters the opportunity to directly 
make a booking at any time, and to handle each 
shipping order digitally. Moreover, Cogoport 
emphasizes the advantages of resource sharing. 
The online platform offers freight forwarders 
statistics on the shipping market, such as popular 
export destinations, so they can adjust their rates to 
market trends. Furthermore, freight forwarders can 
encourage their customers to book via Cogoport 
so the freight forwarders save time and money on 
labour-intensive booking processes.

Of course, freight forwarders also jump on board 
to avoid joining later than their competitors and 
missing the boat. The rapid growth of Cogoport in 
India and its recent international expansion creates 
opportunities for freight forwarders to explore 
new markets. Moreover, the online marketplace 
model enables any forwarder to register and freely 
promote their shipping services. Thus sellers are 
able to decide their own rates and validity, and are 
not bound to any contract. Hence, the relationship 
between Cogoport and forwarders is loose though 
mutually dependent.

Cogoport keeps growing and is set to alter the 
industry’s power balance. Freight forwarders may 
become too dependent on Cogoport as customers 
start to only look at Cogoport’s platform instead of 
continuing to directly book and create relationships 
with forwarders. In the future, not operating on 
Cogoport’s platform may result in an inability to gain 
access to customers. Even though both Cogoport 
and the forwarders benefit from a digitalized freight 

ExHIbIT 6.1 SHoRT CASE 
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shipping industry, unbalanced interdependence 
could have dramatic effects on trust and long-lasting 
cooperation. Another concern of freight forwarders 
is Cogoport’s openness of shipping rates to buyers. 
The prices in the international logistics sector 
have already been under pressure for years, and 
a new digital market platform will only add to the 
competitiveness.

For now, Cogoport relies heavily on the 
cooperation of freight forwarders to offer digital 
shipment services. But as more and more importers 
and exporters book via the platform, Cogoport may 
turn into an unavoidable and indispensable actor in 
the ocean freight industry. This poses a dilemma 
for forwarders: will they use Cogoport to offer their 
logistic services to the market but risk reducing their 
profit due to the rate competitive platform? Or will 
they choose to conduct business only directly their 

customers and miss out on the digitalization of the 
shipping industry?

Cogoport must have a solution to prevent 
freight forwarders from abandoning ship before 
it has turned into a giant that forwarders cannot 
avoid. Cogoport’s digital platform’s transparency 
and service overview meets the demands of 
buyers, but does it have enough to offer sellers? 
Shekhar needs to find ways to keep Cogoport’s 
freight forwarding partners satisfied or his 
company may run aground before he realizes his 
vision.

Co-authors: Marnix Viergever and Wester Wagenaar

Sources: The Balance Small Business, 16 December 2018; 
Economic Times (India), 30 June 2017 and 23 May 2018; 
Evofenedex, 6 November 2018; Maritieme Delta, 18 June 2019;  
Rotterdam Partners, 23 May 2018; The Weekend Leader,  
15 September 2017.

PERSPECTIvES oN NETwoRk LEvEL STRATEgy

Concordia discors (discordant harmony).
Horace (65–8 BC); Roman poet

Firms need to be able to engage in competition and cooperation simultaneously, even 
though these demands are each other’s opposites. Firms need to exhibit a strongly 
cooperative posture to reap the benefits of collaboration, and they need to take a strongly 
competitive stance to ensure that others do not hamper their interests. Some theorists 
conclude that what is required is ‘co-opetition’ (Brandenburger and Nalebuff, 1996). 
While a catchy word, managers are still left with the difficult question of how to deal 
with these conflicting demands. To meet the pressure for cooperation, firms must actually 
become part of a broader ‘team’, spinning a web of close collaborative relationships. But 
to meet the pressure for competition, firms must not become too entangled in restrictive 
relationships, but rather remain free to manoeuvre, bargain and attack, with the intention 
of securing their own interests. In other words, firms must be embedded and independent 
at the same time – embedded in a network of cooperative interactions, while independent 
enough to wield their power to their own advantage.

The question dividing strategizing managers is whether firms should be more 
embedded or more independent. Should firms immerse themselves in broader networks to 
create strong groups, or should they stand on their own? Should firms willingly engage in 
long-term interdependence relationships or should they strive to remain as independent as 
possible? Should firms develop network level strategies at all, or should the whole concept 
of multi-firm strategy-making be directed to the garbage heap?

While strategy writers generally agree about the need to manage the paradox of 
competition and cooperation, they come to widely differing prescriptions on how to do 
so. Views within the field of strategic management are strongly at odds with regard to 
the best approach to inter-organizational relations. As before, here the two diametrically 
opposed positions will be identified and discussed to show the scope of differing ideas.  
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On one side of the spectrum, there are strategists who believe that it is best for companies 
to be primarily competitive in their relationships to all outside forces. They argue that firms 
should remain independent and interact with other companies under market conditions 
as much as possible. As these strategists emphasize the discrete boundaries separating 
the firm from its ‘competitive environment’, this point of view is called the ‘discrete 
organization perspective’. At the other end of the spectrum, there are strategists who 
believe that companies should strive to build up more long-term cooperative relationships 
with key organizations in their environment. They argue that firms can reap significant 
benefits by surrendering a part of their independence and developing close collaborative 
arrangements with a group of other organizations. This point of view will be referred to as 
the ‘embedded organization perspective’.

The discrete organization perspective
Managers taking the discrete organization perspective view companies as 
independent entities competing with other organizations in a hostile market 
environment. In line with neoclassical economics, this perspective commonly 
emphasizes that individuals, and the organizations they form, are fundamentally 

motivated by aggressive self-interest and therefore that competition is the natural state of 
affairs. Suppliers will try to enhance their bargaining power vis-à-vis buyers with the aim 
of getting a better price, while conversely, buyers will attempt to improve their negotiation 
position to attain better quality at lower cost. Competing firms will endeavour to gain the 
upper hand against their rivals if the opportunity arises, while new market entrants and 
manufacturers of substitute products will consistently strive to displace incumbent firms 
(e.g. Porter, 1980, 1985).

In such a hostile environment it is a strategic necessity for companies to strengthen 
their competitive position in relation to the external forces. The best strategy for each 
organization is to obtain the market power required to get good price/quality deals, ward 
off competitive threats, limit government demands and even determine the development 
of the industry. Effective power requires independence and therefore heavy reliance on 
specific suppliers, buyers, financiers or public organizations should be avoided.

The label ‘discrete organization’ given to this perspective refers to the fact that each 
organization is seen as being detached from its environment, with sharp boundaries 
demarcating where the outside world begins. The competitive situation is believed to be 
atomistic, that is, each self-interested firm strives to satisfy its own objectives, leading to 
rivalry and conflict with other organizations. Vertical interactions between firms in the 
industry column tend to be transactional, with an emphasis on getting the best possible deal. 
It is generally assumed that under such market conditions the interaction will be of a zero-
sum nature, that is, a fight for who gets how much of the pie. The firm with the strongest 
bargaining power will usually be able to appropriate a larger portion of the ‘economic rent’ 
than will the less potent party. Therefore, advocates of the discrete organization perspective 
emphasize that the key to competitive success is the ability to build a powerful position and 
to wield this power in a calculated and efficient manner. This might sound Machiavellian 
to the faint-hearted, but it is the reality of the marketplace that is denied at one’s own peril.

Essential for organizational power is the avoidance of resource dependence. Where a 
firm is forced to lean on a handful of suppliers or buyers, this can place the organization in 
a precariously exposed position. To managers taking a discrete organization perspective, 
such dependence on a few external parties is extremely risky, as the other firm will be 
tempted to exploit their position of relative power to their own advantage. Wise firms 
will therefore not let themselves become overly dependent on any external organization, 
certainly not for any essential resources. This includes keeping the option open to exit 
from the relationship at will – with low barriers to exit, the negotiating position of the 
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firm is significantly stronger. Therefore the firm must never become so entangled with 
outsiders that it cannot rid itself of them at the drop of a hat. The firm must be careful 
that in a web of relationships it is the spider, not the fly (e.g. Pfeffer and Salancik, 1978; 
Ruigrok and Van Tulder, 1995).

Keeping other organizations at arm’s length also facilitates clear and business-
like interactions. Where goods and services are bought or sold, distinct organizational 
boundaries help to distinguish tasks, responsibilities, authority and accountability. But 
as other firms will always seek to do as little as possible for the highest possible price, 
having clear contracts and a believable threat to enforce them will serve as a method to 
ensure discipline. Arm’s-length relations are equally useful in avoiding the danger of vital 
information leaking to the party with whom the firm must (re)negotiate.

In their relationships with other firms in the industry it becomes even clearer that 
companies’ interests are mutually exclusive. More market share for one company must 
necessarily come at the expense of another. Coalitions are occasionally formed to create 
power blocks if individual companies are not strong enough to compete on their own. Such 
tactical alliances bring together weaker firms, not capable of doing things independently. 
But ‘competitive collaboration’ is usually short-lived – either the alliance is unsuccessful 
and collapses, or it is successful against the common enemy, after which the alliance 
partners become each other’s most important rivals.

Proponents of the discrete organization perspective argue that collaborative 
arrangements are always second best to doing things independently. Under certain 
conditions, weakness might force a firm to choose an alliance, but it is always a tactical 
necessity, never a strategic preference. Collaborative arrangements are inherently risky, 
fraught with the hazard of opportunism. Due to the ultimately competitive nature of 
relationships, allies will be tempted to serve their own interests to the detriment of the 
others, by manoeuvring, manipulating or cheating. The collaboration might even be a 
useful ploy to cloak the company’s aggressive intentions and moves. Collaboration, it 
is therefore concluded, is merely “competition in a different form” (Hamel, Doz and 
Prahalad, 1989, Reading 6.1). Hence, where collaboration between firms really offers 
long-term advantages, a merger or acquisition is preferable to the uncertainty of an 
alliance.

Where collaboration is not the tool of the weak, it is often a conspiracy of the strong 
to inhibit competition. If two or more formidable companies collaborate, chances are that 
the alliance is actually ganging up on a third party – for instance on buyers. In such cases 
the term ‘collaboration’ is just a euphemism for collusion and not in the interest of the 
economy at large.

Worse yet, collaboration is usually also bad for a company’s long-term health. A 
highly competitive environment is beneficial for a firm, because it provides the necessary 
stimulus for companies to continually improve and innovate. Strong adversaries push 
companies towards competitive fitness. A more benevolent environment, cushioned 
by competition-inhibiting collaboration, might actually make a firm more content and 
less eager to implement tough changes. In the long run this will make firms vulnerable 
to more aggressive companies, battle-hardened by years of rivalry in more competitive 
environments.

In conclusion, the basic assumption of the discrete organization perspective is that 
companies should not develop network level strategies, but should strive for ‘strategic self-
sufficiency’. Collaborative arrangements are a tactical tool, to be selectively employed. 
The sentiment of this perspective has been clearly summarized by Porter (1990; 224): 
“Alliances are rarely a solution … no firm can depend on another independent firm for 
skills and assets that are central to its competitive advantage … Alliances tend to ensure 
mediocrity, not create world leadership”.
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The embedded organization perspective
Strategists taking an embedded organization perspective are fundamentally 
at odds with the assumption that competition is the predominant factor 
determining the interaction between organizations. Business isn’t war, 
so to approach all interactions from an antagonistic angle is seen as overly 

pessimistic, even cynical. On the contrary, it is argued that business is about value creation, 
which is inherently a positive-sum activity. Creating value brings together organizations 
towards a common goal, as they can achieve more by working together than by behaving 
autonomously. In the modern economy, no organization can efficiently perform all 

dANgoTE: wAgINg wARS oN 
THE AfRICAN CoNTINENT
Aliko Dangote, born, raised and doing business in 
Nigeria, was named Africa’s richest man for the 
last seven years in a row. Nearly four decades ago, 
Dangote lay the foundations of his empire when 
he started importing and selling commodities, such 
as flour, sugar and pasta. Realizing how costly this 
endeavour was, in 1997 Dangote turned his back 
on being the middleman and started to enter the 
production business. Although producing local 
products, ranging from cement to pasta, might 
appear mundane, Dangote’s approach to growing his 
business certainly is not.

Whereas most  businessmen and women 
try diplomacy to deal with competitors and 
governments, Dangote engaged in a war-like 
campaign to achieve market dominance. He did not 
leave the ability to make good deals to chance, good 
arguments or charisma. Instead, Dangote forced 
the market to bend to his wishes, ensuring failure 
was no longer an option. His weapon of choice? 
Undercutting the prices of competitors on major 
commodities. This ensured his adversaries had to 
either give up or needed to sell their goods with 
negative margins. Time and time again, the Dangote 
Group turned out to possess the longest breath, 
taking out many of its rivals and creating a near-
monopoly for most commodities in Nigeria. A 2016 
World Bank report found African cement prices to 
be around US$9.57 per 50-kilogram bag, compared 
to the US$3.38 global average.

Besides siege tactics, Dangote has developed the 
ability to make the right allies; friends he keeps at a 
distance and uses as leverage. Being in good favour 

with Olusegun Obasanjo by generously funding his 
presidential campaign would certainly have helped 
Dangote take part in the rapid privatization of failing 
state businesses. Buying these failing businesses 
cheaply and making them profitable was one of the 
early major sources of his financial wealth. Another 
example is the collaboration with GE to improve 
Nigeria’s energy infrastructure. Western companies 
are anxious to expand into Africa’s untapped 
markets, a dream that Dangote certainly can make 
a reality by channelling his power, connections and 
experience. While GE will make a pretty penny 
from these building contracts, the long-term benefits 
for Dangote’s commodity business and the deal’s 
success depending on his ability to play Nigeria’s 
upper echelons demonstrates who calls the shots.

Though Dangote has established an empire, 
his conquest is far from over. A major reason why 
Dangote’s company has grown so big so quickly, 
was because he always (re)invested the majority of 
his profits into the business. His biggest investment 
project to date is betting on 6700 acres of former 
swampland east of Lagos where he has built a 
US$5 billion fertilizer plant and is constructing a 
US$12 billion oil refinery. The Dangote Refinery 
is expected to become one of the world’s largest 
oil refineries and is set to vault Dangote Industries’ 
annual revenue from $4 billion to about $30 billion, 
roughly 8 per cent of Nigeria’s gross domestic 
product. It would reaffirm what many Nigerians 
already know: Dangote is an unavoidable business 
warlord.

Co-authors: Jasper de Vries and Wester Wagenaar

Sources: Bloomberg, 27 February 2019; The Economist, 23 June 
2012; Forbes, 13 July 2011; Investopedia, 3 May 2019; The Sun, 
4 February 2013.
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activities in-house, as the division of labour has encouraged companies to specialize and 
outsource as many non-core activities as possible. Companies are necessarily cogs in the 
larger industrial machine and they can achieve little without working in unison with the 
other parts of the system. In the embedded organization perspective, atomistic competition 
is a neoclassical theoretical abstraction that seriously mischaracterizes the nature of 
relationships between organizations. In reality, cooperation is the predominant factor 
determining inter-organizational relations. Symbiosis, not aggression, is the fundamental 
nature of economic functioning (e.g. Jarillo, 1988; Moore, 1996, Reading 6.3).

A company can always find many organizations in its environment with which it shares 
an interest and whose objectives are largely parallel to its own (Child and Faulkner, 1998). 
A company might want to develop new products together with its buyers, optimize the 
logistical system together with its suppliers, expand the industry’s potential together 
with other manufacturers, link technological standards with other industries and improve 
employment conditions together with the government. In general, most organizations 
have a stronger interest in increasing the size of the pie, than in deciding who gets what 
– keeping the focus on making a success of value creation eases the process of finding an 
equitable solution to the issue of value distribution.

The label ‘embedded organization’ given to this perspective refers to the fact that firms 
are becoming increasingly integrated into webs of mutually dependent organizations (e.g. 
Gnyawali and Madhavan, 2001; Granovetter, 1985). As companies strive to focus on a 
limited set of core competencies and core business processes, they have moved to outsource 
as many non-core activities as possible. But as firms have attempted to further specialize 
by outsourcing activities that are close to their core business, they have become more 
vulnerable to outside suppliers and the need for explicit coordination of activities has often 
remained high. The outsourcing of such essential and coordination-intensive activities can 
only take place where the other party can be trusted to closely collaborate with the joint 
interests in mind. Of course, a company will not quickly move to such dependence on an 
outside supplier. But as experience and trust build over time, a strategic partnership can 
develop, where both sides come to accept the value of the close cooperation (e.g. Axelsson 
and Easton, 1992; Lorenzoni and Baden-Fuller, 1995, Reading 6.2).

For a firm to willingly surrender a part of its independence, it must be certain that its 
partners are also willing to invest in the relationship and will not behave opportunistically. 
Ideally, therefore, durable partnerships are based on mutual dependence and reciprocity. 
Both sides of the relationship must need each other, which gives an important incentive for 
both to find solutions to the disputes that will inevitably pop up. A balance in the benefits 
to be gained and the efforts to be exerted will also contribute to the success of a long-term 
collaborative relationship.

While such close collaborative relationships place a firm in a position of resource 
dependence, the benefits are well worth it. By specializing in a certain area, the firm can 
gain scale and experience advantages much faster. Specialization helps the firm to focus 
on a more limited set of core competencies, which can be developed more efficiently and 
rapidly than if the firm were a ‘conglomerate’ of activities. At the same time the firm can 
tap into the complementary resources (Richardson, 1972) developed by its co-specialized 
partners. These complementary resources will usually be of higher quality and lower price 
than if the firm had built them up independently.

Specialized firms also use collaborative arrangements to quickly combine their 
resources with industry outsiders, to create new products and services. As product and 
business innovation are high paced and usually require the combination of various types 
of resources, developing everything in isolation is unworkable for most firms. By teaming 
up with other firms that have complementary resources, a company can make the most of 
its own resource base, without having to build up other resources from scratch. But again, 
trust is needed to engage in such a joint venture, as there are significant downside risks 
that the firm needs to take into account.
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So, from the embedded organization perspective, collaboration is not competition in 
disguise, but a real alternative means of dealing with other organizations (e.g. Contractor 
and Lorange, 1988; Piore and Sabel, 1984). Successful firms embed themselves in 
webs of cooperative relationships, developing strategies together with their partners. 
These networks might compete against other networks (e.g. Gomes-Casseres, 1994; 
Hamilton and Woolsey Biggart, 1988; Weidenbaum and Hughes, 1996), but even here 
the relationships need not be fundamentally antagonistic. Proponents of the embedded 
organization perspective do not believe that firms should become obsessed with ‘putting 
the competition out of business’, as this again reduces business to a win–lose, zero-sum 
game. Firms should be focused on creating value and avoiding direct confrontation with 
other manufacturers, emphasizing the opportunity for a win–win, positive-sum game (e.g. 
Kim and Mauborgne, 2004; Moore, 1996). With this approach, firms in the same industry 
will recognize that they often have parallel interests as well. Setting industry standards, 
lobbying the government, finding solutions to joint environmental problems, improving 
the image of the industry, investing in fundamental research and negotiating with the 
unions are just a few of the issues where cooperation can be fruitful.

NIkE: RuNNINg NETwoRk 
foR goLd
No sporting event in the world attracts more global 
viewers than the Olympics, with half of the world’s 
population tuning into the 2016 Olympic Games in 
Rio de Janeiro, Brazil. Old records being broken 
dominate headlines, like runner Wayde van Niekerk 
smashing Michael Johnson’s 17-year-old record on 
the 400-metre dash. Online streaming options make 
the Olympics even more accessible. With all these 
viewers, the Olympics provide a great opportunity 
to market products. However, becoming an official 
sponsor requires footing a US$100–200 million fee. 
Any non-sponsoring brand that promotes products 
at the Olympics can expect a visit from the IOC’s 
fierce pack of lawyers, suing anyone who breaks 
their tight marketing rules. All thanks to Nike.

The IOC’s strict rules originated 20 years ago 
at the 1996 Olympics in Atlanta, when Nike pulled 
off an exceptional marketing trick. They offered 
the Olympic sprinter Michael Johnson a pair of 
gold-coloured lightweight racing shoes worth 
US$30,000, which he used while setting his gold 
medal winning time on the 400-metre dash. Millions 
of people saw the shoes the day of the race and 
even more people saw them on the cover of Time 
magazine a few days later. Michael Johnson turned 
out to be a very profitable partner for Nike. What 
Nike did in 1996, besides prompting the IOC to 

come up with more stringent marketing guidelines, 
demonstrates their excellence in marketing. It is 
their expertise in marketing, as well as in R&D, that 
makes Nike one of the world’s leading footwear and 
apparel companies. By focusing on just a few core 
competences, Nike demonstrates greatness.

There is more to Nike’s value chain than R&D 
and marketing. In 2014, Nike moved roughly 900 
million units through its manufacturing network. 
This network partially consisted of over 700 
factories and 30,000 retail partners, yet none of them 
were owned by Nike. The manufacturing process 
was outsourced to third parties who specialized in 
this process, while the raw materials were sourced 
by independent contractors. While this strategy 
worked well for Nike until then, top executives of 
Nike believed that in order to remain market leader 
they had to serve customers with greater speed and 
personalization at scale.

In order to achieve this, Nike launched its Triple 
Double Strategy, which aims to double the impact of 
innovation, double the speed to market and double 
Nike’s direct connection with customers. Realization 
of this strategy required a different approach to 
Nike’s current partners. Although Nike’s own 
Customer Experience platform is driving most of the 
2018 growth, the majority of sales (70 per cent in 
2018) still comes through its wholesale distribution 
network. Nike will strengthen its partnerships 
with the best of these partners (40 retailers out of 
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the 30,000 partners) that offer superior customer 
experiences. As a result, a lot of multi-brand retailers 
that do not live up to Nike’s high standards may lose 
their position in this network. It seems that, just 
like customers, brands like Nike will leave if ever 
increasing expectations are not met.

Part of Nike’s vision is to bring advanced 
innovation to its manufacturing supply chain. Nike 
is determined to deliver the best retail experience 
possible and will embrace any partner that 
contributes to this mission. This is a prerequisite 
for meeting ever-changing customer needs, which 
currently demand customized solutions, quick 
delivery, and products that communicate with each 
other. The Nike app will propel innovation in this 

terrain as it provides the company with valuable 
customer data about personal shopping habits 
and product preferences. In these digital times, 
partnerships are formed and dissolved faster than 
ever before, so a pair of gold-coloured lightweight 
racing shoes would be more than welcome.

Co-author: Adriaan de Bruijn

Sources: ‘How Nike Brilliantly Ruined Olympic Marketing 
Forever’, Adweek, 10 August 2016; ‘Nike’s Manufacturing 
Revolution Accelerated by New Partnership with Flex’, www.
news.nike.com, 14 October 2015; ‘An Overview of Nike’s 
Supply Chain and Manufacturing Strategies’, Market Realist,  
2 December 2014; ‘Nike & Adidas Strategic Partners for 
Dyecoo’s Business model’, www.between-us.com; ‘Here’s How 
Nike Became a Platform Business’, Fortune, 10 April 2016.

mANAgINg THE PARAdox of ComPETITIoN 
ANd CooPERATIoN

All for one, one for all.
The Three Musketeers, Alexandre Dumas Jr (1824–1895); French novelist

So, should managers form network level strategies or not? Should firms consciously 
embed themselves in a web of durable collaborative relationships, emphasizing the 
value of cooperative inter-organizational interactions for realizing their long-term aims? 
Or should firms try to remain as independent as possible, emphasizing the value of 
competitive power in achieving their strategic objectives? Is it ‘all for one, one for all’ or 
must the strong truly stand alone (see Table 6.1)?

TAbLE 6.1 Discrete organization versus embedded organization perspective

Discrete organization perspective Embedded organization perspective

Emphasis on Competition over cooperation Cooperation over competition
Preferred position Independence Interdependence
Environment structure Discrete organizations (atomistic) Embedded organizations (networked)
Firm boundaries Distinct and defended Fuzzy and open
Inter-organizational 
relations

Arm’s-length and transactional Close and structural

Interaction outcomes Mainly zero-sum (win/lose) Mainly positive-sum (win–win)
Interaction based on Bargaining power and calculation Trust and reciprocity
Network level strategy No Yes
Use of collaboration Temporary coalitions (tactical alliance) Durable partnerships (strategic alliance)
Collaborative arrangements Limited, well-defined, contract-based Broad, open, relationship-based
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The debate on this issue within the field of strategy is far from being concluded. 
Many perspectives exist on how to reconcile the conflicting demands of competition and 
cooperation, and many ‘best practices’ have been put forward. Therefore strategists need 
to determine their own point of view, with a number of suggestions from the literature in 
mind. From all the discussed strategy issues in this book, the number of available options 
to manage the paradox of cooperation and competition is highest. Three options have been 
brought forward: navigating, parallel processing and juxtaposing.

Navigating
By focusing on one contrary element at a time, the paradox is managed by a series of contrary 
initiatives. For example, Gary Hamel, Yves Doz and C.K. Prahalad have suggested the 
route for strategists to cooperate first and compete later in their Harvard Business Review 
(HBR) article: “Collaborate with Your Competitors – and Win” (1989; Reading 6.1). They 
describe how Japanese strategists collaborate with competitors from the West with the explicit 
intention to learn, and then beat them as competitors. In this case, vertical (cooperative 
supply chain) relations become horizontal (competitive). But also without this specific 
change of relationship, navigating vertical partnering is an option. For example, in the retail 
industry it is common practice that suppliers (A-Brand manufacturers) cooperate with clients 
(supermarkets) to jointly develop logistical processes and technologies to enhance efficiency. 
Both parties benefit, but once the new technology and process are in place, parties start 
negotiating prices and conditions again. This cycle of cooperating and competing is repeated 
many times.

Other suggestions have also been made. Under the guidance of the Japanese Ministry 
of International Trade and Industry (MITI), groups of (Japanese) companies have been 
brought together to jointly develop new technologies, stimulated with government money. 
The intention was to cooperate in the ‘pre-competitive stage’, and once the technology 
was developed to compete in the marketplace. This industrial policy has been adopted by 
the European Union with initiatives such as ESPRIT and EUREKA, to promote innovation 
and to introduce new standards in the telecommunications sector (Gastells, 2006;  
Van Tulder and Junne, 1988).

Cooperating first and competing later is not an exclusive industrial policy option. 
Companies have learned that on some occasions it makes strategic sense to join forces with 
competitors in the early phase of developing technologies and industry standards. Well-
described in the literature is the case of developing an industry standard for video devices 
(e.g. Bartlett et al., 2008). Three competitors had been competing for the world standard, 
Philips with V2000, Sony with Betamax, and Matsushita with VCR. The victor was VCR 
in this winner-takes-all game (Arthur, 1994); the contestants learned the hard way that 
competing for standards may be heroic and exciting, but often proves disappointing. 
For developing a world Wi-Fi standard, several stakeholders have participated in a 
standardization group; competition started after the new standard had created a level 
playing field.

Parallel processing
The term co-opetition, an astute portmanteau of cooperation and competition, has become 
popularized by game theorists (e.g. Brandenburger and Nalebuff, 1996). It is explained as 
companies interacting with partial congruence of interests. For example, the French car 
manufacturer PSA Peugeot Citroën and the Japanese firm Toyota share components of city 
cars, the Peugeot 107, Toyota Aygo and Citroën C1, while competing fiercely for market share.  
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Cooperating to reduce costs while competing for market share is being executed in 
different organizational units, and hence are an example of parallel processing.

Companies can also separate competing and cooperating in different country units. For 
example, the French company Danone and the Japanese firm Yakult (see also the short 
case on Yakult in Exhibit 4.1), compete in Europe but cooperate in India. In this case, the 
arguments in the strategic decision-making process to ‘make, buy or cooperate’ differ over 
country units, and therefore the decisions vary. Without an overarching corporate policy, 
the organizational units have the freedom to choose, and so parallel processing is possible.

Juxtaposing
Simultaneously managing competition and cooperation, even with the same network 
partners, is a next option for strategists. Lord Palmerston’s quote earlier in this chapter 
articulates the position of a strategizing manager quite well: there are no eternal allies and 
perpetual enemies. Comparable to a cycling race, rival teams can become allies and then 
turn rivals again, depending on the situation during the race. Managers also keep their 
options open; rivals can become allies and rivals again, depending on the situation. For 
example, in the battle for mobile operating model standards some competing providers 
have a joint interest to defend the chosen platform and join forces, and after a cooperative 
meeting start competing again.

Juxtaposing is common in business ecosystems, as Moore (1996; Reading 6.3) points 
out. Moore argues that the pattern of business coevolution consists of “a complex network 
of choices, which depend, at least in part, on what participants are aware of”. In other 
words, managers cannot afford to label firms as definite rivals or allies. Positions within 
the ecosystem can change so fast that allies can turn into rivals within days and vice versa. 
Ecosystems are often described in innovation contexts, with eroding industry boundaries 
and companies often unexpectedly finding themselves in fierce competition with the most 
unlikely of rivals.

NETwoRk LEvEL STRATEgy IN  
INTERNATIoNAL PERSPECTIvE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

Do as adversaries in law, strive mightily, but eat and drink as friends.
William Shakespeare (1564–1616); English dramatist and poet

Of all the debates in the field of strategic management, the one on network level strategy has 
received the most attention from comparative management researchers. Almost all of them 
have concluded that firms from different countries display widely divergent propensities to 
compete and cooperate. Many authors suggest there are recognizable national inclinations, 
even national styles, when it comes to establishing inter-firm relationships (Contractor and 
Lorange, 1988; Kagono et al., 1985).

Since there can be significant variance within a country, it is difficult to generalize at 
the national level. Nevertheless it is challenging to debate these observed international 
dissimilarities. Are there really national inter-organizational relationship styles and what 
factors might influence their existence? As a stimulus to the international dimension of 
this debate, a number of country characteristics are put forward as possible influences on 
how the paradox of competition and cooperation is dealt with in different national settings. 
In addition to analyses on the societal level, preferences on the industry merit discussion.
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On the societal level
It is generally argued that most countries have developed an idiosyncratic economic 
system – that is, their own brand of capitalism – with a different emphasis on competition 
and cooperation. One prominent analysis is that of historian Chandler (1986, 1990), 
who has described the historical development of ‘personal capitalism’ in the United 
Kingdom, ‘managerial capitalism’ in the United States, ‘group capitalism’ in Japan and 
‘cooperative capitalism’ in Germany from 1850 to 1950. We can also identify other types 
of institutional environments, such as what can be dubbed ‘bureaucratic capitalism’ in 
France and ‘familial capitalism’ in Italy. The legacy of these separately evolving forms of 
capitalism is that, to this day, there are significantly different institutional philosophies, 
roles and behaviour in each of these countries. It goes without saying that not only 
institutions define general preferences of countries, but that social networks and cultural 
values also have an influence.

In the English-speaking nations, governments have generally limited their role to 
the establishment and maintenance of competitive markets (Hampden-Turner and 
Trompenaars, 1993). A shared belief in the basic tenets of classical economies has led these 
governments to be suspicious of competition-undermining collusion masquerading under 
the term ‘cooperation’. For instance, in the US the Sherman Antitrust Act was passed in 
1890 and has been applied with vigour since then to guard the functioning of the market. 
Many companies that would like to cooperate have been discouraged or barred from doing 
so (Teece, 1992). On the cultural level, Hofstede’s research found the US to be the highest 
scoring nation in the world on the individualism scale, closely followed by the other 
English-speaking countries. In the socially atomistic Anglo-Saxon nations, individuals are 
seen as the building blocks of society and each person is inclined to optimize his or her 
own interests (Hofstede, 1993; Lessem and Neubauer, 1994). One result is that in the US 
cooperation tends to only exist “under a system of formal rules and regulations, which 
have to be negotiated, agreed to, litigated and enforced, sometimes by coercive means” 
(Fukuyama, 1995). Not surprisingly, the US has the highest number of corporate lawyers 
in the world and transaction costs are high.

Japan is generally put at the opposite side of the spectrum, emphasizing group 
affiliation instead of individualism (Lessem and Neubauer, 1994). In more collectivist 
societies, a relationship is “not calculative, but moral: It is based not on self-interest, but 
on the individual’s loyalty toward the clan, organization, or society – which is supposedly 
the best guarantee of that individual’s ultimate interest” (Hofstede, 1993). Japan’s ‘group 
capitalism’ is characterized by partnerships between business and social institutions 
to promote mutually beneficial developments. On the multi-company level Japan’s 
collectivist bent manifests itself in the bank-led keiretsu system. Firms within a keiretsu 
are familiar with one another through long historical association and have had durable, 
open-ended relationships, partially cemented by multilateral shareholdings. Collectivism, 
resulting in different modes of group-orientation, correlates with importance adhered to 
trust-building and social capital, a characteristic also observable in many other countries 
in Asia (Fukuyama, 1995). In China, for instance, longstanding informal relationships 
form the basis for the functioning of business networks, or guanxi in Chinese. Without the 
proper guanxi, doing business is particularly difficult.

The German system and culture are often compared with those of Japan. Lessem and 
Neubauer argue that both cultures exhibit a holistic worldview, in which “management 
and banker, employer and employee, government and industry combine forces rather than 
engage in adversarial relations”, to the benefit of the entire system (1994). In Germany’s 
‘cooperative capitalism’ the government has major shareholdings in hundreds of 
companies outside the public services. In particular, the large German banks have played 
an important role in guiding industrial development, promoting cooperation and defusing 
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potentially dangerous conflicts between companies. Since the late 1990s this system has 
been unravelling, but trade associations and unions, like the German banks, also employ a 
long-term, cooperative perspective.

Similar to German and Japanese, Italian culture is also characterized by a strong group 
orientation, but in the ‘familial capitalism’ of Italy the affiliations valued by Italians tend 
to be mostly family-like. These are based on blood ties, friendships or ideological bonds 
between individuals. There is strong loyalty and trust within these communities, but distrust 
prevails towards the outside world, among which are institutions like the central government, 
tax authorities, bankers and trade unions. Therefore, the role of the government tends to 
be small and trading associations, purchasing cooperatives, educational institutions and 
cooperative marketing are often created to support a large number of small, specialized 
firms working together as a loose federation. Family-like cooperation tends to be high within 
these communities and it is thus unsurprising that Italy is often cited for its high number of 
networked companies (Piore and Sabel, 1984). Besides the well-known example of Benetton, 
examples can be found in the textile industry of Prato, the ceramics industry of Sassuolo, the 
farm machine industry of Reggio Emilia and the motorcycle industry of Bologna.

The ‘bureaucratic capitalism’ system observable in France focuses strongly on the state 
as industrial strategist, coordinating many major developments in the economy. It is the 
planners’ job “to maintain a constant pressure on industry – as part industrial consultant, part 
banker, part plain bully – to keep it moving in some desired direction” (Lessem and Neubauer, 
1994). This was for instance the case in France’s state-supported filière policy, supporting 
the national communication industry in the mid-1980s (Groenewegen and Beije, 1989). The 
unions, on the other hand, tend to be more antagonistic, particularly in their relationship to 
the government. On the work floor, however, a more cooperative attitude prevails. There is 
a strong sense that cooperation in economic affairs is important. Generally, however, there 
is a preference to impose such cooperation in a top-down manner by integrating companies 
into efficiently working bureaucracies. Such structuring of the economy usually takes place 
under the influence, or by direct intervention, of the French government. The extent of this 
French philosophy is deep: even relationships with firms not absorbed into the hierarchy are 
of a bureaucratic nature – that is, formal, rational and depersonalized.

On the industry level
The nature of some industries makes inter-organizational competition more likely than 
cooperation and vice versa. Industries where available projects are limited can be expected 
to fall in the category with a preference for competition. For example, the construction 
industry is one of the most highly competitive industries worldwide and “is characterized 
by opportunistic behaviour and the lack of vertical cooperation” (Welling and Kamann, 
2001). One reason is the competition contractors have to engage in to obtain contracts. 
Usually, contractors who submit the lowest bids get selected, but even when other methods 
to find a contractor are employed, the stakes to secure projects remain high. In addition, 
the specialized nature of some of the tasks in the industry makes diversification outside of 
construction fairly difficult. The limited options of players in the construction industry and 
the intense competition to secure contracts generally result in a zero sum game.

Oligopoly industries are also dominated by a focus on competition. If one company 
in such a setting changes its organization, strategy or price, this will have a significant 
impact on its rivals. The aircraft manufacturing industry is arguably the most well-known 
example of a highly competitive arena controlled by just a few players. Airbus and Boeing 
practically own the jet airliner market together, but as a result they engage in fierce 
competition over the limited number of orders. Other global oligopolies are the steel, oil, 
wholesale beer, photo camera and cellular phone market industries.

Inter-organizational cooperation, on the other hand, can generally be expected in high 
technology or knowledge-based industries. Here, collaborative projects are considered 
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fairly commonplace. Examples are the space and biotechnology industries. For instance, 
since 1990, the EU-US Task Force on Biotechnology Research has shared, cooperated 
on and promoted biotechnology research. The knowledge gained can then be turned into 
products (Aguilar, Bochereau and Matthiessen-Guyader, 2008). Higher education can also 
be considered a cooperative industry: universities can be found collaborating in order to 
provide student exchange programmes, share research findings and engage in projects.

Cooperation is at the heart of industries that are – partly or wholly – organized as 
business ecosystems, such as international sourcing (Alibaba), the music industry (Spotify) 
and the taxi industry (Uber). Here companies create platforms, establishing partnerships 
with other companies and individuals. The quality of these platforms generally increases 
along with a higher number of platform partnerships.

To the strategist
There are a variety of ways to deal with the paradox of cooperation and competition, as 
showcased by differences in the perceptions of companies, industries and countries. A 
strategist can and should learn from the ways others around the world and across industries 
perceive these seemingly opposing concepts, but also has to be aware of international 
differences when her or his company wishes to reach across borders. Research by Bleeke 
and Ernst found that only half of the cross-border alliances succeed, fuelling the need for 
accurately predicting a company’s ability to collaborate and having a good understanding 
of international differences (1991, 1993). Since companies, countries and industries vary 
widely, there is not one given answer.

INTRoduCTIoN To THE REAdINgS

To help strategists gain more insight into the variety of perspectives on this issue, three 
readings have been selected that each take a different angle on the debate. As in previous 
chapters, the first two readings will be representative of the two poles in this debate, while 
the third will combine both perspectives.

To open on behalf of the discrete organization perspective, the classic, ‘Collaborate 
with Your Competitors – and Win’, has been selected as Reading 6.1. The authors, Gary 
Hamel, Yves Doz and C.K. Prahalad, basically take the same stance that inter-firm 
relations are largely competitive and governed by power and calculation. The authors see 
collaboration as a useful tool for improving the firm’s competitive profile. They argue 
that alliances with competitors “can strengthen both companies against outsiders even 
if it weakens one partner vis-a-vis the other”, and therefore that the net result can be 
positive. Yet they emphasize that companies should not be naive about the real nature of 
alliances – “collaboration is competition in a different form”. An alliance is “a constantly 
evolving bargain”, in which each firm will be fending for itself, trying to learn as much 
as possible from the other, while attempting to limit the partner’s access to its knowledge 
and skills.

The authors advise firms to proceed cautiously with alliances, only when they have 
clear objectives of what they wish to learn from their allies, a well-developed capacity 
to learn, and defences against their allies’ probing of their skills and technologies. While 
Hamel, Doz and Prahalad only focus on horizontal relationships in this reading, their 
message is similar to that of Porter – competition in the environment is paramount and 
cooperation is merely an opportunistic move in the overall competitive game.

As representative of the embedded organization perspective, an article by Gianni 
Lorenzoni and Charles Baden-Fuller has been selected for Reading 6.2, entitled ‘Creating 
a Strategic Centre to Manage a Web of Partners’. Lorenzoni and Baden-Fuller are 
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particularly interested in how companies structure their vertical relationships, balancing 
pressures for competition and cooperation. In their view, where a group of firms works 
together closely, they can form a ‘virtual company’. This type of network can benefit from 
most of the advantages of being a large vertically integrated company, while avoiding 
most of the pitfalls of integration. But Lorenzoni and Baden-Fuller articulate that it is 
necessary for a network of firms to have a strategic centre that can act as builder and 
coordinator. As builder, the strategic centre can deliberately design and assemble the 
network components, and as coordinator it can regulate activities and resolve disputes. 
The authors carry on to specify the conditions under which a network of firms can be an 
advantageous organizational form and what is required to make them work. Overall, their 
main message is that durable partnerships between multiple firms are not easy, but if this 
interdependence is managed well, it can give the group a strong competitive edge against 
others.

Reading 6.3, ‘Coevolution in Business Ecosystems’, by James Moore, describes how 
both perspectives are combined in business ecosystems. This reading is from Moore’s best-
selling book The Death of Competition, in which he places the paradox of competition 
and cooperation in the broader context of ‘business ecosystems’. He defines a business 
ecosystem as a part of the business environment where a variety of firms co-exist with 
one another and co-evolve on the basis of their ongoing interaction. He explains the 
functioning of a business ecosystem by drawing a parallel with biological ecosystems – 
plants and animals cannot be understood in isolation, as they co-evolve with one another 
in an endless cycle of change and selection. So too, the success or failure of companies 
cannot be understood without understanding how they have been able to nestle into the 
business ecosystem and how well the entire system is doing. Great companies, like great 
animal species, will still face extinction if their ecosystem goes into decline. Similarly, 
companies that want to create a new market must recognize that they actually need to 
create a new business ecosystem, with a lush variety of suppliers, distributors, service 
providers and customers. If a firm only ‘plants’ its new product without engendering a 
broader ecosystem, it will be just as successful as a new species of tropical tree in the 
desert. Moore’s point is that you should try to “understand the economic systems evolving 
around you and find ways to contribute”. He concludes that “competitive advantage 
stems principally from … cooperative, co-evolving relationships with a network of other 
contributors to the overall economic scene”. In other words, cooperation and systems level 
thinking are essential to the strategist – not to substitute competitive behaviour, but rather 
to complement it.

Collaborate with your competitors – and win
By Gary Hamel, Yves Doz and C.K. Prahalad1

READING

6.1

1Source: Reprinted by permission of Harvard Business Review. From ‘Collaborate with your competitors – and win’ by G. Hamel, Y.L. Doz 
and C.K. Prahalad, January–February 1989, Vol. 67. © 1989 by the Harvard Business School Publishing Corporation, all rights reserved.

C ollaboration between competitors is in fashion. 
General Motors and Toyota assemble automobiles, 

Siemens and Philips develop semiconductors, Canon 
supplies photocopiers to Kodak, France’s Thomson and 
Japan’s JVC manufacture videocassette recorders. But 
the spread of what we call ‘competitive collaboration’ 

– joint ventures, outsourcing agreements, product 
licensing, cooperative research – has triggered unease 
about the long-term consequences. A strategic alliance 
can strengthen both companies against outsiders 
even as it weakens one partner vis-a-vis the other. 
In particular, alliances between Asian companies 
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and western rivals seem to work against the western 
partner. Cooperation becomes a low-cost route for new 
competitors to gain technology and market access.

Yet the case for collaboration is stronger than ever. 
It takes so much money to develop new products and 
to penetrate new markets that few companies can go 
it alone in every situation. ICL, the British computer 
company, could not have developed its current 
generation of mainframes without Fujitsu. Motorola 
needs Toshiba’s distribution capacity to break into 
the Japanese semiconductor market. Time is another 
critical factor. Alliances can provide shortcuts for 
western companies racing to improve their production 
efficiency and quality control.

We have spent more than five years studying the 
inner workings of 15 strategic alliances and monitoring 
scores of others. Our research involves cooperative 
ventures between competitors from the United States 
and Japan, Europe and Japan, and the United States 
and Europe. We did not judge the success or failure of 
each partnership by its longevity – a common mistake 
when evaluating strategic alliances – but by the shifts 
in competitive strength on each side. We focused 
on how companies use competitive collaboration to 
enhance their internal skills and technologies while 
they guard against transferring competitive advantages 
to ambitious partners.

There is no immutable law that strategic alliances 
must be a windfall for Japanese or Korean partners. 
Many western companies do give away more than 
they gain – but that’s because they enter partnerships 
without knowing what it takes to win. Companies that 
benefit most from competitive collaboration adhere to 
a set of simple but powerful principles:

 ■ Collaboration is competition in a different form. 
Successful companies never forget that their new 
partners may be out to disarm them. They enter 
alliances with clear strategic objectives, and they 
also understand how their partners’ objectives will 
affect their success.

 ■ Harmony is not the most important measure of 
success. Indeed, occasional conflict may be the best 
evidence of mutually beneficial collaboration. Few 
alliances remain win–win undertakings forever. 
A partner may be content even as it unknowingly 
surrenders core skills.

 ■ Cooperation has limits. Companies must defend 
against competitive compromise. A strategic 
alliance is a constantly evolving bargain whose 
real terms go beyond the legal agreement or the 
aims of top management. What information gets 

traded is determined day to day, often by engineers 
and operating managers. Successful companies 
inform employees at all levels about what skills 
and technologies are off-limits to the partner and 
monitor what the partner requests and receives.

 ■ Learning from partners is paramount. Successful 
companies view each alliance as a window on their 
partners’ broad capabilities. They use the alliance 
to build skills in areas outside the formal agreement 
and systematically diffuse new knowledge 
throughout their organizations.

Why collaborate?

Using an alliance with a competitor to acquire new 
technologies or skills is not devious. It reflects the 
commitment and capacity of each partner to absorb the 
skills of the other. We found that in every case in which 
a Japanese company emerged from an alliance stronger 
than its western partner, the Japanese company had 
made a greater effort to learn.

Strategic intent is an essential ingredient in 
the commitment to learning. The willingness of 
Asian companies to enter alliances represents a 
change in competitive tactics, not competitive 
goals. NEC, for example, has used a series of 
collaborative ventures to enhance its technology 
and product  competences .  NEC is  the  only 
company in the world with a leading position in 
telecommunications, computers and semiconductors –  
despite its investing less in research and development 
(R&D) (as a percentage of revenues) than competitors 
like Texas Instruments, Northern Telecom and  
L.M. Ericsson. Its string of partnerships, most notably 
with Honeywell, allowed NEC to leverage its in-house 
R&D over the last two decades.

Western companies, on the other hand, often 
enter alliances to avoid investments. They are more 
interested in reducing the costs and risks of entering 
new businesses or markets than in acquiring new 
skills. A senior US manager offered this analysis 
of his company’s venture with a Japanese rival: 
‘We complement each other well – our distribution 
capability and their manufacturing skill. I see no 
reason to invest upstream if we can find a secure 
source of product. This is a comfortable relationship 
for us.’

An executive from this company’s Japanese partner 
offered a different perspective: ‘When it is necessary 
to collaborate, I go to my employees and say, “This is 
bad, I wish we had these skills ourselves. Collaboration 
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is second best. But I will feel worse if after four years 
we do not know how to do what our partner knows how 
to do.” We must digest their skills.’

The problem here is not that the US company wants to 
share investment risk (its Japanese partner does too) but 
that the US company has no ambition beyond avoidance. 
When the commitment to learning is so one-sided, 
collaboration invariably leads to competitive compromise.

Many so-called alliances between western 
companies and their Asian rivals are little more than 
sophisticated outsourcing arrangements. General 
Motors buys cars and components from Korea’s 
Daewoo. Siemens buys computers from Fujitsu. Apple 
buys laser printer engines from Canon. The traffic is 
almost entirely one way. These original equipment 
manufacturer (OEM) deals offer Asian partners a 
way to capture investment initiative from western 
competitors and displace customer–competitors from 
value-creating activities. In many cases this goal 
meshes with that of the western partner: to regain 
competitiveness quickly and with minimum effort.

Consider the joint venture between Rover, the 
British automaker, and Honda. Some 25 years ago, 
Rover’s forerunners were world leaders in small car 
design. Honda had not even entered the automobile 
business. But in the mid-1970s, after failing to penetrate 
foreign markets, Rover turned to Honda for technology 
and product development support. Rover has used the 
alliance to avoid investments to design and build new 
cars. Honda has cultivated skills in European styling 
and marketing as well as multinational manufacturing. 
There is little doubt which company will emerge 
stronger over the long term.

Troubled laggards like Rover often strike alliances 
with surging latecomers like Honda. Having fallen 
behind in a key skills area (in this case, manufacturing 
small cars), the laggard attempts to compensate for 
past failures. The latecomer uses the alliance to close a 
specific skills gap (in this case, learning to build cars for 
a regional market). But a laggard that forges a partnership 
for short-term gain may find itself in a dependency 
spiral: as it contributes fewer and fewer distinctive skills, 
it must reveal more and more of its internal operations 
to keep the partner interested. For the weaker company, 
the issue shifts from, ‘Should we collaborate?’ to ‘With 
whom should we collaborate?’ to ‘How do we keep our 
partner interested as we lose the advantages that made us 
attractive to them in the first place?’

There’s a certain paradox here. When both partners 
are equally intent on internalizing the other’s skills, 
distrust and conflict may spoil the alliance and threaten 
its very survival. That’s one reason joint ventures 

between Korean and Japanese companies have been 
few and tempestuous. Neither side wants to ‘open the 
kimono’. Alliances seem to run most smoothly when 
one partner is intent on learning and the other is intent 
on avoidance – in essence, when one partner is willing 
to grow dependent on the other. But running smoothly is 
not the point; the point is for a company to emerge from 
an alliance more competitive than when it entered it.

One partner does not always have to give up more 
than it gains to ensure the survival of an alliance. There 
are certain conditions under which mutual gain is 
possible, at least for a time:

 ■ The partners’ strategic goals converge while their 
competitive goals diverge. That is, each partner 
allows for the other’s continued prosperity in the 
shared business. Philips and Du Pont collaborate to 
develop and manufacture compact discs, but neither 
side invades the other’s market. There is a clear 
upstream/downstream division of effort.

 ■ The size and market power of both partners is 
modest compared with industry leaders. This 
forces each side to accept that mutual dependence 
may have to continue for many years. Long-term 
collaboration may be so critical to both partners 
that neither will risk antagonizing the other by an 
overtly competitive bid to appropriate skills or 
competences. Fujitsu’s 1 to 5 size disadvantage with 
IBM means it will be a long time, if ever, before 
Fujitsu can break away from its foreign partners and 
go it alone.

 ■ Each partner believes it can learn from the other 
and at the same time limit access to proprietary 
skills. JVC and Thomson, both of whom make 
VCRs, know that they are trading skills. But the 
two companies are looking for very different 
things. Thomson needs product technology and 
manufacturing prowess; JVC needs to learn how to 
succeed in the fragmented European market. Both 
sides believe there is an equitable chance for gain.

How to build secure defences

For collaboration to succeed, each partner must 
contribute something distinctive: basic research, 
product development skills, manufacturing capacity, 
access to distribution. The challenge is to share enough 
skills to create advantage vis-a-vis companies outside 
the alliance while preventing a wholesale transfer 
of core skills to the partner. This is a very thin line 
to walk. Companies must carefully select what skills 
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and technologies they pass to their partners. They 
must develop safeguards against unintended, informal 
transfers of information. The goal is to limit the 
transparency of their operations.

The type of skill a company contributes is an 
important factor in how easily its partner can internalize 
the skills. The potential for transfer is greatest when 
a partner’s contribution is easily transported (in 
engineering drawings, on computer tapes, or in the 
heads of a few technical experts); easily interpreted (it 
can be reduced to commonly understood equations or 
symbols); and easily absorbed (the skill or competence 
is independent of any particular cultural context).

Western companies face an inherent disadvantage 
because their skills are generally more vulnerable to 
transfer. The magnet that attracts so many companies to 
alliances with Asian competitors is their manufacturing 
excellence – a competence that is less transferable 
than most. Just-in-time inventory systems and quality 
circles can be imitated, but this is like pulling a few 
threads out of an oriental carpet. Manufacturing 
excellence is a complex web of employee training, 
integration with suppliers, statistical process controls, 
employee involvement, value engineering and design 
for manufacture. It is difficult to extract such a subtle 
competence in any way but a piecemeal fashion.

So companies must take steps to limit transparency. 
One approach is to limit the scope of the formal 
agreement. It might cover a single technology rather 
than an entire range of technologies; part of a product 
line rather than the entire line; distribution in a limited 
number of markets or for a limited period of time. The 
objective is to circumscribe a partner’s opportunities to 
learn.

Moreover, agreements should establish specific 
performance requirements. Motorola, for example, 
takes an incremental, incentive-based approach 
to technology transfer in its venture with Toshiba. 
The agreement calls for Motorola to release its 
microprocessor technology incrementally as Toshiba 
delivers on its promise to increase Motorola’s 
penetration in the Japanese semiconductor market. The 
greater Motorola’s market share, the greater Toshiba’s 
access to Motorola’s technology.

Many of the skills that migrate between companies 
are not covered in the formal terms of collaboration. 
Top management puts together strategic alliances 
and sets the legal parameters for exchange. But what 
actually gets traded is determined by day-to-day 
interactions of engineers, marketers and product 
developers: who says what to whom, who gets access 
to what facilities, who sits on what joint committees. 

The most important deals (‘I’ll share this with you if 
you share that with me’) may be struck four or five 
organizational levels below where the deal was signed. 
Here lurks the greatest risk of unintended transfers of 
important skills.

Consider one technology-sharing alliance between 
European and Japanese competitors. The European 
company valued the partnership as a way to acquire 
a specific technology. The Japanese company 
considered it a window on its partner’s entire range 
of competences and interacted with a broad spectrum 
of its partner’s marketing and product development 
staff. The company mined each contact for as much 
information as possible.

For example, every time the European company 
requested a new feature on a product being sourced 
from its partner, the Japanese company asked for 
detailed customer and competitor analyses to justify 
the request. Over time, it developed a sophisticated 
picture of the European market that would assist its 
own entry strategy. The technology acquired by the 
European partner through the formal agreement had 
a useful life of three to five years. The competitive 
insights acquired informally by the Japanese company 
will probably endure longer.

Limiting unintended transfers at the operating level 
requires careful attention to the role of gatekeepers, the 
people who control what information flows to a partner. 
A gatekeeper can be effective only if there are a limited 
number of gateways through which a partner can 
access people and facilities. Fujitsu’s many partners all 
go through a single office, the ‘collaboration section,’ 
to request information and assistance from different 
divisions. This way the company can monitor and 
control access to critical skills and technologies.

We studied one partnership between European and 
US competitors that involved several divisions of each 
company. While the US company could only access 
its partner through a single gateway, its partner had 
unfettered access to all participating divisions. The 
European company took advantage of its free rein. If 
one division refused to provide certain information, 
the European partner made the same request of another 
division. No single manager in the US company could 
tell how much information had been transferred or was 
in a position to piece together patterns in the requests.

Collegiality is a prerequisite for collaborative 
success. But too much collegiality should set off 
warning bells to senior managers. CEOs or division 
presidents should expect occasional complaints 
from their counterparts about the reluctance of lower 
level employees to share information. That’s a sign 
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that the gatekeepers are doing their jobs. And senior 
management should regularly debrief operating 
personnel to find out what information the partner is 
requesting and what requests are being granted.

Limiting unintended transfers ultimately depends 
on employee loyalty and self-discipline. This was 
a real issue for many of the western companies we 
studied. In their excitement and pride over technical 
achievements, engineering staff sometimes shared 
information that top management considered sensitive. 
Japanese engineers were less likely to share proprietary 
information.

There are a host of cultural and professional reasons 
for the relative openness of western technicians. 
Japanese engineers and scientists are more loyal 
to their company than to their profession. They are 
less steeped in the open give-and-take of university 
research since they receive much of their training from 
employers. They consider themselves team members 
more than individual scientific contributors. As one 
Japanese manager noted, ‘We don’t feel any need to 
reveal what we know. It is not an issue of pride for us. 
We’re glad to sit and listen. If we’re patient we usually 
learn what we want to know.’

Controlling unintended transfers may require 
restricting access to facilities as well as to people. 
Companies should declare sensitive laboratories and 
factories off-limits to their partners. Better yet, they 
might house the collaborative venture in an entirely 
new facility. IBM is building a special site in Japan 
where Fujitsu can review its forthcoming mainframe 
software before deciding whether to license it. IBM 
will be able to control exactly what Fujitsu sees and 
what information leaves the facility.

Finally, which country serves as ‘home’ to the 
alliance affects transparency. If the collaborative team 
is located near one partner’s major facilities, the other 
partner will have more opportunities to learn – but less 
control over what information gets traded. When the 
partner houses, feeds and looks after engineers and 
operating managers, there is a danger they will ‘go 
native’. Expatriate personnel need frequent visits from 
headquarters as well as regular furloughs home.

Enhance the capacity to learn

Whether collaboration leads to competitive surrender 
or revitalization depends foremost on what employees 
believe the purpose of the alliance to be. It is self-
evident: to learn, one must want to learn. Western 
companies won’t realize the full benefits of competitive 

collaboration until they overcome an arrogance borne 
of decades of leadership. In short, western companies 
must be more receptive.

We asked a senior executive in a Japanese 
electronics company about the perception that Japanese 
companies learn more from their foreign partners than 
vice versa. ‘Our western partners approach us with the 
attitude of teachers’, he told us. ‘We are quite happy 
with this, because we have the attitude of students.’

Learning begins at the top. Senior management must 
be committed to enhancing their companies’ skills as well 
as to avoiding financial risk. But most learning takes place 
at the lower levels of an alliance. Operating employees not 
only represent the front lines in an effective defence but 
also play a vital role in acquiring knowledge. They must 
be well briefed on the partner’s strengths and weaknesses 
and understand how acquiring particular skills will bolster 
their company’s competitive position.

This is already standard practice among Asian 
companies. We accompanied a Japanese development 
engineer on a tour through a partner’s factory. This 
engineer dutifully took notes on plant layout, the 
number of production stages, the rate at which the 
line was running, and the number of employees. 
He recorded all this despite the fact that he had no 
manufacturing responsibility in his own company, and 
that the alliance didn’t encompass joint manufacturing. 
Such dedication greatly enhances learning.

Collaboration doesn’t always provide an opportunity 
to fully internalize a partner’s skills. Yet just acquiring 
new and more precise benchmarks of a partner’s 
performance can be of great value. A new benchmark can 
provoke a thorough review of internal performance levels 
and may spur a round of competitive innovation. Asking 
questions like, ‘Why do their semiconductor logic 
designs have fewer errors than ours?’ and ‘Why are they 
investing in this technology and we’re not?’ may provide 
the incentive for a vigorous catch-up programme.

Competitive benchmarking is a tradition in most 
of the Japanese companies we studied. It requires 
many of the same skills associated with competitor 
analysis: systematically calibrating performance 
against external targets; learning to use rough estimates 
to determine where a competitor (or partner) is better, 
faster, or cheaper; translating those estimates into new 
internal targets; and recalibrating to establish the rate 
of improvement in a competitor’s performance. The 
great advantage of competitive collaboration is that 
proximity makes benchmarking easier.

Indeed, some analysts argue that one of Toyota’s 
motivations in collaborating with GM in the 
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S trategic alliances and inter-firm networks have 
been gaining popularity with many firms for 

their lower overhead costs, increased responsiveness 
and flexibility, and greater efficiency of operations. 
Networks that are strategically guided are often fast-
growing and on the leading edge. In 10 years, Sun 

Microsystems (founded in 1982) grew to $3.2 billion 
in sales and $284 million in profits. This remarkable 
growth has been achieved by Sun’s strategic direction 
of a web of alliances.

Few would expect  such rapid growth and 
technological success in an older and mature industry 

much-publicized NUMMI venture is to gauge the 
quality of GM’s manufacturing technology. GM’s 
top manufacturing people get a close look at Toyota, 
but the reverse is true as well. Toyota may be learning 
whether its giant US competitor is capable of closing the 
productivity gap with Japan.

Competitive collaboration also provides a way of 
getting close enough to rivals to predict how they will 
behave when the alliance unravels or runs its course. How 
does the partner respond to price changes? How does 
it measure and reward executives? How does it prepare 
to launch a new product? By revealing a competitor’s 
management orthodoxies, collaboration can increase the 
chances of success in future head-to-head battles.

Knowledge acquired from a competi tor  – 
partner is only valuable after it is diffused through 
the organization. Several companies we studied 
had established internal clearinghouses to collect 
and disseminate information. The collaborations 
manager at one Japanese company regularly made 
the rounds of all employees involved in alliances. 
He identified what information had been collected 
by whom and then passed it on to appropriate 
departments .  Another  company held regular 
meetings where employees shared new knowledge 
and determined who was best positioned to acquire 
additional information.

Proceed with care – but proceed

After World War II, Japanese and Korean companies 
entered alliances with western rivals from weak 

positions. But they worked steadfastly toward 
independence. In the early 1960s, NEC’s computer 
business was one-quarter the size of Honeywell’s, its 
primary foreign partner. It took only two decades for 
NEC to grow larger than Honeywell, which eventually 
sold its computer operations to an alliance between 
NEC and Group Bull of France. The NEC experience 
demonstrates that dependence on a foreign partner 
doesn’t automatically condemn a company to also-ran 
status. Collaboration may sometimes be unavoidable; 
surrender is not.

Managers are too often obsessed with the 
ownership structure of an alliance. Whether a 
company controls 51 per cent or 49 per cent of a joint 
venture may be much less important than the rate at 
which each partner learns from the other. Companies 
that are confident of their ability to learn may 
even prefer some ambiguity in the alliance’s legal 
structure. Ambiguity creates more potential to acquire 
skills and technologies. The challenge for western 
companies is not to write tighter legal agreements but 
to become better learners.

Running away from collaboration is no answer. 
Even the largest western companies can no longer 
outspend their global rivals. With leadership in many 
industries shifting toward the east, companies in 
the United States and Europe must become good 
borrowers – much like Asian companies did in the 
1960s and 1970s. Competitive renewal depends on 
building new process capabilities and winning new 
product and technology battles. Collaboration can be a 
low-cost strategy for doing both.

Creating a strategic centre to manage  
a web of partners
By Gianni Lorenzoni and Charles Baden-Fuller1

1Source: This article © 1995, by the Regents of the University of California. Adapted from California Management Review, Vol. 37, No. 3.  
By permission of the Regents. All rights reserved. Permission conveyed through Copyright Clearance Center, Inc.
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such as textiles. Yet Benetton, the famous global textile 
empire, is in many ways like Sun. Founded in 1964, it 
had by 1991 achieved more than $2 billion in sales and 
$235 million in profits. Benetton is widely admired in 
Europe and the Far East for its rapid growth and ability 
to change the industry’s rules of the game through its 
strategy of ‘mass fashion to young people’.

What creates and guides the successful, innovative, 
leading-edge inter-firm network? Most research into inter-
firm networks has emphasized how they can reconcile 
the flexibility of market relationships with the long-term 
commitment of hierarchically centralized management. 
Although all networks reflect the conscious decisions 
of some managers, it is becoming increasingly apparent 
that those networks that are not guided strategically by a 
‘centre’ are unable to meet the demanding challenges of 
today’s markets. In this reading, we are concerned with 
those strategic centres that have had a very significant 
impact on their sectors, especially as regards innovation. 
They are not confined to just a few isolated sectors, but 
have been observed in a wide variety of circumstances, 
some of which are listed in Table 6.2.1.

In this reading, we examine three dimensions of the 
strategic centre:

 ■ as a creator of value for its partners;

 ■ as leader, rule setter and capability builder;

 ■ as simultaneously structuring and strategizing.

The role of the strategic centre

The strategic centre (or central firm) plays a critical role 
as a creator of value. The main features of this role are:

 ■ Strategic outsourcing. Outsource and share with 
more partners than the normal broker and traditional 
firm. Require partners to be more than doers, expect 
them to be problem-solvers and initiators.

 ■ Capability. Develop the core skills and competencies 
of partners to make them more effective and 
competitive. Force members of the network to share 
their expertise with others in the network and with 
the central firm.

 ■ Technology. Borrow ideas from others which are 
developed and exploited as a means of creating and 
mastering new technologies.

 ■ Competition. Explain to partners that the principle 
dimension of competition is between value chains 
and networks. The network is only as strong as 
its weakest link. Encourage rivalry between firms 
inside the network, in a positive manner.

From subcontracting to strategic 
outsourcing
All firms that act as brokers or operate networks play 
only a limited role in undertaking the production and 
delivery of the good or service to the markets in which 
the system is involved. What distinguishes central 
firms is both the extent to which they subcontract, 
and the way that they collect together partners who 
contribute to the whole system and whose roles are 
clearly defined in a positive and creative way.

Many organizations see their subcontractors and 
partners as passive doers or actors in their quest for 
competitive advantage. They typically specify exactly 
what they want the partners to do, and leave little to the 
creative skills of others. They reserve a special creative 
role for only a few ‘critical’ partners. In strategic 
networks, it is the norm rather than an exception for 
partners to be innovators.

Typically each of these partnerships extends beyond 
a simple subcontracting relationship. Strategic centres 
expect their partners to do more than follow the 
rules, they expect them to be creative. For example, 
Apple worked with Canon and Adobe to design and 
create a laser jet printer which then gave Apple an 
important position in its industry. In all the cases we 
studied, the strategic centre looked to the partners to 
be creative in solving problems and being proactive in 
the relationships. They demanded more – and obtained 
more – from their partners than did their less effective 
counterparts that used traditional subcontracting.

Developing the competencies  
of the partners
How should the central firm see its own competencies 
vis-a-vis its partners? Most writers argue that current 
competences should guide future decisions. Many have 
warned of the dangers in allowing the other partners in 
a joint venture or alliance to exploit the skills of the host 
organization. For example, Reich and Mankin (1986) 
noted that joint ventures between Japanese and US firms 
often result in one side (typically the Japanese) gaining at 
the expense of the other. Bleeke and Ernst (1991) found 
similar disappointment in that in only 51 per cent of the 
cases they studied did both firms gain from alliances. In a 
study of cross border alliances, Hamel (1991) found that 
the unwary partner typically found that its competencies 
were ‘hollowed out’ and that its collaborator became a 
more powerful competitor. Badaracco (1991) examined 
the experiences of GM and IBM, who have signed multiple 
agreements, and explored the difficulties they face.
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Traditional brokers and large integrated firms 
do not ‘hand out’ core skills, but the central firms 
we studied have ignored this advice and won. While 
keeping a very few skills and assets to themselves, the 
central firms were remarkable in their desire to transfer 
skill and knowledge adding value to their partners. 
Typically, they set out to build up the partners’ ability 
and competencies. At Benetton, site selection and 
sample selection were skills which Benetton would 
offer to the new retail partners, either directly or 
through the agents. Skill transfers were also evident in 
the machinery networks and at Apple.

Nike brings its partners to its research site at 
Beaverton to show them the latest developments in 
materials, product designs, technologies and markets. 
Sometimes the partners share some of the costs, but 
the prime benefit is to shorten cycle times and create 
a more vibrant system. Toyota’s subcontractors 
may receive training from Toyota and are helped in 
their development of expertise in solving problems 
pertaining to their particular component. Not only does 
this encourage them to deliver better quality parts to the 
Toyota factories, but it also allows the Toyota system to 
generate an advantage over other car manufacturers.

TAbLE 6.2.1 Some central firms and their activities

Name of company  
and its industry Activities of strategic centre Activities of the network

Apple 
(computers)

 ■ Hardware design
 ■ Software design
 ■ Distribution

 ■ Principal subcontractors manufacture
 ■ 3000 software developers

Benetton 
(apparel)

 ■ Designing collections
 ■ Selected production
 ■ Developing new technology  

systems

 ■ 6000 shops
 ■ 400 subcontractors in production
 ■ Principal joint ventures in Japan,  

Egypt, India and others

Corning 
(glass, medical products  
and optical fibres)

 ■ Technology innovation
 ■ Production

 ■ More than 30 joint ventures  
worldwide

Genentech 
(biotechnology/DNA)

 ■ Technology innovation  ■ JVs with drug companies for production  
and distribution, licensing in from  
universities

McDonald’s 
(fast food) in many  
foreign countries

 ■ Marketing
 ■ Prototyping technology and  

systems

 ■ 9000 outlets, joint ventures in many  
foreign countries

McKesson 
(drug distribution)

 ■ Systems
 ■ Marketing
 ■ Logistics
 ■ Consulting advice

 ■ Thousands of retail drug outlets,  
and ties with drug companies and  
government institutions

Nike 
(shoes and sportswear) 

 ■ Design
 ■ Marketing

 ■ Principal subcontractors

Nintendo 
(video games)

 ■ Design
 ■ Prototyping
 ■ Marketing

 ■ 30 principal hardware subcontractors
 ■ 150 software developers

Sun 
(computers and computer 
systems)

 ■ Innovation of technology
 ■ Software
 ■ Assembly

 ■ Licensor/licensees for software  
and hardware

Toyota 
(automobiles)

 ■ Design
 ■ Assembly
 ■ Marketing

 ■ Principal subcontractors for complex 
components

 ■ Second tier for other components
 ■ Network of agents for distribution
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In contrast to these companies, the less successful 
organizations we studied did not have groups of 
specialists to transfer knowledge to partners – nor, it 
seems, did they appreciate its importance. They did 
not enlist all their suppliers and customers to fight a 
common enemy. Moreover, their experiences did not 
encourage exploration of this approach. They spoke 
of past difficulties in alliances. Skill transfers between 
parties did not always result in mutual benefit. One 
defence contractor explained that their experience of 
skill transfers nearly always meant that the partner was 
strengthened and became a stronger rival.

Borrowing–developing–lending  
new ideas
While all firms bring in new ideas from outside, the 
central firms we studied have adopted an unusual 
and aggressive perspective in this sphere. They scan 
their horizons for all sorts of opportunities and utilize 
a formula we call borrow–develop–lend. ‘Borrow’ 
means that the strategic centre deliberately buys or 
licenses some existing technological ideas from a 
third party; ‘develop’ means that it takes these outside 
ideas and adds value by developing them further in its 
own organization. This commercialization can then 
be exploited or ‘lent’ with great rapidity through its 
stellar system, creating new adjuncts to leverage to 
the greatest advantage. Borrowing ideas, which are 
subsequently developed and exploited, stretches the 
organization and forces it to grow its capabilities and 
competencies. It demands a new way of thinking.

In the Italian packaging machinery sector, lead 
producers follow this strategy. They borrow designs 
of a new machine from specialist designers or 
customers. These designs are then prototyped. From 
these prototypes, small and medium-sized partners or 
specialists often improve the design in a unique way, such 
as improving the flows and linkages. The focal firm then 
re-purchases and exploits the modified design, licensing 
to producers for the final development and marketing 
phase. Thus we see a ‘to-and-fro’ pattern of development 
between the central firm and its many partners.

Sun also used the borrow–develop–lend approach 
in their project to build a new workstation delivering 
‘more power with less cost’. They borrowed existing 
technology from other parties, re-combined and 
developed them further inside Sun, and then licensed 
them to third parties for development and sale under the 
Sun brand.

The borrow–develop–lend principle helps the central 
firm reduce the cost of development, make progress more 

quickly, and, most importantly, undertake projects which 
would normally lie outside its scope. This approach 
contrasts with the procedures used by other large firms. 
Although these firms may buy ideas from other sources, 
large firms usually have a slower pace of development 
and rarely match the speed of exploitation achieved 
through networking and relending the idea to third parties. 
The strategic centre seems to avoid the not-invented-here 
syndrome, where innovations and ideas are rejected 
because they are not internally created and developed.

From the view of independent inventors, the 
strategic centre is an attractive organization with 
which to do business. The central firms have a track 
record of rapid commercialization (usually offering 
large incentives to those with ideas). They emphasize 
moving quickly from ideas to market by a simultaneous 
learning process with partners, thereby offering a 
competitive advantage over other developers. Finally, 
the willingness to involve others means rapid diffusion 
with fast payback, thus lessening the risks.

Perceptions of the competitive process
Firms in the same industry experience varying degrees 
of competitive rivalry. The joint venture, formal 
agreements, or the use of cross shareholdings are 
mechanisms used to create common ties, encourage 
a common view and unite firms against others in the 
industry. Strategic centres also create this sense of 
cooperation across competing enterprises.

Competitive success requires the integration of 
multiple capabilities (e.g. innovation, productivity, 
quality, responsiveness to customers) across internal 
and external organizational boundaries. Such 
integration is a big challenge to most organizations. 
Strategic centres rise to this challenge and create a 
sense of common purpose across multiple levels in the 
value chain and across different sectors. They achieve 
a combination of specialized capability and large-
scale integration at the same time, despite the often 
destructive rivalry between buyers and customers. 
Strategic purchasing partnerships are commonly used 
to moderate this rivalry, but few firms are able to 
combine both horizontal and vertical linkages.

In building up their partner’s capabilities and 
competencies, strategic centres convey an unusual 
perspective to their partners on the nature of the 
competitive process. This perspective permits the 
partners to take a holistic view of the network, seeing 
the collective as a unit that can achieve competitive 
advantage. In this respect, the whole network acts like 
a complex integrated firm spanning many markets.
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Table 6.2.2 illustrates how the actions of the strategic 
centre differ from other organizations. Chain stores 
are a good example of organizations that coordinate 
activities across many actors, yet at a single stage of 
the value chain. In contrast, the narrowly defined, 
vertically integrated firm coordinates across many 
stages but not across many markets or actors. Only the 
strategic centre and the large multi-market, vertically 
integrated organization are able to coordinate across 
many markets and many stages of the value chain.

Beyond the hollow organization

Although the strategic centre outsources more 
activities than most organizations, it is not hollow. 
Unlike the traditional broker that is merely a glorified 
arranger, the central firms we studied understand that 
they have to develop some critical core competencies. 
These competencies are, in general, quite different 
from those stressed by most managers in traditional 
firms. The agenda for the central firm consists of:

 ■ The idea. Creating a vision in which partners play a 
critical role.

 ■ The investment. A strong brand image and effective 
systems and support.

 ■ The climate. Creating an atmosphere of trust and 
reciprocity.

 ■ The partners. Developing mechanisms for attracting 
and selecting partners.

Sharing a business idea
Most of the central firms we studied are small, lean and 
focused operations. They employ comparatively few 
people and are very selective in what they do. Yet, they 
have an unusual ability to conceptualize a business idea 
that can be shared not only internally, but with other 
partners. In the case of Benetton, this idea has a few 
key elements such as: mass fashion for young people, 

and the notion of a strategic network to orchestrate and 
fulfil this vision. In food-machinery, the key idea of the 
central firms is to solve the client’s problems, rather 
than selling existing competencies, while new partners 
are developed in response to customer needs – a novel 
notion in this sector. These simple ideas are not easy to 
create or sustain.

These ideas have been able to capture the 
imagination of the employees and their partners. 
They also encapsulate strategy and so contain, in 
the language of Prahalad and Hamel (1990), the 
features of a clear strategic intent. Common to all 
the business ideas we studied, there is a notion of 
partnership which includes the creation of a learning 
culture and the promotion of systems experiments 
so as to outpace rival competing organizations. The 
strategic centres view their role as one of leading 
and orchestrating their systems. Their distinctive 
characteristics lie in their ability to perceive the 
full business idea and understand the role of all the 
different parties in many different locations across 
the whole value chain. The managers in the strategic 
centre have a dream and they orchestrate others to 
fulfil that dream.

This vision of the organization is not just an idea in 
the minds of a few managers, it is a feature that is shared 
throughout the organization. Many of the strategic 
centres we studied admit that their visions have 
emerged over time, they are not the work of a moment. 
Their vision is dynamic, for as their network grows and 
as the environment changes, the organizational vision 
also changes. This is not the case in the less successful 
alliances. They showed the typical characteristics of 
most organizations, multifaceted views of the world 
and a less-than-clear expression of their vision.

Clearly, vision is reinforced by success. The ability 
of central firms to deliver profits and growth for the 
partners helps cement a vision in their minds and makes 
their claims credible. It creates a cycle where success 
breeds clarity, which in turn helps breed more success.

TAbLE 6.2.2 Different kinds of competition across sectors and stages of the value chain

Single units within the sector
Multiple units within the sector or  
across related sectors

Multiple stages of the 
value chain

 ■ Vertical integration; or
 ■ Value-added partnerships

 ■ Strategic centres and their webs  
of partners; or

 ■ Large integrated multi-market  
organizations

Single stages of the 
value chain

 ■ Traditional adversarial firm  ■ Chain stores; or
 ■ Simple networks
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Brand power and other support
To maintain the balance of power in the network, all 
central firms retain certain activities. The control of 
the brand names and the development of the systems 
that integrate the network are two activities that give 
the organization a pivotal role and allow it to exercise 
power over the system.

Some of the firms we observed were involved 
in consumer markets where branding is important. 
The brand name, owned by the central firm, was 
promoted by the activities of the partners, who saw 
the brand as a shared resource. They were encouraged 
to ensure its success, and quite often these efforts 
helped the brand become famous in a short period of 
time. While the brand and marketing are not so vital 
in producer goods markets, they are still important – 
and the strategic centre neglects these at its peril. Its 
importance is highlighted by the experiences of one 
of the less successful organizations we studied. This 
aerospace firm had problems as a result of the inability 
of its members to relinquish many of the aspects of 
marketing to a single central firm.

To retain its power, the central firm must ensure 
that the information between partners flows freely and 
is not filtered. Communication is a costly activity, and 
developing effective communication systems is always 
the responsibility of the strategic centre. These systems 
are not only electronically-based, but include all other 
methods of communication. Often there is a style for 
meeting among the partners, which is set and monitored 
by the central firm. The quality of information is a key 
requirement if the central firm is to mandate effectively 
the stream of activities scattered among different firms.

Trust and reciprocity
Leveraging the skills of partners is easy to conceive 
but hard to implement. The difficulties occur because 
it takes many partners operating effectively to make 
the system work, but the negative behaviour of only a 
few can bring the whole system to a halt. The strategic 
vision requires all its members to contribute all the 
time without fail. This is a considerable demand. The 
typical organizational response to such a need is to 
circumscribe the contracts with outsiders in a tight 
legalistic manner. But this is not always wise; contract 
making and policing can be difficult and expensive. 
Formal contracts are relatively inflexible and are 
suitable only where the behaviour is easy to describe 
and is relatively inflexible. But the relationships are 
creative and flexible and so very difficult to capture 
and enforce contractually.

The approach of the central firms we studied is to 
develop a sense of trust and reciprocity in the system. 
This trust and reciprocity is a dynamic concept and 
it can be very tight. The tightness is apparent in each 
party agreeing to perform its known obligations. This 
aspect has similarities to contracts in the sense that 
obligations are precisely understood. But Anglo-
Saxon contracts are typically limited in the sense that 
partners are not expected to go beyond the contract. 
In contrast, in a network perspective, the behaviour is 
prescribed for the unknown, each promising to work 
in a particular manner to resolve future challenges and 
difficulties as they arise. This means that each partner 
will promise to deliver what is expected, and that future 
challenges will also be addressed positively. If there are 
uncertainties and difficulties in the relationships, these 
will be resolved after the work is done. If one party goes 
beyond (in the positive sense) the traditional contract, 
others will remember and reciprocate at a later date.

Trust and reciprocity are complements, not 
substitutes, to other obligations. If partners do not 
subscribe to the trust system, they can hold the 
whole system hostage whenever they are asked to do 
something out of the ordinary, or even in the normal 
course of events. Such behaviour will cause damage to 
all, and the system will break up. Only with trust can 
the system work in unison.

The Benetton franchising system is perhaps an 
extreme version of this trust system. On the continent 
of Europe, Benetton does not use legal contracts, rather 
it relies on the unwritten agreement. This, it claims, 
focuses everyone’s attention on making the expectations 
clear. It also saves a great deal of time and expense. 
Many other strategic centres also rely on trust, but utilize 
contracts and formal controls as a complement. Central 
firms develop rules for settling disputes (for there will 
be disputes even in a trust system). The central firm also 
ensures that rewards are distributed in a manner which 
encourages partners to reinforce the positive circle. 
Benetton has encountered limits to its approach in the 
US, where the cultural emphasis on law and contracts 
has come into conflict with Benetton’s strategy.

In sharp contrast are the other less successful 
systems we studied. There, trust was used on a very 
limited scale, since most organizations had difficulty 
in getting partners to deliver even that which was 
promised. Broken promises and failed expectations 
were common in the defence systems. Very low 
anticipated expectations of partner reciprocity were a 
common feature of the Scottish network and appliance 
sectors. Most organizations believed that anything 
crucial had to be undertaken in-house.
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Trust is delicate, and it needs fostering and 
underpinning. One of the ways in which positive 
behaviour is encouraged is to ensure that the profit-
sharing relationships give substantial rewards to the 
partners. None of the central firms we studied seeks 
to be the most profitable firm in the system; they 
are happy for others to take the bulk of the profit. 
In Benetton, a retailer may find his or her capital 
investment paid back in three years. In Corning, some 
partners have seen exceptional returns. This seemingly 
altruistic behaviour, however, does not mean that the 
rewards to the central firm are small.

Partner selection
The central firms we studied recognize that creating 
success and a long-term perspective must begin with 
the partner selection process. In building a network, 
partners must be selected with great care. Initially, 
the central firms followed a pattern of trial and error, 
but following successful identification of the key 
points in the selection process, they became more 
deliberate. The many new styles of operation and 
new ways of doing things are not easy to grasp, and 
they are quite difficult to codify – especially at the 
early stages of the selection process. As time passes, 
a partner profile emerges together with a selection 
procedure aimed at creating the correct conditions 
for the relationships. These relationships require 
coordination among all the partners, a common long-
term perspective, an acceptance of mutual adaptation 
and incremental innovation. When we looked at 
the details of the selection procedure, there was a 
difference between those central firms that had a few 
large partners and those that had many small-scale 
partners. In the case of the network composed of a few, 
large firm alliances, the selection criterion is typically 
based on careful strategic considerations. There is 
the question of matching capabilities and resources, 
as well as considerations of competition. However, 
most important are the organizational features based 
on a compatibility of management systems, decision 
processes and perspectives – in short, a cultural fit.

The selection process must also be tempered by 
availability. Typically, there are few potential partners to 
fit the ideal picture. Perhaps it is for this reason that some 
Japanese and European firms start the process early on 
by deliberately spinning off some of their internal units 
to create potential partners. Typically these units will 
contain some of their best talents. However, these units 
will have a cultural affinity and a mutual understanding, 
which makes the partnership easier.

In the case of the large network composed of many 
small partners, the centre acts as a developer of the 
community. Its managers must assume a different 
role. Apple called some of its managers ‘evangelists’ 
because they managed the relationships with 3000 
third-party developers. So that they could keep 
constant contact with them, they used images of the 
‘Figurehead’ and the ‘Guiding Light’.

Simultaneous structuring  
and strategizing

Of all the battles firms face, the most difficult is not 
the battle for position, nor is it even the battle between 
strong firms and weak firms following the same 
strategic approaches. Rather, it is the battle between 
firms adopting different strategies and different 
approaches to the market. In these battles, the winners 
are usually those who use fewer and different resources 
in novel combinations. The central firms we studied fit 
this category, for they have typically dominated their 
sectors by stretching and leveraging modest resources 
to great effect. In trying to understand these battles of 
stretch and leverage, others have stressed the technical 
achievements of central firms such as lean production, 
technical innovation, or flexible manufacturing 
and service delivery. To be sure, these advances are 
important and provide partial explanations for the 
success of Sun, Nintendo, Benetton, Apple and others. 
Equally important, if not more important, are new 
ideas on the nature of strategizing and structuring. 
Strategizing is a shared process between the strategic 
centre and its partners; structuring of the relationships 
between the partners goes hand in hand and is seen as a 
key part of the strategy.

Strategy conception and implementation of ideas 
is shared between central firms and their webs of 
partners. Here they differ from most conventional 
organizations, which neither share their conceptions 
of strategy with other organizations nor insist that their 
partners share their ideas with them in a constructive 
dialogue. While all firms form partnerships with some 
of their suppliers and customers, these linkages rarely 
involve sharing ideas systematically. Subcontracting 
relationships are usually deeper and more complex, 
and many firms share their notions of strategy with 
their subcontractors, but the sharing is nearly always 
limited. Alliances demand even greater levels of 
commitment and interchange, and it is common for 
firms involved in alliances to exchange ideas about 
strategy and to look for strategic fit and even reshaping 

65856_ch06_ptg01_295-342.indd   331 07/02/20   8:43 PM



332  SECTIoN II STRATEGY CONTENT

of strategic directions. Networks can be thought of as 
a higher stage of alliances, for in the strategic centre 
there is a conscious desire to influence and shape the 
strategies of the partners, and to obtain from partners 
ideas and influences in return.

This conscious desire to share strategy is reflected 
in the way in which central firms conceive of the 
boundaries of their operations. Most organizations 
view their joint ventures and sub-contractors as beyond 
the boundaries of their firm, and even those involved in 
alliances do not think of partners as an integral part of 
the organization. Even firms that are part of a franchise 
system (and thus have a more holistic perspective) do 
not view their relationships as a pattern of multilateral 
contracts. Going beyond the franchise view, central 
firms and their participants communicate multilaterally 
across the whole of the value chain. In the words of 
Johanson and Mattsson (1992), they have a ‘network 
theory,’ a perception of governing a whole system.

Strategizing and structuring in the central firms 
we studied reverses Chandler’s famous dictum 
about structure following strategy. When partner’s 
competencies are so crucial to the developments of 
the business idea of the strategic centre, the winners 
are building strategy and structure simultaneously 
whereas the losers are signing agreements without 
changing their organizational forms to match them. 
When each partner’s resources and competencies are 
so essential to the success of the enterprise, new forms 
must be designed. To achieve this, structuring must 
come earlier, alongside strategizing, and both require 
an interaction among partners to create a platform of 
flexibility and capability. This behaviour challenges 
much of what is received managerial practice and 
avoids some of the traps that webs of alliances face.

Like the large integrated cohesive organization, 
networked firms are able to behave as a single 
competitive entity which can draw on considerable 
resources. However, the network form avoids many 
of the problems of large integrated firms, who 
typically find themselves paralysed in the struggle 
between freedom and control. By focusing attention 
on the matters where commonality is important 
(e.g. product design) and by allowing each unit to 
have freedom elsewhere, cooperation is fostered, 
time and energy spent in monitoring is reduced, and 
resources are optimized. In this way, the networked 
organization succeeds in bridging the gap between 
centralization and decentralization. But cooperation 
can dull the edge of progress, and the organizations in 
our study have avoided this trap by fostering a highly 
competitive spirit.

Marketing and information sharing
The way in which information is collected and shared 
in the system reveals how structure and strategy go 
hand in hand. The gathering of information is a central 
activity in any organization. A strategic feature of a 
network of alliances is that the firms in the system are 
closely linked for the sharing of information. Members 
of the network exchange not only hard data about best 
practice, but also ideas, feelings and thoughts about 
customers, other suppliers and general market trends.

The central firm structures the information system 
so that knowledge is funneled to the areas that need it 
the most. Members specializing in a particular function 
have access to others in the system performing similar 
tasks, and share their knowledge. This creates a 
level playing field within the network system. It also 
provides the opportunity for the members to focus and 
encourage the development of competitive advantage 
over rivals.

One of the basic premises in our network view is 
that new information leading to new ways of doing 
things emerges in a process of interaction with people 
and real-life situations. It follows that the ‘information 
ability’ of the firm depends critically on a scheme of 
interactions. The difficulty is that the generation of 
new information cannot be planned, but has to emerge. 
Thus, the task of the manager is one of designing a 
structure which provides an environment favourable 
for interactions to form, and for new information to be 
generated. Such a structure is a network.

Our study found, as have others, that the availability 
of large amounts of high quality information on many 
aspects of the business facilitated more rapid responses 
to market opportunities. Information condensed through 
the network is ‘thicker’ than that condensed through the 
brokerage market, but is ‘freer’ than in the hierarchy.

The need for a sophisticated system was clear 
when we contrasted the central firms we studied with 
other firms. In these other firms, we often found that 
critical information was guarded, not shared. As is so 
common among organizations, individual players are 
either afraid of being exploited or they have a desire 
to exploit the power they have through knowledge. 
Even in traditional franchise systems, information is 
typically passed to the centre for filtering before being 
shared. In the large integrated firm, centralization 
also causes unnecessary filtering. With centralization, 
the process of collecting and distributing information 
can be cumbersome and slow. Moreover, power to 
manipulate the information can be accidentally or 
intentionally misused by a small central group.
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Some of the ‘control group’ of firms we studied did 
share their information, with adverse consequences. 
For example, defence contractors, unable to create 
an effective strategic network, found the partners 
sometimes used the shared information to their 
own advantage, and then did not reciprocate. The 
knowledge was exploited by partners to create superior 
bargaining positions. Opportunities to foster collective 
interest were missed, and in extreme cases, partners 
used the information to bolster a rival alliance to the 
detriment of the original information provider.

Learning races
Whereas identifying opportunities for growth is 
facilitated by information sharing, responding to the 
opportunity is more difficult. Here we see some of 
the clearest evidence that structure and strategy go 
hand in hand. First and foremost, the central firms we 
studied reject the idea of doing everything themselves. 
Instead, they seek help from others to respond to the 
opportunities they face. When the knowledge and 
capabilities exist within the network, the role of the 
centre is to orchestrate the response so that the whole 
system capitalizes on the opportunity.

It frequently happens that opportunities require an 
innovative response, and it is common for strategic 
centres to set up ‘learning races’. Here, partners are 
given a common goal (say a new product or process 
development) with a prize for the first to achieve the 
target. The prize may be monetary, but more commonly 
it is the opportunity to lead off the exploitation of the 
new development. There is a catch, the development 
must be shared with others in the network. Learning 
races create a sense of competition and rivalry, but 
within an overall common purpose.

Nintendo uses carefully nurtured learning races 
with its partners to create high quality rapid innovation. 
Partners are typically restricted in the number of 
contributions they can make. In the case of software 
design, the limit may be three ideas a year. These 
restrictions force a striving for excellence, and the 
consequence is a formidable pace of progress.

Learning races can be destructive rather than 
constructive if the partners do not have the skills and 
resources. The strategic centres we studied get around 
these difficulties by sharing knowledge and in effect 
allowing the whole network to ‘borrow’ skills and 
competencies from each other.

It is important to understand the role of new 
members in the process of creating innovations. Many 
central firms follow the twin strategies of internal and 

external development. Internal development involves 
offering existing partners a possibility of sharing in 
the growth markets. External development involves the 
finding of new partners to fill the gaps and accelerate 
the possibilities. New partners typically fit the pattern 
set by existing partners. These newly found ‘look alike’ 
firms allow the strategic centre to truncate development 
of the necessary capabilities, leveraging off earlier 
experiences developed by the existing partners. By 
making growth a race between old and new partners, 
speed is assured and scale effects exploited. Our 
strategic centres fostered positive rivalry rather than 
hostility by ensuring that both old and new partners 
share in the final gains. When pursuing rapid growth, 
the twin tracks of internal and external development 
can lessen tensions. Because they are independent, 
existing members can respond to the new demands as 
they wish. But, if they do not respond positively, the 
central firm can sign up new partners to fill the gaps. 
The stresses and strains of growth can thus be reduced 
for each of the members of the network.

Conclusions

The strategically minded central firms in our study 
view the boundaries of the organization differently 
because their conception and implementation of 
strategy are shared with a web of partners. This attitude 
contrasts sharply with most organizations, which view 
their joint ventures and sub-contractors as existing 
beyond the boundaries of their firm. Even those 
involved in alliances typically do not think of partners 
as an integral part of their organization; they rarely 
share their conceptions of strategy and even fewer 
insist that their partners share their strategy with them 
in a constructive dialogue. In contrast, strategic centres 
communicate strategic ideas and intent multilaterally 
across the whole of the value chain. They have a 
network view of governing a whole system.

Strategic centres reach out to resolve classic 
organizational paradoxes. Many sub-contracting and 
alliance relationships seemed to be mired in the inability 
to reconcile the advantages of the market with those 
of the hierarchy. Strategic centres are able to create 
a system that has the flexibility and freedom of the 
market coupled with long-term holistic relationships, 
ensuring the requisite strategic capabilities across 
the whole system. Another paradox exists between 
creativity and discipline. Most organizations oscillate 
between having ample creativity and little discipline, 
or too much discipline and not enough creativity.  
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Through their unusual attitude to structuring and 
strategizing, strategic centres attain leading-edge 
technological and market developments while retaining 
rapid decision making processes.

All organizations have much to learn from 
studying strategic centres and their  unusual 
conception of the managerial task. Strategic centres 

have taken modest resources and won leadership 
positions in a wide variety of sectors. They have 
brought a new way of thinking about business and 
organizing. Much of what they do is at the cutting 
edge, and they are shining examples of how firms 
can change the rules of the game by creative and 
imaginative thinking.

Coevolution in business ecosystems
By James F. Moore1

1Source: This article © 1996 by James F. Moore. Adapted from Chapter One of James F. Moore, The Death of Competition: Leadership and 
Strategy in the Age of Business Ecosystems, by permission of HarperCollins Publishers Inc.

D uring the past decade, a great deal of insight 
has been gleaned about complex biological 

communities – illuminated by biologists poking around 
in Central American jungles, collecting insects in Asia 
and observing birds in the Arctic. Much of this work has 
focused on the intricate and far-reaching relationships 
among species: predator and prey, pollinator and plant, 
protector and herd. What has become clear is that some 
ecosystems, notably those besieged by wave after 
wave of potential settlers, develop a special resiliency, 
flexibility and resistance to catastrophes. In contrast, 
those that develop in isolation like Hawaii can become 
highly vulnerable to ecological disasters, and may even 
face mass extinctions.

Recent work in community ecology has dwelled on 
topics like ‘keystone’ species, the most critical of the 
species in an ecosystem. When they disappear from 
an ecosystem, life within the system itself changes 
radically. One example is the sea otter. Sea otters on 
the California coast prey on sea urchins. The urchins 
feast on kelp beds and other seaweeds along the ocean 
floor. When the otters were hunted almost to extinction 
during the nineteenth century, urchin populations grew 
exponentially and consumed much of the kelp beds, 
diminishing the biodiversity of the ecosystem. The 
ocean floor became almost barren. Through aggressive 
efforts, conservationists re-introduced the sea otter to 
the area. The urchins have now been harvested and the 
rich complexity along the coast restored.

Biologists have also concentrated on highly 
aggressive ‘exotic’ species that can have a particularly 
disruptive effect when injected into an ecosystem. The 
hydrilla plant, for instance, was introduced into Florida 
from Asia in the 1950s. Today hydrilla infests over  

40 per cent of the waterways in the state – choking 
lakes and rivers, killing native fish and other wildlife. 
The hydrilla is almost impossible to control and seems 
destined to have a permanently damaging effect on 
biological diversity and robustness in the region.

Unfortunately, the study of business communities 
lags well behind the biological. Yet close examination 
of the history of business innovation and the creation 
of wealth shows that there are important parallels 
between these two seemingly dissimilar worlds.

While biological analogies are often applied to 
the study of business, they are frequently applied 
much too narrowly. Almost invariably, the recurring 
focus is on the evolution of species. For example, 
some argue that in a market economy a Darwinian 
selection occurs in which the fittest products and 
companies survive. More recently, as businesses have 
been dissected into processes through the quality and 
re-engineering movements, some now maintain that 
the fittest processes and systems of processes drive out 
the weak. In either instance, the ‘species’ are seen to be 
subject to genetic mutation and selection that gradually 
transforms them.

I have become convinced that the world is more 
complicated than that, and that we must think in 
grander terms. Species-level improvement of business 
processes is unquestionably crucial for keeping 
companies successful, and creates unmistakable 
value for society. But there are complementary forms 
of evolution that play vital but grossly underrated 
roles in both biology and business. They encompass 
the ecological and evolutionary interactions that 
occur across an entire ecosystem, comprising all the 
organisms of a particular habitat as well as the physical 
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environment itself. Leaders who learn to understand 
these dimensions of ecology and evolution will find 
themselves equipped with a new model for devising 
strategy, and critical new options for shaping the future 
of their companies.

In biological ecosystems, changes take place 
over different time scales: many ecological changes 
occur within the lifetime of the individual organism, 
whereas evolutionary changes transpire over numerous 
generations. In business ecosystems, these two time 
scales collapse into one, because, unlike biological 
species, a business can guide its own evolution and 
effect dramatic evolutionary changes during its lifetime. 
A leader in a business ecosystem has an important edge 
over the species in a biological ecosystem: the ability 
to see the big picture and understand the dynamics of 
the ecosystem as a whole. This enables a business to 
alter its traits to better fit its ecosystem. What is more, a 
business can anticipate future changes in its ecosystem 
and evolve now so that it is well prepared to face future 
challenges.

Coevolution: Working together  
to create the future

The late anthropologist Gregory Bateson, who had 
a lifelong obsession with the workings of complex 
systems, greatly influenced my thinking. His thought-
provoking theories of coevolution, culture and 
addiction as they applied to natural and social systems 
are very intriguing, and I was struck by how he often 
studied systems in biological terms and then tried to 
understand how consciousness played its part in those 
systems.

In his thinking, Bateson focused on patterns. One of 
his observations was that behaviours within systems – 
companies, societies, species, and families – coevolve. 
What does ‘coevolve’ mean in this context? In his book 
Mind and Nature, Bateson (1979) describes coevolution 
as a process in which interdependent species evolve in 
an endless reciprocal cycle – ‘changes in species A set 
the stage for the natural selection of changes in species 
B’, and vice versa. Take the caribou and the wolf. 
The wolf culls the weaker caribou, which strengthens 
the herd. But with a stronger herd, it is imperative for 
wolves to evolve and become stronger themselves to 
succeed. And so the pattern is not simply competition or 
cooperation, but coevolution. Over time, as coevolution 
proceeds, the whole system becomes more hardy.

From Bateson’s standpoint, coevolution is more 
important a concept than simply competition or 

cooperation. The same holds true in business.  
Too many executives focus their time primarily on  
day-to-day product and service-level struggles 
with direct competitors. Over the past few years, 
more managers have also emphasized cooperation: 
strengthening key customer and supplier relationships, 
and in some cases working with direct competitors on 
initiatives like technical standards and shared research 
to improve conditions for everyone.

A small number of the most effective firms in the 
world develop new business advantages by learning to 
lead economic coevolution. These companies – such 
as Intel, Hewlett-Packard, Shell, Wal-Mart, Creative 
Artists Agency and others – recognize that they live in 
a rich and dynamic environment of opportunities. The 
job of their top management is to seek out potential 
centres of innovation where, by orchestrating the 
contributions of a network of players, they can bring 
powerful benefits to bear for customers and producers 
alike. Their executives must not only lead their current 
competitors and industries – whether by competition 
or cooperation – but hasten the coming together of 
disparate business elements into new economic wholes 
from which new businesses, new rules of competition 
and cooperation, and new industries can emerge.

Obliterating industry boundaries

There are certain spots on the earth – Amazon rain 
forests, for instance – where biological evolution 
proceeds at madcap speed. In these hyperdomains, 
nature brazenly experiments with new evolutionary 
loops and wrinkles, as well as new strategies for 
genetic invention. As a consequence, new organisms 
are spawned that, in due course, crawl out and populate 
the rest of the world.

Similar and unprecedented upheaval is astir in 
the world of business. There are certain identifiable 
hot spots of rapidly accelerating evolutionary 
activity in the global economy, places where the 
speed of business is exceedingly fast and loose. New 
technologies, deregulation and changes in customer 
behaviour are the metaphorical equivalent of floods 
and fires, opening up new competitive landscapes. On 
such newly cleared and fertile grounds, embryonic or 
transformed businesses are sprouting.

These new renditions are businesses with an edge. 
In a sense, they are renegades. In their marauding ways, 
they do not respect traditional industry paradigms 
and partitions. Indeed, what they share is a tendency 
to upend business and industry models and to redraw 
increasingly porous boundaries.
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What we are seeing, in fact, is the end of industry. 
That’s not to say that we now need to mourn the 
dissolution of the airline industry or the cement 
industry. Rather, it means the end of industry as a 
useful concept in contemplating business. The notion 
of ‘industry’ is really an artefact of the slowly paced 
business evolution during the middle of this century. 
The presumption that there are distinct, immutable 
businesses within which players scramble for 
supremacy is a tired idea whose time is past. It has little 
to do with what is shaping the world. The designation 
itself is simplistic, describing certain players better than 
others. But, in truth, the label is not much more than 
a crude grid used to compare and contrast businesses, 
a fiction conjured up by policymakers and regulators, 
investment analysts, and even academic students of 
business strategy.

There has been a profound change in management 
thinking of senior executives over recent years. Earlier, 
many senior managers could rightfully be accused of 
living in denial about the structural transformations of 
the world economy and its impact on their businesses. 
Today, very few senior management teams can really 
be charged with living in such a state. There is no need 
to argue that the economic times have shifted – there is 
widespread agreement that this is true. The traditional 
industry boundaries that we’ve all taken for granted 
throughout our careers are blurring – and in many 
cases crumbling.

Enter a new logic to guide action

The important question for management today is not 
whether such changes are upon us but how to make 
strategy in this new world. Few management teams 
have been able to put together systematic approaches 
for dealing with the new business reality. Most 
find themselves struggling with varying degrees of 
effectiveness, but with no clear way to think about and 
communicate, let alone confront, the new strategic 
issues.

What is most needed is a new language, a logic 
for strategy, and new methods for implementation. 
Many of the old ideas simply don’t work any more. 
For instance, diversification strategies that emphasize 
finding ‘attractive’ industries often assume the 
fixedness of industry structure, yet our experience tells 
us that industry structures evolve very rapidly. Our 
traditional notions of vertical and horizontal integration 
fail us in the new world of cooperating communities. 
Competitive advantage no longer accrues necessarily 

from economies of scale and scope. Many firms can 
attain the volume of production to be efficient. Flexible 
systems are widely available that enable firms to 
customize their offers, proliferate variety, and do so at 
little additional cost. In the new world, scale and scope 
matter, but only as they contribute to a continuing 
innovation trajectory so that a company continually 
lowers its costs while increasing its performance.

Companies agitating to be leaders in the volatile new 
world order must transform themselves profoundly and 
perpetually so as to defy categorization. Is Wal-Mart a 
retailer, a wholesaler, or an information services and 
logistics company? Is Intel governed by the economic 
realities of the semiconductor industry, or does it 
lead one of several coevolving, competing personal 
computer-centred ecosystems? Are its competitors 
Texas Instruments and NEC or Microsoft and Compaq?

In place of ‘industry’, I suggest an alternative, 
more appropriate term: business ecosystem. The 
term circumscribes the microeconomies of intense 
coevolution coalescing around innovative ideas. 
Business ecosystems span a variety of industries. The 
companies within them coevolve capabilities around the 
innovation and work cooperatively and competitively 
to support new products, satisfy customer needs, and 
incorporate the next round of innovation. Microsoft, for 
example, anchors an ecosystem that traverses at least 
four major industries: personal computers, consumer 
electronics, information and communications. Centred 
on innovation in microprocessing, the Microsoft 
ecosystem encompasses an extended web of suppliers 
including Intel and Hewlett-Packard and myriad 
customers across market segments.

A second new term is ‘opportunity environment,’ 
a space of business possibility characterized by 
unmet customer needs, unharnessed technologies, 
potential regulatory openings, prominent investors 
and many other untapped resources. Just as biological 
ecosystems thrive within a larger environment, so 
do business ecosystems. As traditional industry 
boundaries erode around us, companies often 
unexpectedly find themselves in fierce competition 
with the most unlikely of rivals. At the same time, 
the most creative and aggressive companies exploit 
these wider territories, transforming the landscape 
with new ecosystems. Thus, shaping cohesive strategy 
in the new order starts by defining an opportunity 
environment. Within such an environment, strategy-
making revolves around devising novel ways to seize 
opportunities and create viable networks with other 
business ecosystems.

65856_ch06_ptg01_295-342.indd   336 07/02/20   8:43 PM



CHAPTER 6 NETwORk LEvEL STRATEGY  337

Unfortunately, most prevailing ideas on strategy 
today begin with the wrong-headed assumption that 
competition is bounded by clearly defined industries. 
As a result, these ideas are nearly useless in the current 
business climate and are sure to be even less valid in 
the future. Can one understand the economic events of 
tomorrow relying on these ideas? I very much doubt 
it. It is more important to see a company within its 
food web than in competition with superficially similar 
firms bundled together in an industry.

We compete in a bifurcated world. Executives 
today really must view strategy from two perspectives: 
They must pay attention to the wider opportunity 
environment and strive to lead in establishing the 
business ecosystems that will best utilize it. The 
dominant new ecosystems will likely consist of 
networks of organizations stretching across several 
different industries, and they will joust with similar 
networks, spread across still other industries.

At the same time, executives must continue to see 
their companies in the traditional sense, as members 
of homogenous industries clawing away at rivals for 
market share and growth. In terms of strategy, it no 
longer matters if the industries are old and venerable 
like banking and automobiles, or frisky new ones 
like cable television and personal computers. So 
understanding one’s industry will be only the first step 
to pursuing customers, innovation and the creation of 
wealth.

Learn from companies investing 
in the new approach

I believe that this change in conceptualizing is vitally 
important for three reasons. First, the conditions and 
challenges prevalent in the fastest-moving sectors of 
the global economy are spreading inexorably to all 
the others. The dynamics of these centres, and the 
challenges confronting their feistiest companies and 
leaders, are now relevant to us all.

Second, some of the hottest centres of economic 
competition – computers, communications, media, 
retailing, health care – are now devising fresh 
approaches to strategy and leadership. These 
approaches are not very well understood, even by many 
of their creators, and they surely are not appreciated 
by the wider public. Nevertheless, the scope of the 
strategic ambitions are truly breathtaking. If their 
creators succeed in their endeavours, their initiatives 
will have profound implications in our daily lives. 

What it already means is the end of competition as we 
know it.

Third, these ideas are already propagating across 
the general business landscape and thus are guaranteed 
to have a dramatic and irreversible impact on how we 
do business from now on. Because of these reasons, 
business people, no matter what business they conduct, 
must comprehend at least the broad outlines of what is 
afoot.

The special task of business 
leadership: Creating communities 

of shared imagination

In one significant respect, a strictly biological 
metaphor does not apply to business. Unlike 
biological communities of coevolving organisms, 
business communities are social systems. And social 
systems are composed of real people who make 
decisions. A powerful shared imagination, focused 
on envisioning the future, evolves in a business 
ecosystem that is unlike anything in biology. 
Conscious choice does play an important role in 
ecology. Animals often choose their habitats, their 
mates and their behaviour. In the economic world, 
however, strategists, policymakers and investors 
spend a great deal of time trying to understand the 
overall game and find fruitful ways to play it or 
change it. This consciousness is central to economic 
relationships.

Even more, shared imagination is what holds 
together economies, societies and companies. 
Therefore, a great deal of leadership and business 
strategy relies on creating shared meaning, which 
in turn shapes the future. For example, during 1995 
millions of people from diverse backgrounds became 
convinced that the Internet would become a major 
locus for commerce, entertainment and personal 
communication. They rushed to become involved and, 
in the act of so doing, established a foundation for the 
very reality they believed was coming about. While 
many other factors encouraged the exponential growth 
of interest in the Internet, Sun Microsystems played 
a powerful role by introducing a software language 
called Java. Java made it possible to create appealing 
animated experiences across the Internet.

Sun makes a wide range of computers. Java was the 
result of a small research project, outside the company 
mainstream. Nonetheless, Sun executives saw Java’s 
potential to enliven the community. Sun executives 
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chose not to treat Java as just another product. Instead, 
they essentially gave away Java to the rest of the world 
in order to feed the Internet frenzy and reinforce Sun’s 
image as a leader of the movement. What mattered 
was Java the campaign – not Java the product. A 
widespread perception formed that Sun was prescient 
and well positioned for the future. Sun’s sales rose, its 
stock appreciated, and it became more able to get other 
stakeholders to follow its lead.

It is the mind that imparts the harmony and the sense 
and the syncopation to the business ecosystem. The 
larger patterns of business coevolution are maintained 
by a complex network of choices, which depend, at 
least in part, on what participants are aware of. As 
Gregory Bateson stressed, if you change the ideas in 
a social system, you change the system itself. We are 
seeing the birth of ideas. The very fact that new ideas 
are coming into existence is changing the conditions. 
If you don’t follow these new ideas, you will be totally 
lost.

As companies get more sophisticated in creating 
new ecosystems, become more like the guiding hand 
of a forester or gardener in an ecological environment, 
the more this new level of consciousness will become 
the dominant reality of business strategy. The game 
of leadership will evolve to new levels. There is 
a wonderful book of business history by Alfred 
Chandler (1977) called The Visible Hand. It chronicles 
the rise of the multidivisional organization between 
1900 and 1930 and the consciousness of people like 
Alfred Sloane who made the development of this then 
new organization possible. We are witnessing the 
next revolution beyond multidivisional organizations 
and beyond the visible hand. It is the ability in 
an environment of immense resources, immense 
plasticity, and powerful information systems to 
make and break microeconomic relationships with 
enormous subtlety and velocity. We are entering an 
age of imagination.

In an age of imagination, the ultimate struggle 
among companies is for the souls of customers and 
the hearts of vast communities of suppliers and other 
associated companies. Strange things can happen in 
the new world of virtual organizations. In the new 
world, strategy based on conventional competition 
and cooperation gives way to strategy based on 
coevolution – which in turn defines a new level of 
competition. At this higher level, competition defines 
attractive futures and galvanizes concerted action. We 
can vividly see the tremendous power of a company 

like Microsoft, which leads and shapes the collective 
behaviour of thousands of associated suppliers, even 
though during most of the years of its most powerful 
influence, Microsoft never had more than $6 billion in 
sales.

But heightened consciousness of the benefits 
of ecosystem power and influence can also make 
prospective partners wary of committing to a leader. 
Competition to lead coevolution can bring its own 
peculiar paranoia – and fragment a community of 
companies. We already see this sort of effect within 
the PC business, where the heightened consciousness 
o f  Mic roso f t ’s  r o l e  i n  ove r tu rn ing  IBM’s 
dominion has put all participants in the computer, 
communications and even the entertainment business 
on notice.

Now prospective allies and partners of Microsoft 
appreciate the costs as well as the benefits of 
allegiance to the company from Redmond. Many of 
them have become reluctant co-adventurers. Worries 
over Microsoft’s motives and leadership outweighed 
the genuine benefits that appeared to be achieved 
by working together. Such worries also helped Sun 
Microsystems and Java. Java appealed to some 
stakeholders in part because it did not originate 
from Microsoft. The success of Sun and Java was 
welcomed as a limiter of Microsoft’s influence on the 
future.

The new ecology of business

The heart of strategy is understanding these 
evolutionary patterns. What is consistent from business 
to business is the process of coevolution, the complex 
interplay between competitive and cooperative 
business strategies.

The immense changes that have taken place in 
business are minor compared to what is yet to come. 
When an ecological approach to management becomes 
more common, and when an increasing number of 
executives become conscious of coevolution, the pace 
of business change will accelerate at an exponential 
rate. Executives whose horizons are bounded by 
traditional industry perspectives will miss the real 
challenges and opportunities facing their companies. 
Shareholders and directors, who perceive the new 
reality, will eventually oust them. For companies 
caught up in dynamic business ecosystems, the stakes 
are considerable, but the rewards are commensurate 
and the challenges exhilarating as never before.
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Follow the course opposite to custom and you will almost always  
do well.
Jean-Jacques Rousseau (1712–1778); French philosopher

G iven the variety of perspectives on strategy, finding a precise definition with which 
all people agree is probably impossible. Therefore, in this book we will proceed with 

a very broad conception of strategy as ‘a course of action for achieving an organization’s 
purpose’. In this section, it is the intention to gain a better insight into how such a course 
of action comes about – how is, and should, strategy be made, analysed, dreamt-up, 
formulated, implemented, changed and controlled; who is involved; and when do the 
necessary activities take place?

The process by which strategy comes about can be dissected in many ways. Here, the 
strategy process has been unravelled into three partially overlapping issues, each of which 
requires managers to make choices, and each of which is (therefore) controversial (see 

Figure III.1):

 ■ Strategy formation. This issue focuses on the question of how managers should 
organize their strategizing activities to achieve a successful strategy formation process.

 ■ Strategic change. This issue focuses on the question of how managers should organize 
their strategizing activities to achieve a successful change process.

 ■ Strategic innovation. This issue focuses on the question of how managers should 
organize their strategizing activities to achieve a successul strategic innovation process.

The most important term to remember throughout this section is process. In each 
chapter the discussion is not about one-off activities or outcomes – a formed strategy, a 
strategic change or a strategic innovation – but about the ongoing processes of forming, 
changing and innovating. These processes need to be organized, structured, stimulated, 
nurtured and/or facilitated over a prolonged period of time and the question concerns 
which approach will be successful in the long term, as well as in the short term.

Section III:

STRATEGY
PROCESS
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Figure iii.1 The strategy process chapters
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Nothing in progression can rest on its original plan. We may as well 
think of rocking a grown man in the cradle of an infant.
Edmund Burke (1729–1797); Anglo-Irish politician and writer

introduction

T here are many definitions of strategy and many ideas of how strategies should be 
made. In the introduction to Section III of this book on ‘Strategy Process’, our 

definition of strategy is kept basic to encompass the large majority of these different 
views – ‘strategy is a course of action for achieving an organization’s purpose’. Taking 
this definition as a starting point, a major distinction can be observed between people who 
see strategy as an intended course of action and those who regard strategy as a realized 
course of action. Mintzberg and Waters (1985) have remarked that these two views of 
strategy are not contradictory, but complementary. Intended strategy is what individuals 
or organizations formulate prior to action (a pattern of decisions), while realized strategy 
refers to the strategic behaviour exhibited in practice (a pattern of actions). Of course, not 
all behaviour is necessarily strategic – if the actions do not follow a pattern directed at 
achieving the organization’s purpose, it does not qualify as strategy.

The process by which an intended strategy is created is called ‘strategy formulation’. 
Normally strategy formulation is followed by strategy implementation. However, intentions 
sometimes end up not being put into practice – plans can be changed or cancelled along 
the way. The process by which a realized strategy is formed is called ‘strategy formation’. 
What is realized might be based on an intended strategy, but it can also be the result of 
unplanned actions as time goes by. In other words, the process of strategy formation 
encompasses both formulation and action. Strategy formation is the entire process leading 
to strategic behaviour in practice.

For managers with the responsibility for getting results, it would be too limited to 
only look at the process of strategy formulation and to worry about implementation later. 
Managers must ask themselves how the entire process of strategy formation should be 
managed to get their organizations to act strategically. Who should be involved, what 
activities need to be undertaken and to what extent can strategy be formulated in advance? 
In short, for managers, finding a way to realize a strategic pattern of actions is the  
key issue.

tHe iSSue oF realized Strategy

Getting an organization to exhibit strategic behaviour is what all strategists aim to achieve. 
Preparing detailed analyses, drawing up plans, making extensive slide presentations and 
holding long meetings might all be necessary means to achieve this end, but ultimately it 

Strategy Formation
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is the organization’s actions directed at the marketplace that count. The key issue facing 
managers is, therefore, how this strategic behaviour can be attained. How can a successful 
course of action be realized in practice?

To answer these questions, it is first necessary to gain a deeper understanding of the 
‘who’ and ‘what’ of strategy formation – ‘What type of strategy formation activities need 
to be carried out?’ and ‘What type of strategy formation roles need to be filled by whom?’ 
Both questions will be examined in the following sections.

Strategy formation activities
In Chapter 2 it is argued that the process of strategic reasoning could be divided into four 
general categories of activities – identifying, diagnosing, conceiving and realizing. These 
strategic problem-solving activities, taking place in the mind of the strategist, are in 
essence the same as those encountered in organizations at large. Organizations also need 
to ‘solve strategic problems’ and achieve a successful pattern of actions. The difference is 
that the organizational context – involving many more people, with different experiences, 
perspectives, personalities, interests and values – leads to different requirements for 
structuring the process. Getting people within an organization to exhibit strategic 
behaviour necessitates the exchange of information and ideas, decision-making procedures, 
communication channels, the allocation of resources and the coordination of actions.

When translated to an organizational environment, the four general elements of the 
strategic reasoning process can be further divided into the eight basic building blocks of 
the strategy formation process, as illustrated in Figure 7.1.

DIAGNOSING

REALIZING

IDENTIFYING

CONCEIVING

Performance
Control

Option
Generation

Mission
Setting

Internal
Assessment

Option
Selection

Action
Taking

External
Assessment

Agenda
Setting

Figure 7.1 The main strategy formation activities

Strategic issue identification activities. If a strategy is seen as an answer to a 
perceived ‘problem’ or ‘issue’, managers must have some idea of what the problem is. 
‘Identifying’ refers to all activities contributing to a better understanding of what should 
be viewed as problematic – what constitutes an important opportunity or threat that must 
be attended to if the organization’s purpose is to be met. The key activities here are:
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 ■ Mission setting. What the organization sees as an issue will in part depend on its mission 
– the enduring set of fundamental principles outlining what purpose the organization 
wishes to serve, in what domain and under which conditions. A company’s mission, 
encompassing its core values, beliefs, business definition and purpose, forms the basis 
of the organization’s identity and sets the basic conditions under which the organization 
wishes to function. Where a company has a clearly developed mission, shared by all 
key players in the organization, this will strongly colour its filtering of strategic issues. 
The mission does not necessarily have to be formally captured in a mission statement, 
but can be informally internalized as part of the company culture. The topic of mission 
has been discussed at more length in Chapter 3.

 ■ Agenda setting. Besides the organizational mission as a screening mechanism, many 
other factors can contribute to the focusing of organizational attention on specific 
strategic issues. For instance, the cognitive map of each strategist will influence which 
environmental and organizational developments are identified as issues. Furthermore, 
group culture will have an impact on which issues are discussible, which are off-limits 
to open debate, and under what conditions discussions should take place. Getting people 
to sit up and take notice will also depend on each actor’s communication and political 
skills, as well as their sources of power, both formal and informal. Together these 
attention-focusing factors determine which issues are picked up on the ‘organizational 
radar screen’, discussed and looked into further. It is said that these issues make it 
on to the ‘organizational agenda’, while all other potential problems receive less or 
no attention. Many of these organizational factors are discussed more extensively in 
Chapters 8 and 11.

Strategic issue diagnosis activities. To come to grips with a ‘problem’ or ‘issue’, 
managers must try to comprehend its structure and its underlying causes. Especially since 
most strategic issues are not simple and straightforward, but complex and messy, it is very 
important to gain a deeper understanding of ‘what is going on’ – which ‘variables’ are 
there and how are they interrelated? This part of the strategy formation processes can be 
divided into the following activities:

 ■ External assessment. The activity of investigating the structure and dynamics of the 
environment surrounding the organization is commonly referred to as an external 
assessment or analysis. Typically, such a diagnosis of the outside world includes both 
a scan of the direct (market) environment and the broader (contextual) environment. 
In both cases the analyst wants to move beyond observed behaviour, to understand 
‘what makes the system tick’. What is the underlying structure of the industry and the 
market that is conditioning each party’s behaviour? And what are the characteristics 
and strategies of each important actor, including customers, competitors, suppliers, 
distributors, unions, governments and financiers? Furthermore, only understanding the 
current state of affairs is generally insufficient; it is also necessary to analyse in which 
direction external circumstances are developing. Which trends can be discerned, which 
factors seem to be driving the industry and market dynamics, and can these be used 
to forecast or estimate future developments? In Chapters 4, 6 and 10, these questions 
surrounding external assessment are discussed in more detail.

 ■ Internal assessment. The activity of investigating the capabilities and functioning of the 
organization is commonly referred to as an internal assessment or analysis. Typically 
such a diagnosis of the inner workings of the organization includes an assessment of 
the business system with which the firm creates value and the organizational system 
that has been developed to facilitate the business system. When dissecting the business 
system, attention is directed at understanding the resources and chain of value-adding 
activities that enable the firm to offer a set of products and services. To gain insight into 
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the functioning of the organizational system, it is necessary to determine the structure 
of the organization, the processes used to control and coordinate the various people 
and units, and the organizational culture. In all these analyses a mere snapshot of the 
firm is generally insufficient – the direction in which the organization is developing 
must also be examined, including a consideration of the main change drivers and 
change inhibitors. Furthermore, for strategy making it is important to compare how the 
organization scores on all aforementioned factors compared to rival firms. In Chapters 
4 and 8 these topics are investigated in more depth.

Strategy conception activities. To deal with a strategic ‘problem’ or ‘issue’, 
managers must come up with a potential solution. A course of action must be found 
that will allow the organization to relate itself to the environment in such a way that it 
will be able to achieve its purpose. ‘Conceiving’ refers to all activities that contribute 
to determining which course of action should be pursued. In this part of the strategy 
formation process, the following categories of activities can be discerned:

 ■ Option generation. Creating potential strategies is what option generation is about. 
Sometimes managers will immediately jump at one specific course of action, limiting 
their strategic option generation activities to only one prime candidate. However, many 
managers will be inclined to explore a number of different avenues for approaching a 
specific strategic issue, thereby generating multiple strategic options. Each option can 
range in detail from a general outline of actions to be taken, up to a full-blown strategic 
plan, specifying goals, actions, tasks, responsibilities, resource allocation, milestones 
and performance measures. Which questions each strategic option should address is the 
main focus of discussion in the strategy content section of this book.

 ■ Option selection. The potential ‘solutions’ formulated by managers must be evaluated 
to decide whether they should be acted upon. It must be weighed whether the strategic 
option generated will actually lead to the results required and then it must be concluded 
whether to act accordingly. Especially where two or more strategic options have come 
forward, managers need to judge which one of them is most attractive to act on. This 
screening of strategic options is done on the basis of evaluation criteria, for instance 
perceived risk, anticipated benefits, the organization’s capacity to execute, expected 
competitor reactions and follow-up possibilities. Sometimes a number of the evaluation 
criteria used are formally articulated, but generally the evaluation will at least be 
partially based on the experience and judgement of the decision makers involved. 
Together, these activities of assessing strategic options and arriving at a selected course 
of action are also referred to as ‘strategic decision making’.

Strategy realization activities. A strategic ‘problem’ or ‘issue’ can only be resolved 
if concrete actions are undertaken that achieve results. Managers must make adjustments 
to their business or organizational system, or initiate actions in the market – they must not 
only think, talk and decide, but also do, to have a tangible impact. ‘Realizing’ refers to all 
these practical actions performed by the organization. If there is a clear pattern to these 
actions, it can be said that there is a realized strategy. In this part of the strategy formation 
process, the following activities can be distinguished:

 ■ Action taking. A potential problem solution must be carried out – intended actions 
must be implemented to become realized actions. This performing of tangible 
actions encompasses all aspects of a firm’s functioning. All hands-on activities, more 
commonly referred to as ‘work’, fall into this category – everything from setting up 
and operating the business system to getting the organizational system to function on a 
day-to-day basis.
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 ■ Performance control. Managers must also measure whether the actions being taken 
in the organization are in line with the option selected and whether the results are in 
line with what was anticipated. This reflection on the actions being undertaken can be 
informal, and even unconscious, but it can be formally structured into a performance 
monitoring and measuring system as well. Such performance measurement can 
be employed to assess how well certain people and organizational units are doing  
vis-à-vis set objectives. Incentives can be linked to achieving targets, and corrective 
steps can be taken to ensure conformance to an intended course of action. However, 
deviation from the intended strategy can also be a signal to re-evaluate the original 
solution or even to re-evaluate the problem definition itself. An important issue when 
engaging in performance control is to determine which performance indicators will be 
used – micro-measuring all aspects of the organization’s functioning is generally much 
too unwieldy and time-consuming. Some managers prefer a few simple measures, 
sometimes quantitative (e.g. financial indicators), sometimes qualitative (e.g. are clients 
satisfied?), while others prefer more extensive and varied measures, such as a balanced 
scorecard (Kaplan and Norton, 2001; Simons, 1995).

Note that these strategy formation activities have not been labelled ‘steps’ or ‘phases’. 
While these eight activities have been presented in an order that seems to suggest a logical 
sequence of steps, it remains to be seen in which order they should be carried out in 
practice. In Figure 7.1 the outer arrows represent the logical clockwise sequence, similar 
to the analytic reasoning process discussed in Chapter 2. The inner arrows represent the 
possibility to jump back and forth between the strategy formation activities, similar to the 
irregular pattern exhibited in the holistic reasoning process in Chapter 2.

Strategy formation roles
In all strategy formation processes the activities discussed above need to be carried out. 
However, there can be significant differences in who carries out which activities. Roles 
in the strategy formation process can vary as tasks and responsibilities are divided in 
alternative ways. The main variations are due to a different division of labour along the 
following dimensions:

 ■ Top vs middle vs bottom roles. Strategy formation activities are rarely the exclusive 
domain of the CEO. Only in the most extreme cases will a CEO run a ‘one-man show’, 
carrying out all activities except realization. Usually some activities will be divided 
among members of the top management team, while other activities will be pushed 
further down to divisional managers, business unit managers and department managers 
(e.g. Bourgeois and Brodwin, 1983; Floyd and Wooldridge 2000). Some activities 
might be delegated or carried out together with people even further down the hierarchy, 
including employees on the work floor. For activities such as external and internal 
assessment and option generation it is more common to see participation by people 
lower in the organization, while top management generally retains the responsibility for 
selecting, or at least deciding on, which strategic option to follow. The recurrent theme 
in this question of the vertical division of activities is how far down activities can and 
should be pushed – how much empowerment of middle and lower levels is beneficial 
for the organization?

 ■ Line vs staff roles. By definition, line managers are responsible for realization of 
strategic options pertaining to the primary process of the organization. Because they 
are responsible for achieving results, they are often also given the responsibility 
to participate in conceiving the strategies they will have to realize. Potentially, 
line managers can carry out all strategy formation activities without staff support.  
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However, many organizations do have staff members involved in the strategy formation 
process. Important staff input can come from all existing departments, while some 
organizations institute special strategy departments to take care of strategy formation 
activities. The responsibilities of such strategy departments can vary from general 
process facilitation, to process ownership to full responsibility for strategy formulation.

 ■ Internal vs external roles. Strategy formation activities are generally seen as an 
important part of every manager’s portfolio of tasks. Yet, not all activities need to 
be carried out by members of the organization, but can be ‘outsourced’ to outsiders 
(e.g. Robinson, 1982). It is not uncommon for firms to hire external agencies to 
perform diagnosis activities or to facilitate the strategy formation process in general. 
Some organizations have external consultants engaged in all aspects of the process, 
even to the extent that the outside agency has the final responsibility for drawing up the 
strategic options.

In organizing the strategy formation process, a key question is how formalized the 
assignment of activities to the various potential process participants should be. The 
advantage of formalization is that it structures and disciplines the strategy formation 
process (e.g. Chakravarthy and Lorange, 1991, Reading 7.1 in this book; Hax and 
Maljuf, 1984). Especially in large organizations, where many people are involved, it 
can be valuable to keep the process tightly organized. Formalization can be achieved by 
establishing a strategic planning system. In such a system, strategy formation steps can 
be scheduled, tasks can be specified, responsibilities can be assigned, decision-making 
authority can be clarified, budgets can be allocated and evaluation mechanisms can be 
put in place. Generally, having unambiguous responsibilities, clearer accountability and 
stricter review of performance will lead to a better functioning organization. The added 
benefit of formalization is that it gives top management more control over the organization, 
as all major changes must be part of approved plans and the implementation of plans is 
checked.

Yet, there is a potential danger in using formal planning systems as a means to make 
strategy. Formalization strongly emphasizes those aspects that can be neatly organized 
such as meetings, writing reports, giving presentations, making decisions, allocating 
resources and reviewing progress, while having difficulty with essential strategy-making 
activities that are difficult to capture in procedures. Important aspects such as creating 
new insights, learning, innovation, building political support and entrepreneurship can 
be sidelined or crushed if rote bureaucratic mechanisms are used to produce strategy. 
Moreover, planning bureaucracies, once established, can come to live a life of their own, 
creating rules, regulations, procedures, checks, paperwork, schedules, deadlines and 
double-checks, making the system inflexible, unresponsive, ineffective and demotivating 
(e.g. Marx, 1991; Mintzberg, 1994a).

tHe paradox oF deliberateneSS  
and emergence

The ability to foretell what is going to happen tomorrow, next week, next month 
and next year. And to have the ability afterwards to explain why it didn’t happen.
Winston Churchill (1874–1965) British prime minister and writer

Strategy has to do with the future. And the future is unknown. This makes strategy a 
fascinating, yet frustrating, topic. Fascinating because the future can still be shaped and 
strategy can be used to achieve this aim. Frustrating because the future is unpredictable, 
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The demand for deliberate strategizing
Deliberateness refers to the quality of acting intentionally. When people act deliberately, 
they ‘think’ before they ‘do’. They make a plan and then implement the plan. A plan 
is an intended course of action, stipulating which measures a person or organization 
proposes to take. In common usage, plans are assumed to be articulated (made explicit) 
and documented (written down), although strictly speaking this is not necessary to 
qualify as a plan.

undermining the best of intentions, thus demanding flexibility and adaptability. To 
managers, the idea of creating the future is highly appealing, yet the prospect of sailing for 
terra incognita without a compass is unsettling at best.

This duality of wanting to intentionally design the future, while needing to gradually 
explore, learn and adapt to an unfolding reality, is the tension central to the topic of strategy 
formation. It is the conflicting need to figure things out in advance, versus the need to find 
things out along the way. On the one hand, managers would like to forecast the future 
and to orchestrate plans to prepare for it. Yet, on the other hand, managers understand 
that experimentation, learning and flexibility are needed to deal with the fundamental 
unpredictability of future events.

In their influential article, ‘Of Strategies: Deliberate and emergent’, Mintzberg and 
Waters (1985) were among the first to explicitly focus on this tension. They argued that 
a distinction should be made between deliberate and emergent strategy (see Figure 7.2). 
Where realized strategies were fully intended, one can speak of ‘deliberate strategy’. 
However, realized strategies can also come about ‘despite, or in the absence of, intentions’, 
which Mintzberg and Waters labelled ‘emergent strategy’. In their view, few strategies 
were purely deliberate or emergent, but usually a mix between the two.

Hence, in realizing strategic behaviour managers need to blend the conflicting demands 
for deliberate strategizing and strategy emergence. In the following paragraphs both sides 
of this paradox of deliberateness and emergence will be examined further.

Emergent Strategy

Realized Strategy
(Pattern of Actions)

Intended Strategy(Plan of Action)

Unrealized
Strategy

Deliberate Strategy

Figure 7.2 Deliberate and emergent strategy

Source: Mintzberg and Waters, 1985; reprinted with permission from Strategic Management Journal,  
© 1985 John Wiley and Sons Ltd. 
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As an intended course of action, a plan is a means towards an end. A plan details which 
actions will be undertaken to reach a particular objective. In practice, however, plans can 
exist without explicit objectives. In such cases, the objectives are implicitly wrapped up in 
the plan – the plan incorporates both ends and means.

All organizations need to plan. At the operational level, most firms will have some 
degree of production planning, resource planning, manpower planning and financial 
planning, to name just a few. When it comes to strategic behaviour, there are also a number 
of prominent advantages that strongly pressure organizations to engage in deliberate 
strategizing:

 ■ Direction. Plans give organizations a sense of direction. Without objectives and plans, 
organizations would be adrift. If organizations did not decide where they wanted to 
go, any direction and any activity would be fine. People in organizations would not 
know what they were working towards and therefore would not be able to judge what 
constitutes effective behaviour (e.g. Ansoff, 1965; Chakravarthy and Lorange, 1991, 
Reading 7.1).

 ■ Commitment. Plans enable early commitment to a course of action. By setting 
objectives and drawing up a plan to accomplish them, organizations can invest 
resources, train people, build up production capacity and take a clear position within 
their environment. Plans allow organizations to mobilize themselves and to dare to take 
actions that are difficult to reverse and have a long payback period (e.g. Ghemawat, 
1991; Marx, 1991).

 ■ Coordination. Plans have the benefit of coordinating all strategic initiatives within 
an organization into a single cohesive pattern. An organization-wide master plan can 
ensure that differences of opinion are ironed out and one consistent course of action 
is followed throughout the entire organization, avoiding overlapping, conflicting and 
contradictory behaviour (e.g. Ackoff, 1981; Andrews, 1987).

 ■ Optimization. Plans also facilitate optimal resource allocation. Drawing up a plan 
disciplines strategizing managers to explicitly consider all available information 
and consciously evaluate all available options. This allows managers to choose the 
optimal course of action before committing resources. Moreover, documented plans 
permit corporate level managers to compare the courses of action proposed by their 
various business units and to allocate scarce resources to the most promising initiatives 
(e.g. Ansoff and McDonnell, 1990; Bower, 1970).

 ■ Programming. Last, but not least, plans are a means for programming all organizational 
activities in advance. Having detailed plans allows organizations to be run with the 
clockwork precision, reliability and efficiency of a machine. Activities that might 
otherwise be plagued by poor organization, inconsistencies, redundant routines, random 
behaviour, helter-skelter fire fighting and chaos, can be programmed and controlled if 
plans are drawn up (e.g. Grinyer et al., 1986; Steiner, 1979).

Given these major advantages, it can come as no surprise that organizations feel the 
pressure to engage in deliberate strategizing. Deliberateness is a quality that the strategy 
formation process cannot do without.

The demand for strategy emergence
Emergence is the process of becoming apparent. A strategy emerges when it comes into 
being along the way. Where there are no plans, or people divert from their plans but their 
behaviour is still strategic, it can be said that the strategy is emergent – gradually shaped 
during an iterative process of ‘thinking’ and ‘doing’.
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Emergent strategy differs from ad hoc behaviour in that a coherent pattern of action 
does evolve. While managers may have no prior intentions, they can explore, learn and 
piece together a consistent set of behaviours over time. Such an approach of letting strategy 
emerge has a number of major advantages that organizations also need to consider:

 ■ Opportunism. As the future is unknown and therefore unpredictable, organizations 
must retain enough mental freedom to grab unforeseen opportunities as they 
emerge. Organizations must keep an open mind to sense where positive and negative 
circumstances are unfolding, so that they can respond rapidly to these new conditions 
– proactively riding the wave of opportunity, using the momentum in the environment 
and/or the organization to their advantage. This ability to ‘play the field’ is an important 
factor in effective strategy formation (e.g. Quinn, 2002; Stacey, 2001).

 ■ Flexibility. Not only must managers keep an open mind, they must keep their options 
open as well, by not unnecessarily committing themselves to irreversible actions and 
investments. Letting strategy emerge means not prematurely locking the organization 
into a preset course of action, but keeping alternatives open for as long as practically 
possible. And where commitments must be made, managers need to select ‘robust’ 
options, which permit a lot of leeway to shift along with unfolding events. This 
pressure to remain flexible is also an important demand on strategizing managers  
(e.g. Beinhocker, 1999; Evans, 1991).

 ■ Learning. Often, the best way to find out what works is to give it a try – to act 
before you know. Letting strategy emerge is based on the same principle, that to 
learn what will be successful in the market must be discovered by experimentation, 
pilot projects, trial runs and gradual steps. Through the feedback obtained by 
hands-on ‘doing’, a rich insight can grow into what really works. As Thomas Alva 
Edison is well-known for remarking, invention is 5 per cent inspiration and 95 per 
cent perspiration, and this is probably equally true for ‘inventing the corporate 
future’. Learning is hard work, but it is an essential part of strategy formation (e.g. 
Mintzberg, 1994b; Pascale, 1984).

 ■ Entrepreneurship. Building on the previous point, often the best way to find out what 
works is to let various people give it a try – to tap into the entrepreneurial spirits within 
the organization. Different people in the organization will have different strategic 
ideas and many of them will feel passionately about proving that their idea ‘can fly’. 
By providing individuals, teams and/or entire units with a measure of autonomy to 
pursue innovative initiatives, firms can use the energy of ‘intrapreneurs’ within the 
organization, instead of forcing them to conform or start on their own (e.g. Amabile, 
1998; Pinchot, 1985). As true incubators, firms can facilitate various divergent projects 
simultaneously, increasing commitment or closing them down as their potential unfolds 
(e.g. Burgelman, 1983, 1991; Lyon, Lumpkin and Dess, 2000).

 ■ Support. A major shift in strategy generally requires a major shift in the political and 
cultural landscape of an organization – careers will be affected, vested departmental 
interests will be impacted and cultural values and beliefs will be challenged. Rarely 
can such shifts be imposed top-down by decree. Getting things done in organizations 
includes building coalitions, blocking rivals, convincing wavering parties, confronting 
opposing ideas and letting things ‘sink in’, all with the intention of gradually building 
enough support to move forward. Yet, finding out where enough support can be 
mustered to move forward, and where side steps or even reversals are needed, is an 
ongoing process and cannot be predicted in advance. Hence strategizing managers 
must understand the internal political and cultural dynamics of their organizations 
and pragmatically shape strategy depending on what is feasible, not on what is ideal 
(e.g. Allison, 1971; Quinn, 1980).
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Each of these points seems to be the opposite counterpart of the advantages of 
deliberate strategizing – while deliberateness creates commitment, emergence allows for 
flexibility; while deliberateness gives direction, emergence allows for opportunism; while 
deliberateness facilitates fixed programming, emergence allows for ongoing learning. This 
places managers in a paradoxical position. While both deliberate strategizing and strategy 
emergence seem to have advantageous characteristics, they are each other’s opposites 
and are to a certain extent contradictory – a firm cannot be fully committed to detailed 
and coordinated long-term plans, while simultaneously adapting itself flexibly and 
opportunistically to unfolding circumstances, ongoing learning and unpredictable political 
and cultural processes. With two conflicting demands placed on the strategy formation 
process at the same time, managers need to choose one at the expense of the other, trying 
to strike the best possible balance between deliberateness and emergence.

tomtom: naVigating 
tHrougH uncHarted 
WaterS
A select few companies in the world can rightfully 
claim to have navigated clients to their desired 
location with pinpoint precision. TomTom can. Ever 
since its inception in 1991, the Dutch company has 
sold millions of navigation devices, which it still 
does to this day.

When Harold Goddijn founded TomTom, the 
road ahead was hardly evident. TomTom started 
out as a small software firm, developing mobile 
applications for personal digital assistants (PDAs). 
As more accurate GPS satellite readings became 
available, a new navigation product for the PDA was 
developed and released as the TomTom Navigator. 
Although innovative, the real breakthrough came 
when the software was released in its own box. 
This all-in-one Portable Navigation Device (PND), 
the TomTom GO, was solely responsible for the 
company’s massive sudden growth, making the 
company’s revenues soar from €39 million in 2003 
to €720 million in 2005. Goddijn proved to have a 
solid sense of direction.

Being well aware that neither products nor 
software last forever, he decided to invest in 
areas that would broaden the company’s revenue 
base. He knew a mobile platform for navigation 
products by itself cannot be the foundation of a 
sustainable business model. Various platforms, 
multiple hardware suppliers, and the threat of 
piracy remained ever-present. Sensing these 
potential dangers to TomTom’s core business, 
Goddijn realized he had to map out TomTom’s 

strategic directions, as he searched for new avenues 
to broaden the firm’s base.

Goddijn set out on a journey of strategic 
acquisit ions and partnerships.  In 2005 the 
German telematics company Datafactory AG 
was acquired, laying the foundation for the 
‘Telematics’ business unit, an arm of TomTom 
which provides fleet management systems. The 
next year TomTom took over Applied Generics 
and their specialization at using data from mobile 
networks for advanced routing of vehicles formed 
the basis of TomTom’s traffic services. Later, in 
2007, an automotive engineering team from the 
Siemens research and development division was 
attracted, as it was expected that within a few 
years each car would have built-in navigation by 
default. In order to reinforce these acquisitions, 
a digital mapping company called Tele Atlas 
was purchased. The acquisition of this company 
was paramount, as its core business operations 
were parallel to TomTom’s own map creating 
processes.

Things did not run as planned. The process 
would cost TomTom more than it had bargained for, 
as an all-out bidding war broke out with Garmin, 
its biggest competitor. Although TomTom initially 
offered €2.0 billion for Tele Atlas, it eventually ended 
up paying the exorbitant sum of €2.9 billion in 2008. 
Meanwhile, the global financial crisis ravaged the 
economy, and Google, TomTom’s largest licensing 
client, announced it would offer Google Maps for free, 
based on its own content. The scarcity value of digital 
maps deteriorated. As a result of these three events, 
TomTom’s stock value plunged, declining by 95 per 
cent between November 2007 and February 2009.  

exHibit 7.1 SHort caSe
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The sales of PNDs, TomTom’s main source of 
revenues, would also spiral into decline.

Goddijn had to respond to stronger competition 
in the PND market and the ‘free’ business models 
that were shrinking the market. The company went 
through financial restructuring and was forced to 
reduce its workforce by 7 per cent. Goddijn also 
attracted a new Chief Technology Officer (CTO), 
Charles Davies. After 20 years of service at PDA 
developer Psion as a software director, Davies had 
been CTO of Symbian, Nokia’s mobile operating 
system. He was expected to not only understand the 
future need for mapping and navigation technology, 
but also to introduce a more deliberate strategy 
mode. Although the company fared fairly well in 
2010, the same could not be said for the following 
year. Economic decline had weakened the consumer 
electronics markets and the European PND market 
was expected to continue to shrink. Within four 
months, TomTom’s shares lost half their value.

These negative trends prompted Goddijn and his 
fellow board members to re-evaluate their strategy. 
TomTom’s top management held various meetings, as 
tough decisions were needed on the group structure, 
the firm’s activities, reporting lines and review 
processes, as well as on how to achieve the highly 
needed savings. The process was top-down driven; 
only a limited number of employees were involved. 
The main outcomes were a new organization 
structure and savings in support activities. The newly 
created structure would bring more transparency and 
accountability, speed up making innovation choices 
and reduce time to market.

In addition, the company decided to change its 
internal structure, emphasizing its diversification. 
Products would continue to be delivered to the 
market through the existing Consumer, Automotive, 
Licensing and Telemat ics  business  uni ts . 
Furthermore, existing R&D activities would be 
regrouped into various smaller product units within 
Technology Units Maps and Location Technology 
Products. Each product unit is mandated to invest 
in ongoing development of a well-defined product 
category to deliver the best products to TomTom’s 
customers.

In the new structure – still more or less in place 
today – product units are imposed to develop a 
business plan based on a standardized strategy 
template, including coherent actions, a product 
roadmap and a financial paragraph. Templates were 

provided by a corporate staff organization, headed 
by CTO Charles Davies. Every product unit is 
supposed to follow the ideas of Richard Rumelt’s 
book Good Strategy/Bad Strategy which emphasizes 
good planning. Review meetings with the product 
units are scheduled three times a year and the 
strategic plan of each business unit and product 
unit is updated annually. The latter is presented to 
TomTom’s management board and CTO.

While TomTom emphasizes formal planning 
for business units, this tends to be operational in 
nature. Decision making on the corporate strategy 
level is still mostly taken by the management board 
and follows a more incremental path. The board 
has, for example, decided to phase out TomTom’s 
experimental GPS enabled smartwatches and 
action cameras, as well as making most decisions 
when it comes to the location technology business, 
TomTom’s core. The company thus tries to maintain 
a balance between deliberate planning and taking a 
more incremental approach to its strategy.

TomTom seems to have figured out how to 
balance formal strategy planning with incremental 
approaches to form strategies, but this is a difficult 
balancing act to maintain in its future. After all, 
with more and more consumers using smartphones 
instead of PNDs, securing profits in the future 
remains a big question mark. That is why TomTom 
is banking on the future: delivering products to 
support autonomous driving.

It is unclear when and how self-driving cars will 
roll out onto the streets on a large scale. What are 
the prospects for autonomous driving and what is 
the timeframe involved? What kind of technologies 
will be employed and who will be the competition? 
Besides existing competitors such as Garmin, 
companies such as Nvidia, and Mobileye could 
also play a substantial role, not to mention giants 
like Apple, Uber and Google. Although the future 
of autonomous driving is ambiguous, a strategy is 
imperative to navigate these unchartered waters 
successfully, especially since TomTom is unable to 
outspend most of its competition. Should TomTom 
target one aspect of autonomous driving and trust 
its operational excellence and planning to get there? 
Or should it follow a more ad hoc strategy to find 
profits in the budding industry?

Co-authors: Claudia Janssen and Wester Wagenaar

Source: Company information.
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perSpectiVeS on Strategy Formation

It is impossible for a man to learn what he thinks he already knows.
Epictetus (c. 60–120); Roman philosopher

In Hollywood, most directors do not start shooting a movie until the script and 
storyboard are entirely completed – the script details each actor’s words, expression and 
gestures, while the storyboard graphically depicts how each scene will look in terms of 
camera angles, lighting, backgrounds and stage props. Together they form a master 
plan, representing the initial intentions of the director. However, it frequently happens 
that a director has a new insight, and changes are made to the script or storyboard ‘on 
the fly’. Yet, on the whole, most ‘realized movies’ are fairly close to directors’ initial 
intentions.

For some directors this is madness. They might have a movie idea, but in their mind’s 
eye they cannot yet picture it in its final form. Some elements might have already 
crystallized in their thoughts, but other parts of the film can only be worked out once the 
cameras are rolling and the actors start playing their roles. In this way, directors can let 
movies emerge without having a detailed script or storyboard in advance to guide them. 
It can be said that such movies are shaped by gradually blending together a number of 
small intentional steps over a long period of time, instead of taking one big step of making 
a master plan and implementing it. This approach of taking many small steps is called 
‘incrementalism’.

The question is how this works for managers making strategy. Is it best to deliberately 
draw up a storyboard for the film and trust that the ‘actors’ are flexible enough to 
adapt to minor changes in the script as time goes by? Or is the idea of a master plan 
misplaced, and are the best results achieved by developing a strategy incrementally, 
emergently responding to opportunities and threats as they unfold along the way? In 
short, how should strategizing managers strike a balance between deliberateness and 
emergence?

Unfortunately, the strategic management literature does not offer a clear-cut answer to 
this question. In both the academic journals and the practitioner-oriented literature, a wide 
spectrum of views can be observed on how managers should engage in strategy formation. 
While some writers suggest that there might be different styles in balancing deliberateness 
and emergence (e.g. Chaffee, 1985; Hart, 1992), most seem intent on offering ‘the best 
way’ to approach the issue of strategy formation – which often differs significantly from 
‘the best way’ advised by others.

To come to grips with this variety of views, here the two diametrically opposed 
pole positions will be identified and discussed. On the basis of these two ‘points 
of departure’ the debate on how to deal with the paradox of deliberateness and 
emergence can be further explored. At one pole we find those managers and 
theorists who strongly emphasize deliberateness over emergence. They argue that 
organizations should strive to make strategy in a highly deliberate manner, by first 
explicitly formulating comprehensive plans, and only then implementing them. 
In accordance with common usage, this point of view will be referred to as the 
‘strategic planning perspective’. At the other pole are those who strongly emphasize 
emergence over deliberateness, arguing that in reality most new strategies emerge 
over time and that organizations should facilitate this messy, fragmented, piecemeal 
strategy formation process. This point of view will be referred to as the ‘strategic 
incrementalism perspective’.
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The strategic planning perspective
Advocates of the strategic planning perspective argue that strategies should 
be deliberately planned and executed. In their view, anything that emerges 
unplanned is not really strategy. A successful pattern of action that was not 
intended cannot be called strategy, but should be seen for what it is – brilliant 

improvization or just plain luck (Andrews, 1987). However, managers cannot afford to 
count on their good fortune or skill at muddling through. They must put time and effort 
into consciously formulating an explicit plan, making use of all available information and 
weighing all of the strategic alternatives. Tough decisions need to be made and priorities 
need to be set, before action is taken. ‘Think before you act’ is the strategic planning 
perspective’s motto. But once a strategic plan has been adopted, action should be swift, 
efficient and controlled. Implementation must be secured by detailing the activities to 
be undertaken, assigning responsibilities to managers and holding them accountable for 
achieving results (e.g. Ansoff and McDonnell, 1990; Chakravarthy and Lorange, 1991, 
Reading 7.1).

Hence, in the strategic planning perspective, strategies are intentionally designed, much 
as an engineer designs a bridge. Building a bridge requires a long formulation phase, 
including extensive analysis of the situation, the drawing up of a number of rough designs, 
evaluation of these alternatives, choice of a preferred design, and further detailing in the 
form of a blueprint. Only after the design phase has been completed do the construction 
companies take over and build according to plan. Characteristic of such a planning 
approach to producing bridges and strategies is that the entire process can be disassembled 
into a number of distinct steps that need to be carried out in a sequential and orderly way. 
Only by going through these steps in a conscious and structured manner will the best 
results be obtained (e.g. Armstrong, 1982; Powell, 1992).

For advocates of the strategic planning perspective, the whole purpose of strategizing 
is to give organizations direction, instead of letting them drift. Organizations cannot act 
rationally without intentions – if you do not know where you are going, any behaviour is 
fine, which soon degenerates into ‘muddling through’ (e.g. Ansoff, 1991; Steiner, 1979). 
By first setting a goal and then choosing a strategy to get there, organizations can get 
‘organized’. Managers can select actions that are efficient and effective within the context 
of the strategy. A structure can be chosen, tasks can be assigned, responsibilities can be 
divided, budgets can be allotted and targets can be set. Not unimportantly, a control system 
can be created to measure results in comparison to the plan, so that corrective action can 
be taken.

Another advantage of the planning approach to strategy formation is that it allows for 
the formalization and differentiation of strategy tasks. Because of its highly structured 
and sequential nature, strategic planning lends itself well to formalization. The steps 
of the strategic planning approach can be captured in planning systems (e.g. Kukalis, 
1991; Lorange and Vancil, 1977), and procedures can be developed to further enhance 
and organize the strategy formation process. In such strategic planning systems, not all 
elements of strategy formation need to be carried out by one and the same person, but 
can be divided among a number of people. The most important division of labour is 
often between those formulating the plans and those implementing them. In many large 
companies the managers proposing the plans are also the ones implementing them, but 
deciding on the plans is passed up to a higher level. Often other tasks are spun off as well, 
or shared with others, such as diagnosis (strategy department or external consultants), 
implementation (staff departments) and evaluation (corporate planner and controller). 
Such task differentiation and specialization, it is argued, can lead to a better use of 
management talent, much as the division of labour has improved the field of production.  
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At the same time, having a formalized system allows for sufficient coordination and mutual 
adjustment, to ensure that all specialized elements are integrated back into a consistent 
organization-wide strategy (e.g. Grinyer et al., 1986; Jelinek, 1979).

Last, but not least, an advantage of strategic planning is that it encourages long-term 
thinking and commitment. ‘Muddling through’ is short-term oriented, dealing with issues 
of strategic importance as they come up or as a crisis develops. Strategic planning, on the 
other hand, directs attention to the future. Managers making strategic plans have to take a 
more long-term view and are stimulated to prepare for, or even create, the future (Ackoff, 
1981). Instead of just focusing on small steps, planning challenges managers to define a 
desirable future and to work towards it. Instead of wavering and opportunism, strategic 
planning commits the organization to a course of action and allows for investments to be 
made at the present that may only pay off in the long run (e.g. Ansoff, 1991; Miller and 
Cardinal, 1994).

One of the difficulties of strategic planning, advocates of this perspective will readily 
admit, is that plans will always be based on assumptions about how future events will 
unfold. Plans require forecasts. And as the Danish physicist Niels Bohr once joked, 
“prediction is very difficult, especially about the future”. Even enthusiastic planners 
acknowledge that forecasts will be inaccurate. As Makridakis, the most prolific writer 
on the topic of forecasting, writes (1990, p. 66), “the future can be predicted only by 
extrapolating from the past, yet it is fairly certain that the future will be different from 
the past”. Consequently, it is clear that rigid long-range plans based on such unreliable 
forecasts would amount to nothing less than Russian roulette. Most proponents of the 
strategic planning perspective therefore caution for overly deterministic plans. Some argue 
in favour of ‘contingency planning’, whereby a number of alternative plans are held in 
reserve in case key variables in the environment suddenly change. These contingency plans 
are commonly based on different future ‘scenarios’ (Bodwell and Chermack, 2010; Van 
der Heijden, 1996; Wilson, 2000). Others argue that organizations should stage regular 
reviews and realign strategic plans to match the altered circumstances. This is usually 
accomplished by going through the planning cycle every year and adapting strategic plans 
to fit with the new forecasts.

The strategic planning perspective shares many of the assumptions underlying the 
analytic reasoning perspective discussed in Chapter 2. Both perspectives value systematic, 
orderly, consistent, logical reasoning and assume that humans are capable of forming a 
fairly good understanding of reality. And both are based on a calculative and optimizing 
view of strategy making. It is, therefore, not surprising that many managers who are 
rationally inclined also exhibit a distinct preference for the strategic planning perspective.

Kooyman: Helping build 
iSlandS
For three generations, Kooyman has helped build 
much of the Caribbean islands. Operating big do-it-
yourself stores for building materials, hardware and 
home improvement, the Kooyman family business 
is the largest player in the Caribbean islands of 
Curaçao, Bonaire, Aruba and St. Maarten. This 
means it has to cope with island economies and their 
unique trait: logistics are complicated, requiring a 

deep understanding of supply and demand, and the 
markets are generally small and mature, resulting 
in little growth potential. In order to manage the 
challenges of doing business in island economies, 
Kooyman swears by efficiency and good planning.

The company’s planning used to follow a 
simple yearly procedure. Kooyman’s board of 
directors updated their analysis of the current 
and future situation and changed strategic 
directions accordingly. The company’s middle 
management then had to carry out a sanity check. 

exHibit 7.2 tHe Strategic planning perSpectiVe
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This yearly update was subsequently translated 
by board members and middle management into 
more practical action plans. There was only one 
problem: assumptions can be made on the business 
environment and the customers, but if these are 
not accurate enough, strategic planning tends to be 
less than effective. In order to connect better to the 
wishes and expectations of Kooyman’s customers, 
the company decided to overhaul its planning 
process.

Because middle management operates closer to 
customers and therefore understands them better, 
Kooyman’s board offered them more input in 
the company’s yearly plans. Now it is the middle 
management that first outlines their understanding 
of the current situation, emphasizing Kooyman’s 
strengths and weaknesses, after which they lay out 
their plans for the company’s future. The board of 
directors consolidates this information and reports 
the final strategic plan back to middle management, 
taking care to explain which plans they included and 
which they excluded.

Since the input from the middle management 
forms the basis for the company’s assumptions in 
its new planning procedure, Kooyman manages to 
create more robust strategic plans which are more 
widely embraced among the firm’s management. 
Another result is that the middle management – 
based on their own experience and their contact with 
customers – made the board realize the need for 
another strategic focus: customers wanted Kooyman 
to engage in e-tailing.

Unfortunately, e-tailing strategies are hard to 
plan. In Kooyman’s case, this is even more true. 
Although successful e-tailing demands competences 
Kooyman already masters, such as logistics, it also 

requires several internet-related skills the company 
has hardly developed yet. In addition, e-tailing on 
an island is an even bigger challenge to establish. 
Since deep market knowledge, complex logistics 
channels and strategic alliances with suppliers are 
necessary to operate on Kooyman’s islands, Amazon 
and Alibaba do not operate there. Kooyman thus 
possesses a sustainable competitive advantage, but 
this also means that the firm has few examples to get 
inspired by.

In order to deal with the difficulty of incorporating 
e-tailing in its planning, Kooyman decided to push a 
similar strategy as it did with its corporate strategy: 
focus on what customers want and expect. The firm 
therefore decided to create customer panels, divided 
into key customer segments, and asked them their 
views on the different elements of the Kooyman 
experience. The company deduces what is required 
to improve and expand upon this experience through 
online means, then makes use of its regular planning 
process to define what has to be carried out and how 
this can be done efficiently.

Kooyman shows the merits of strategic planning 
in island economies due to their static nature. In this 
context it is more difficult to imitate partnerships, 
logistics channels and deep market knowledge. To 
properly channel this know-how into appropriate 
action, the company’s middle management got a 
leading role in the strategy formation process. This 
leads to planning in accordance with customers’ 
expectations, ensuring Kooyman can continue to 
assist islanders building and improving houses for 
years to come.

Co-author: Jasper de Vries and Wester Wagenaar

Source: Company information.

The strategic incrementalism perspective
To advocates of the strategic incrementalism perspective, the planners’ faith in deliberateness is 
misplaced and counter-productive. In reality, incrementalists argue, new strategies largely emerge 
over time, as managers proactively piece together a viable course of action or reactively adapt to 
unfolding circumstances. The strategy formation process is not about rigidly setting the course of 

action in advance, but about flexibly shaping the course of action by gradually blending together initiatives 
into a coherent pattern of actions. Making strategy involves sense-making, reflecting, learning, envisioning, 
experimenting and changing the organization, which cannot be neatly organized and programmed. Strategy 
formation is messy, fragmented and piecemeal – much more like the unstructured and unpredictable processes 
of exploration and invention rather than the orderly processes of design and production (e.g. Mintzberg, 1990; 
Quinn, 1978, Reading 7.2).
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Yet proponents of the strategic planning perspective prefer to press strategy formation 
into an orderly, mechanistic straightjacket. Strategies must be intentionally designed and 
executed. According to strategic incrementalists, this excessive emphasis on deliberateness 
is due to planners’ obsession with rationality and control (e.g. Mintzberg, 1993; Wildavsky, 
1979). Planners are often compulsive in their desire for order, predictability and efficiency. 
It is the intention of strategic planning to predict, analyse, optimize and programme – 
to deliberately fine-tune and control the organization’s future behaviour. For them, ‘to 
manage’ is ‘to control’ and therefore only deliberate patterns of action constitute good 
strategic management.

Incrementalists do not question the value of planning and control as a means for 
managing some organizational processes, but point out that strategy formation is not one 
of them. In general, planning and control are valuable for routine activities that need to be 
efficiently organized (e.g. production or finance). But planning is less suitable for non-
routine activities – that is, for doing new things. Planning is not appropriate for innovation 
(e.g. Hamel, 1996; Kanter, 2002). Just as R&D departments cannot plan the invention 
of new products, managers cannot plan the development of new strategies. Innovation, 
whether in products or strategies, is not a process that can be neatly structured and 
controlled. Novel insights and creative ideas cannot be generated on demand, but surface 
at unexpected moments, often in unexpected places. Neither are new ideas born fully 
grown, ready to be evaluated and implemented. In reality, innovation requires brooding, 
tinkering, experimentation, testing and patience, as new ideas grow and take shape. 
Throughout the innovation process it remains unclear which ideas might evolve into 
blockbuster strategies and which will turn out to be miserable disappointments. No one 
can objectively determine ahead of time which strategic initiatives will ‘fly’ and which 
will ‘crash’. Therefore, managers engaged in the formation of new strategies must move 
incrementally, letting novel ideas crystallize over time, and increasing commitment as 
ideas gradually prove their viability in practice. This demands that managers behave not 
as planners, but as ‘inventors’ – searching, experimenting, learning, doubting and avoiding 
premature closure and lock-in to one course of action (e.g. Beinhocker, 1999; Stacey, 
1993, Reading 11.2 in this book).

Recognizing that strategy formation is essentially an inventing process has more 
consequences. Inventing is inherently subversive, rebelling against the status quo and 
challenging those who are emotionally, intellectually or politically wedded to the current 
state of affairs. Creating new strategies involves confronting people’s cognitive maps, 
questioning the organizational culture, threatening individuals’ current interests and 
disrupting the distribution of power within the organization (e.g. Hamel, 1996; Johnson, 
1988). None of these processes can be conducted in an orderly fashion, let alone be 
incorporated into a planning system. Changing people’s cognitive maps requires complex 
processes of unlearning and learning. Cultural and political changes are also difficult 
processes to programme. Even for the most powerful CEO, managing cognitive, cultural 
and political changes is not a matter of deliberate control, but of incremental shaping. Less 
powerful managers will have an even weaker grip on the unfolding cognitive, cultural 
and political reality in their organization and therefore will be even less able to plan. In 
short, managers who understand that strategy formation is essentially a disruptive process 
of organizational change will move incrementally, gradually moulding the organization 
into a satisfactory form. This demands that managers behave not as commanders, but as 
‘organizational developers’ – questioning assumptions, challenging ideas, getting points 
on the strategic agenda, encouraging learning, championing new initiatives, supporting 
change and building political support.

Incrementalists point out that planning is particularly inappropriate when dealing with 
wicked problems (see Chapter 1). While solving tame problems can often be planned 
and controlled, strategizing managers rarely have the luxury of using generic solutions 
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to fix clearly recognizable strategic problems. Strategic problems are inherently wicked 
– they are essentially unique, highly complex, linked to other problems, can be defined 
and interpreted in many ways, and have no correct answer, nor a delimited set of possible 
solutions. The planning approach of recognizing the problem, fully analysing the situation, 
formulating a comprehensive plan and then implementing the solution, is sure to choke on 
a wicked problem. A number of weaknesses of planning show up when confronted with a 
wicked problem:

 ■ Problems cannot be simply recognized and analysed, but can be interpreted and defined 
in many ways, depending on how the manager looks at them. Therefore, half the work 
of the strategizing manager is making sense out of complex problems. Or, as Rittel and 
Webber (1973) put it, the definition of a wicked problem is the problem! Managers 
must search for new ways for understanding old problems and must be aware of how 
others are reinterpreting what they see (e.g. Liedtka, 2000; Smircich and Stubbart, 
1985). This inhibits strategic planning and encourages strategic incrementalism.

 ■ A full analysis of a wicked problem is impossible. Due to a wicked problem’s 
complexity and links to other problems, a full analysis would take, literally, forever. 
And there would always be more ways of interpreting the problem, requiring more 
analysis. Strategic planning based on the complete understanding of a problem in 
advance therefore necessarily leads to paralysis by analysis (e.g. Langley, 1995; 
Lenz and Lyles, 1985). In reality, however, managers move proactively despite their 
incomplete understanding of a wicked problem, learning as they go along. By acting 
and thinking at the same time, strategizing managers can focus their analyses on what 
seems to be important and realistic in practice, gradually shaping their understanding 
along the way.

 ■ Developing a comprehensive plan to tackle a wicked problem is asking for 
trouble. Wicked problems are very complex, consisting of many subproblems. 
Formulating a master plan to solve all subproblems in one blow would require a very 
high level of planning sophistication and an organization with the ability to implement 
plans in a highly coordinated manner – much like circus performers who can keep ten 
plates twirling at the ends of poles at the same time. Such organizations are rare at best, 
and the risk of a grand strategy failing is huge – once one plate falls, the rest usually 
come crashing down. This is also known as Knagg’s law: the more complex a plan, the 
larger the chance of failure. Incrementalists therefore argue that it is wiser to tackle 
subproblems individually, and gradually blend these solutions into a cohesive pattern 
of action.

 ■ Planners who believe that formulation and implementation can be separated 
underestimate the extent to which wicked problems are interactive. As soon as 
an organization starts to implement a plan, its actions will induce counteractions. 
Customers will react, competitors will change behaviour, suppliers will take a 
different stance, regulatory agencies might come into action, unions will respond, 
the stock markets will take notice and company employees will draw conclusions. 
Hence, action by the organization will change the nature of the problem. And since 
the many counterparties are intelligent players capable of acting strategically, their 
responses will not be entirely predictable. Planners will not be able to forecast and 
incorporate other parties’ reactions into the plans. Therefore, plans will be outdated as 
soon as implementation starts. For this reason, incrementalists argue that action must 
always be swiftly followed by redefinition of the problem and reconsideration of the 
course of action being pursued. Over time, this iterative process of action–reaction–
reconsideration will lead to the emergence of a pattern of action, which is the best 
possible result given the interactive nature of wicked problems.
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 ■ This last point, on the unpredictability of external and internal reactions to a plan, leads 
to a weakness of strategic planning that is possibly its most obvious one – strategy 
has to do with the future and the future is inherently unknown. Developments cannot 
be clearly forecast, future opportunities and threats cannot be predicted, neither can 
future strengths and weaknesses be accurately foreseen. In such unknown terrain, it is 
foolhardy to commit oneself to a preset course of action unless absolutely necessary. It 
makes much more sense in new and unpredictable circumstances to remain flexible and 
adaptive, postponing fixed commitments for as long as possible. An unknown future 
requires not the mentality of a train conductor, but of an explorer – curious, probing, 
venturesome and entrepreneurial, yet moving cautiously, step-by-step, ready to shift 
course when needed.

To proponents of the strategic incrementalism perspective, it is a caricature to call such 
behaviour ad hoc or muddling through. Rather, it is behaviour that acknowledges the fact 
that strategy formation is a process of innovation and organizational development in the 
face of wicked problems in an unknown future. Under these circumstances, strategies must 
be allowed to emerge and ‘strategic planning’ must be seen for what it is – a contradiction 
in terms.

pixar: “going From SucK  
to non-SucK”
From its early beginnings with Toy Story in 1995 
all the way to Toy Story 4 in 2019, Pixar has 
consistently churned out blockbusters. Its 21 movies 
to date have been remarkable successes at the box 
office (with the exception of The Good Dinosaur) 
and most have been highly praised by critics all 
over the world. One of the key factors contributing 
to the nearly unblemished record of Pixar’s movies, 
is the company’s emergent strategy. The assumption 
that the inklings of a new movie are likely to be 
incomplete or erroneous is embedded in the way 
Pixar approaches film-making. Pixar co-founder and 
former president Ed Catmull refers to this process as 
“going from suck to non-suck”.

Hol lywood  gene ra l ly  approaches  f i lm 
productions with deliberate planning. The work 
begins with an appealing script, after which 
producers devote resources to the project and studios 
can create the movie. Though tried and tested, there 
is the real possibility of it leading to mediocrity and/
or flops. When problems arise creating a film using 
this methodical approach, more money tends to be 
thrown at the project to fix flaws.

Pixar’s answer? Andrew Stanton, director of 
Finding Nemo and Wall-E, puts it this way: “Be 

wrong as fast as we can, which basically means, 
we’re gonna screw up, let’s just admit that. Let’s 
not be afraid of that”. Pixar tends not to initiate new 
movies with a pre-produced script. Instead, movies 
start with rough story ideas. Small ‘incubation 
teams’ work with directors to find holes in the ideas 
and to refine them. Then storyboards are made and 
extensively revised, with thousands of problems 
being met and dealt with on the way. For example, 
Pixar used an astounding 43,536 storyboards 
for Finding Nemo, 69,562 for Ratatouille, and 
98,173 for WALL-E. The employees at Pixar then 
convert the storyboards into story reels, improved 
storyboards with a voice track.

Throughout the process, feedback plays a 
fundamental role. According to Catmull, “Every 
time we show a film for the first time, it sucks”, but 
the comments employees provide to the director 
ensure substantial and necessary changes are made 
throughout the moviemaking process. If a project 
manages to pass through all of Pixar’s internal 
processes, it moves on to the costly digital animation 
phase. This is how the studio can continue to shape 
original movies that “would all fail an elevator 
pitch”, but end up as multimillion blockbusters 
nonetheless.

The constant battle to achieve ‘non-suck’ status 
can result in painful decisions, with entire movie 

exHibit 7.3 tHe Strategic 
incrementaliSm perSpectiVe
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projects ending up on the chopping block. However 
even those difficult projects might help spark the 
inspiration to create a completely different film. 
The cancellation of the movie Newt is an example 
of this process. The movie was supposed to come 
out in 2011, but its creators struggled to make its 
main idea work. The project was given to someone 
else to direct. Pete Docter, director of Up and 
Pixar’s current Chief Creative Officer, took on the 
challenge, but ended up creating a different film 
altogether: the critically acclaimed 2015 hit Inside 
Out, Pixar’s take on human emotions.

Of course, Pixar’s way of operating is slow: 
creating a single movie can easily take more than 
five years. Even with that long of a production time, 
Pixar’s former Chief Creative Officer John Lasseter 
stated that, “We don’t actually finish our films, we 

release them”. Pixar’s emergent strategy follows the 
same idea.

Pixar prides itself on its creative original films, 
but in recent years even Pixar has proven not to be 
immune to the monetary need to create sequels. 
Catmull once called sequels “a sort of creative 
bankruptcy”, but he also noted that they allow the 
company to assume even more risk to its endeavours 
to bring the next big original movie into theatres. 
After Toy Story 4, Pixar has three original films 
planned, each created from ‘suck to non-suck’.

Co-author: Wester Wagenaar

Sources: Catmull, Ed. ‘Creativity, Inc.: Overcoming the Unseen 
Forces that Stand in the Way of True Inspiration’, 2014; Fast 
Company, 19 March 2014; Forbes, 11 September 2014; Innoblog,  
6 April 2011; The Ringer, 15 June 2018.

managing tHe paradox oF deliberateneSS 
and emergence

Those who triumph compute at their headquarters a great number of factors 
prior to a challenge. Little computation brings defeat. How much more so with 
no computation at all!
Sun Tzu (5th century BC); Chinese military strategist

So how should strategies be formed in practice? Should managers strive to formulate and 
implement strategic plans, supported by a formalized planning and control system? Or 
should managers move incrementally, behaving as inventors, organizational developers 
and explorers? (See Table 7.1.)

No consensus has yet developed within the field of strategic management on how 
to manage deliberateness and emergence, which is understandable as it – among 
other things such as personal and culture differences (see also the next section on the 
international perspective) – depends on the company’s context. For example, strategy 
formation in hypercompetitive and stable environments will differ significantly. Yet, a 
number of suggestions have been made by scholars in the strategy and organizational 
behaviour fields. Taking the taxonomy of Chapter 1, the following options can be 
considered.

Balancing
In balancing opposite demands, elements of the opposing demands are traded off to find the 
most appropriate balance. The demand for deliberate strategizing and strategy emergence 
often differs over departments within the organization; depending on the organizational 
unit’s primary process (see Chapter 4 on Business level strategy). Within business units 
production departments are generally more planning-oriented, product development units 
take a more incremental process, and research and development takes a bit of both.
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In large organizations, the strategy process not only differs over departments but also 
between the business units. Strategists of business units that are active in stable industries 
prefer deliberateness over emergence, while in hypercompetitive industries the reverse 
occurs. The balance between demands in large firms also depends on the firm’s perspective 
on corporate level strategy: in portfolio organizations more variety of strategy processes 
can be noticed than in integrated organizations (see Chapter 5 on corporate level strategy).

Balancing the paradox of deliberateness and emergence can also be institutionalized 
into a formal process. Popular in many organizations is the scenario process (see also 
Reading 7.3 by Riccardo Vecchiato, 2012). This method, popularized by Royal Dutch 
Shell, intentionally combines elements of deliberateness and emergence. It is a formal 
process, but by developing multiple scenarios and providing opportunity for intuitive and 
entrepreneurial inputs, it provides a balanced approach to strategy formation.

Juxtaposing
From the perspective of a business level manager the paradox of deliberateness and 
emergence is managed by balancing the two opposite demands; however, a corporate 
level manager needs to engage in different strategy formation processes. Apart from 
participating in the corporate strategy process, the strategizing manager is also involved 
in formation processes in other corporate units – divisions and business units – and 
company-wide initiatives, international activities and ad hoc projects. Being engaged in 
such a variety of processes the strategizing manager needs to be juxtaposing, managing 
opposites or different blends simultaneously. This requires specific dynamic capabilities 
(Teece, 2007, Reading 2.1; Teece, Pisano and Shuen, 1997; Ambrosini, Bowman and 
Collier, 2009, Reading 4.3).

In professional firms the situation for strategists complicates even further. Managing 
a professional firm is one thing, delivering services is yet another. With multiple clients, 
professionals need flexibility to juxtapose between clients and their own firm. For example, 
King (2008) reports that venture capitalists are ‘bifurcated strategists’, using planning for 
their portfolio companies, while using emergent strategies on their own behalf.

table 7.1 Strategic planning versus strategic incrementalism perspective

Strategic planning perspective
Strategic incrementalism 
perspective

Emphasis on
Nature of strategy
Nature of formation
View of future
Posture towards the future

Deliberateness over emergence
Intentionally designed
Figuring out
Forecast and anticipate
Make commitments,
prepare

Emergence over deliberateness
Gradually shaped
Finding out
Partially unknown and unpredictable
Postpone commitments, remain 
flexible

Formation process
Formation process steps
Decision making
Decision-making focus

Formally structured and comprehensive
First think, then act
Hierarchical
Optimal resource allocation and 
coordination

Unstructured and fragmented
Thinking and acting intertwined
Dispersed
Experimentation and parallel initiatives

Implementation 
focused on
Strategic change

Programming (organizational efficiency)

Implemented top-down

Learning (organizational development)

Requires broad cultural and  
cognitive shifts
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Strategy Formation in international 
perSpectiVe

Co-authors: Gep Eisenloeffel and Wester Wagenaar

What we anticipate seldom occurs; what we least expect generally happens.
Benjamin Disraeli (1804–1881); British prime minister and novelist

Whether there are specific national preferences for strategic planning or the strategic 
incrementalism perspective seems like a legitimate question, yet it is not often asked. It 
has generally been assumed that international differences are a non-issue, but the few 
international comparative studies that have been carried out – albeit not conducted recently 
– suggest the opposite. There are also studies suggesting international similarities, most 
notably when it comes to the size of firms. Of course the position of a strategist is not 
only bound by the international or industrial playing field and there is variance among 
individuals as well. Nevertheless, it is important for a strategist to take heed of differences 
in order to best understand strategy across countries and industries.

On the national level
Among others, international comparative studies show significantly different levels of 
formal planning across various industrialized countries. Planning was found to be the 
most common and most formalized in the United States, with other English-speaking 
countries – Australia, Britain, Canada and New Zealand respectively – also exhibiting a  
high score (Steiner and Schollhammer, 1975). The popularity of formal planning 
systems in these societies seems odd, given their high level of individualism and  
strong preference for a market economy. One might expect that the English-speaking 
countries’ fondness of unplanned markets would be a reflection of a general dislike of 
planning. Yet, so concludes Ohmae, strangely “most large US corporations are run like the 
Soviet economy” of yesteryear, emphasizing central planning and top-down control (1982, 
p. 224). One explanation for this behaviour is a strong labour division. Nowhere in the 
industrialized world, with the exception of France, has there been a stronger development 
of a distinct managerial class than in the English-speaking countries (Hampden-Turner 
and Trompenaars, 1993; Lessem and Neubauer, 1994). In the division of labour, managers 
are the officers who formulate the strategies and the workforce concentrates their efforts 
on implementing them. The general preference for planning, however, is typically limited 
to the predictable, not-too-distant future. As such, English-speaking countries belong to 
the category of short-term oriented cultures (Hofstede, 1993).

At the other extreme, according to the research by Steiner and Schollhammer (1975), 
are Italy and Japan. Here very little formal planning was witnessed and, in the case of 
Japan, the low propensity to engage in formalized strategic planning has been noted by a 
number of others as well (e.g. Kagono et al., 1985). Hayashi (1978) remarks that Japanese 
firms “distrust corporate planning in general”, while Ohmae (1982) characterizes Japanese 
companies as “less planned, less rigid, but more vision- and mission-driven” than their 
Western counterparts. Japanese giants Canon, Honda and Komatsu did not commit to 
long-term plans for global leadership positions, instead prioritizing “strategic intent” over 
strategic planning (Hamel and Prahalad, 2005).

Preferences for different types of internal control and related organizational models 
have been discussed above, yet countries can also differ with regard to the level of internal 
control their citizens favour. In some societies, people have a strong desire for order 
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and structure, with clear tasks, responsibilities, power rules and procedures. Ambiguous 
situations and uncertain outcomes are shunned and therefore management strives to 
control organizational processes. Management can reduce uncertainty in a number of 
ways. Structure can be offered by strictly following traditions or by imposing top-down 
paternalistic rule. Uncertainty can also be reduced by planning (Kagono et al., 1985; 
Schneider, 1989). By setting direction, coordinating initiatives, committing resources and 
programming activities, structure can be brought to the organization. In societies that are 
more tolerant towards ambiguity and uncertainty, one can expect a weaker preference for 
planning.

It is not only preferences for internal control that can have an impact on inclinations 
towards certain views on strategy formation; societies also differ with regard to the level 
of control they wish to have over their environment. At the one extreme are countries in 
which people strive to manage or even dominate their surroundings. The consequence is 
that organizations in these nations are drawn to proactive and deliberate strategy making, 
under the motto “plan or be planned for” (Ackoff, 1981). This characteristic is particularly 
pronounced in Western countries (Trompenaars and Hampden-Turner, 2012). At the 
other extreme are fatalistic cultures in which most people passively accept their destiny. 
As people here approach opportunities and threats reactively on a day-to-day basis, this 
muddling rarely leads to successful emergent strategies but can be characterized more as 
disjointed, unpatterned action. In between are societies where people accept that events 
are unpredictable and that the environment cannot be tightly controlled, yet trust that 
individuals and organizations can proactively seek and pave their own path. This requires 
firms to “develop an attitude of receptivity and high adaptability to changing conditions” 
(Maruyama, 1984). This way of thinking is particularly pronounced in South-East Asia, 
and leads towards a stronger inclination towards the strategic incrementalism perspective 
(Kagono et al., 1985; Schneider, 1989).

On the industry level
Theoretical studies on strategy emergence are plentiful, but empirical data remain scarce. 
As such, there has been little research confirming industry preferences for strategic 
incrementalism or strategic planning. Nevertheless, some studies have suggested that 
generalizations can be made on the impact of the size of firms; the strategy process in 
smaller companies is mainly emergent (e.g. Harris, Forbes and Fletcher, 2000). In small- and 
medium-sized enterprises (SMEs) emergent strategies are particularly important regarding 
product and market-related decisions (Leitner, 2014). Industries where the majority of 
incumbents are SMEs can be expected to have a higher tendency towards emergent strategy 
formation. In contrast, strategic development in large firms has traditionally been described 
as more planned at the higher echelons, with middle managers functioning more as the 
facilitators of emergent strategies (e.g. Wooldridge and Floyd, 1990).

To the strategist
As previously highlighted, there is international variance when it comes to the degree 
to which people aim to regulate the environment, but individual propensities also play 
a role. Strategy formation is the interplay between two forces: an unstable environment 
and an organizational operating system seeking to stabilize. The role of leadership is to 
mediate between the two and enforce a correct strategy (Mintzberg, 1978). Yet, because 
the understanding of the surroundings is subject to perceptions and interpretations, the 
disposition of a strategist has a significant impact on strategy formation (Schneider, 1989). 
The strategist should be aware of his or her own preferences and those of others around 
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him or her. In the international playing field, such as at an international company with 
multiple subsidiaries, it is particularly important to be aware of differing international 
preferences and act accordingly.

introduction to tHe readingS

As an input to the process of assessing the variety of perspectives, three readings have 
been selected that each shed their own light on this issue. As in the previous chapters, the 
first two readings will be representative of the two poles in this debate, while the third 
reading will bring in a middle way to combine perspectives.

As the opening reading in this debate, ‘Managing the Strategy Process’, by Balaji 
Chakravarthy and Peter Lorange, has been selected to represent the strategic planning 
perspective. Lorange is one of the most well-known writers on the topic of formal 
planning systems (Lorange, 1980; Lorange and Vancil, 1977) and this reading is taken 
from the 1991 textbook he co-authored with Chakravarthy, entitled Managing the Strategy 
Process: A Framework for a Multibusiness Firm. As with most proponents of the strategic 
planning perspective, Chakravarthy and Lorange do not actively defend their assumption 
that formal planning is beneficial. Rather, basing themselves on this supposition, they 
concentrate on outlining a framework for effectively structuring strategic planning 
activities. Their ideal is an extensive strategic planning system, comprised of a number 
of distinct steps, procedures, mechanisms and roles. However, they go further than only 
structuring strategic planning. In their view, a formal planning system will not lead to 
effective strategy formation if it is not linked to other organizational systems. In particular, 
the strategic planning system needs to interact with the monitoring, control and learning 
system, the incentives system and the staffing system. As such, Chakravarthy and Lorange 
champion a highly comprehensive and structured approach to strategic planning.

James Brian Quinn has been chosen as spokesman for the strategic incrementalism 
perspective. Together with Henry Mintzberg, Quinn has been one of the most influential 
pioneers on the topic of emergent strategy. Quinn’s article, ‘Logical Incrementalism’, 
which is reprinted here as Reading 7.2, and his subsequent book Strategies for Change 
(1980), are widely accepted as having been instrumental in developing the strategic 
incrementalism perspective. In his reading, Quinn explains some of the key shortcomings 
of formal strategic planning and goes on to make a case for strategic incrementalism. 
Important in his argumentation is that strategic incrementalism is distinguished from 
muddling through. Incrementalism is a proactive approach to strategy formation – 
managers can intentionally choose to let unintended strategies emerge. Muddling 
through is also incremental in nature, but reactive and ad hoc – improvised decisions 
are made to deal with unplanned and poorly controllable circumstances. To make this 
distinction more explicit, Quinn refers to the proactive strain of incremental behaviour 
as ‘logical incrementalism’. By ‘logical’ he means ‘reasonable and well-considered’. 
However, logical incrementalism is not always logical by the definition used in  
Chapter 2 – incremental behaviour is not necessarily ‘dictated by formal logic’. Therefore, 
for the sake of accuracy and clarity, the term strategic incrementalism will be used in this 
book instead of logical incrementalism.

Reading 7.3 is ‘Environmental Uncertainty, Foresight and Strategic Decision Making: 
An integrated study’ by Riccardo Vecchiato. The debate between the strategic planning 
perspective (which Vecchiato refers to as the ‘planning school’) and the strategic 
incrementalism perspective (dubbed by Vecchiato as the ‘adaptive school’) has involved 
caricatures of firms’ strategic planning processes, but little empirical evidence of whether 
and how companies actually organize strategy formation. Vecchiato’s paper aims at 
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filling this empirical gap by describing how large corporations develop strategic foresight 
when coping with the main characteristics of environmental uncertainty: complexity and 
dynamism. This process of developing strategic foresight combines elements of planning 
and incrementalism, and is dubbed by Vecchiato as a ‘planned learning process about the 
future’, enabling strategists not to know the opportunities and threats in advance, but to 
detect them more promptly and to react more effectively as soon as they start emerging. 
The findings point to a possible reconciliation of the ‘strategic planning’ and ‘strategic 
incrementalism’ perspectives to strategy formation.

READING

7.1
Managing the strategy process
By Balaji Chakravarthy and Peter Lorange1

1Source: This article was adapted from Chapter 1 of Chakravarty and Lorange, Managing the Strategy Process: A Framework for a Multi 
business Firm, 1st Edition. © 1991, reprinted by permission of Pearson Education, Inc., Upper Saddle River, NJ.

T here are five distinct steps in the strategy process 
(see Figure 7.1.1). The first three steps involve the 

strategic planning system; the final two steps cover the 
role of the monitoring, control and learning system, 
and the incentives and staffing systems, respectively.

The strategic planning system

The purpose of the first step in the planning system, 
objectives setting, is to determine a strategic direction 
for the firm and each of its divisions and business units. 
Objectives setting calls for an open-ended reassessment 
of the firm’s business environments and its strengths 
in dealing with these environments. At the conclusion 
of this step, there should be agreement at all levels of 
the organization on the goals that should be pursued 
and the strategies that will be needed to meet them. It is 
worth differentiating here between objectives and goals. 
Objectives refer to the strategic intent of the firm in the 
long run. Goals, on the other hand, are more specific 
statements of the achievements targeted for certain 
deadlines – goals can be accomplished, and when that 
happens the firm moves closer to meeting its objectives. 
Objectives represent a more enduring challenge.

The second step, strategic programming, develops the 
strategies identified in the first step and defines the cross-
functional programmes that will be needed to implement 
the chosen strategies. Cross-functional cooperation 
is essential to this step. At the end of the strategic 
programming step a long-term financial plan is drawn up 
for the firm as a whole and each of its divisions, business 
units and functions. On top of the financial projections 
from existing operations, the long-term financial 
plan overlays both the expenditures and revenues 

associated with the approved strategic programmes of an 
organizational unit. The time horizon for these financial 
plans is chosen to cover the typical lead times that are 
required to implement the firm’s strategic programmes. 
A five-year financial plan is, however, very common. 
The purpose of the five-year financial plan is to ensure 
that the approved strategic programmes can be funded 
through either the firm’s internally generated resources 
or externally financed resources.

The third step, budgeting, defines both the strategic 
and operating budgets of the firm. The strategic budget 
helps identify the contributions that the firm’s functional 
departments, business units and divisions will be 
expected to make in a given fiscal year in support of the 
firm’s approved strategic programmes. It incorporates 
new product-market initiatives. The operating budget, 
on the other hand, provides resources to functional 
departments, business units and divisions so that they 
can sustain their existing momentum. It is based on 
projected short-term activity levels, given past trends. 
Failure to meet the operating budget will hurt the firm’s 
short-term performance, whereas failure to meet the 
strategic budget will compromise the firm’s future.

The monitoring, control,  
and learning system
The fourth step in the strategy process is monitoring, 
control and learning. Here the emphasis is not on 
output but on meeting key milestones in the strategic 
budget and on adhering to planned spending schedules. 
Strategic programmes, like strategic budgets, are 
monitored for the milestones reached and for 
adherence to spending schedules. In addition, the 
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key assumptions underlying these programmes are 
validated periodically. As a natural extension to this 
validation process, even the agreed-on goals at various 
levels are reassessed in the light of changes to the 
resources of the firm and its business environment.

The incentives and staffing systems
The fifth and final step in the strategy process is 
incentives and staffing. One part of this is the award 
of incentives as contracted to the firm’s managers. If 
the incentives system is perceived to have failed in 
inducing the desired performance, redesigning the 
incentives system and reassessing the staffing of key 
managerial positions are considered at this step.

Linking organizational levels and 
steps in strategic planning

An effective strategy process must allow for 
interactions between the organizational levels and 
iterations between the process steps. Figure 7.1.2 

describes some of the interactions and iterations in the  
strategic planning steps. The formal interactions in  
the process are shown in the figure by the solid line that 
weaves up and down through the organizational levels 
and across the three steps. The informal interactions 
that complement the formal interactions are shown by 
dotted loops.

Objectives setting
The first formal step of the strategy process commences 
soon after top management reaffirms or modifies the 
firm’s objectives at the beginning of each fiscal year. 
Embedded in these objectives should be the vision of 
the chief executive officer (CEO) and his or her top 
management team. Top management’s vision helps 
specify what will make the firm great. An elaboration 
of this vision can be done through a formal statement of 
objectives. However, it is not the formality of a firm’s 
objectives but rather the excitement and challenge 
that top management’s vision can bring to a firm’s 
managers that is important to the strategy process.

Monitoring, Control
and Learning

• Monitor and
 control output

• Monitor and
 control effort

• Monitor changes
 in underlying
 assumptions

• Facilitate
 organizational
 learning    

Strategic Planning 
System

• Communicate
 corporate
 vision

• Negotiate
 strategic
 intent

• Delineate the
 responsibilities
 for developing
 and implementing
 strategies

Incentives System

• Build
 congruence
 between the
 strategic
 intents of
 business unit
 managers and
 their superiors

• Encourage the
 exchange of
 full and valid
 business
 information

Staf�ng System

• Match managerial
 experience and
 personality with
 business mission

• Make the strategic
 challenge
 intrinsically
 satisfying

Top Management's
Use of the Strategy

Process

Reduced goal incongruence 
and information asymmetry

Figure 7.1.1 The strategy process
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Along with its communication of corporate 
objectives, top management must provide a forecast on 
key environmental factors. Assumptions on exchange 
rates, inflation and other economic factors – as well as 
projections on the political risks associated with each 
country – are best compiled centrally so as to ensure 
objectivity and consistency. These objectives and 
forecasts are then discussed with a firm’s divisional 
and business unit managers.

Once the corporate objectives are decided, top 
management negotiates, for each division and business 
unit in the firm, goals that are consistent with these 
objectives. The nature of these negotiations can vary. In 
some firms, top management may wish to set goals in 
a top-down fashion; in others, it may invite subordinate 
managers to participate in the goal-setting process.

Managers are encouraged to examine new strategies 
and modify existing ones in order to accomplish their 
goals. The proposed strategies are approved at each 
higher level in the organizational hierarchy, then 
eventually by top management. Top management 
tries to make certain that the strategies as proposed 
are consistent with the firm’s objectives and can be 

supported with the resources available to the firm. 
Modifications, where necessary, are made to the 
objectives, goals and strategies in order to bring 
them in alignment. Another important outcome of 
the objectives-setting step is to build a common 
understanding across the firm’s managerial hierarchy 
of the goals and strategies that are intended for each 
organizational unit.

The objectives-setting step in Figure 7.1.2 does not 
include the functional departments. As we observed 
earlier, the primary role of these departments is a 
supporting one. They do not have a profit or growth 
responsibility, and their goals cannot be decided until 
the second step, when strategic programmes in support 
of approved business unit goals begin to be formed. 
It is not uncommon, however, for key functional 
managers to be invited to participate in the objectives-
setting step either as experts in a corporate task force 
or, more informally, as participants in the deliberations 
that are held at the business unit level.

It is important that divisional proposals be evaluated 
on an overall basis as elements of a corporate portfolio 
and not reviewed in a sequential mode. In the latter 

Objectives
Settings

Top
Management

Division

Business Unit

Function

Strategic
Programming Budgeting

STEP

LEVEL

Figure 7.1.2 Steps in the strategy process
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case, the resulting overall balance in the corporate 
portfolio would be more or less incidental, representing 
the accumulated sum of individual approvals. It makes 
little sense to attempt to judge in isolation whether 
a particular business family or business strategy is 
attractive to the corporate portfolio. That will depend 
on a strategy’s fit with the rest of the portfolio and on 
the competing investment opportunities available to the 
firm in its business portfolio.

Strategic programming
The second step in the process has two purposes:

1 To forge an agreement between divisional, business 
unit and functional managers on the strategic 
programmes that have to be implemented over the 
next few years.

2 To deepen the involvement of functional managers 
in developing the strategies that were tentatively 
selected in the first step.

The strategic programming step begins with a 
communication from top management about the goals 
and strategies that were finally approved for the firm’s 
divisions and business units. The divisional manager 
then invites his or her business unit and functional 
managers to identify programme alternatives in support 
of the approved goals and strategies. Examples of 
strategic programmes include increasing market share 
for an existing product, introducing a new product, and 
launching a joint marketing campaign for a family of 
divisional products. As in these examples, a strategic 
programme typically requires the cooperation of 
multiple functional departments.

However, the functional specialties within a firm 
often represent different professional cultures that 
do not necessarily blend easily. Further, day-to-day 
operating tasks can be so demanding that the functional 
managers may simply find it difficult to participate in 
the time-consuming cross-functional teamwork. A key 
challenge for both divisional and business managers is 
to bring about this interaction.

The proposed strategic programmes travel up the 
hierarchy for approval at each level. At the division 
level, the programmes are evaluated not only for how 
well they support the approved strategies but also for 
how they promote synergies within the firm. Synergies 
can come from two sources: through economies of 
scale or economies of scope. The creation of synergies 
based on economies of scale calls for a sharing of 
common functional activities – such as research and 
development (R&D), raw materials procurement, 

production and distribution – so as to spread over 
a larger volume the overhead costs associated with 
these functions. The creation of economies of scope, 
on the other hand, requires a common approach to the 
market. Examples of such an approach include the 
development of a common trademark, the development 
of products/services that have a complementary appeal 
to a customer group, and the ability to offer a common 
regional service organization for the firm’s diverse 
businesses.

At the corporate level, the proposed strategic 
programmes provide an estimate of the resources that 
will be required to support the divisional and business 
unit goals. These goals, as well as their supporting 
strategies, are once again reassessed; and where 
needed, modifications are sought in the proposed 
strategic programmes. As noted earlier, a long-term 
financial plan is drawn up at this stage for the firm 
as a whole and each of its organizational units. The 
approved strategic programmes are communicated to 
the divisions, business units and functional departments 
at the beginning of the budgeting cycle.

Budgeting
When top management decides on the strategic 
programmes that the firm should pursue, it has de 
facto allocated all of the firm’s human, technological 
and financial resources that are available for internal 
development. This allocation influences the strategic 
budgets that may be requested at each level in the 
organizational hierarchy.

The strategic budgets, together with the operating 
budgets of the various organizational units, are 
consolidated and sent up for top management approval. 
When top management finally approves the budgets of 
the various organizational units, before the start of a 
new budget year, it brings to a close what can be a year-
long journey through the three steps of the strategy-
making subprocess. The strategy implementation 
subprocess is then set into motion. Even though the 
two subprocesses are described sequentially here, it 
is important to mention that even as the budget for a 
given year is being formed, the one for the prior year 
will be under implementation. Midcourse corrections 
to the prior year’s budget can have an impact on the 
formulation of the current budget.

If the actual accomplishments fall short of the 
strategic budget, in particular, the negative variance 
may suggest that the firm’s managers failed to 
implement its chosen strategy efficiently. But it can 
also suggest that the strategic programmes that drive 
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Logical incrementalism
By James Quinn1

this budget may have been ill-conceived or even that 
the goals underlying these programmes may have 
been specified incorrectly. The monitoring, control 
and learning system provides continuous information 
on both the appropriateness of a strategic budget and 
the efficiency with which the budget is implemented. 

This information, based on the implementation of the 
prior year’s strategic budget, can trigger another set 
of iterations between the three strategy-making steps, 
calling into question the goals and strategies on which 
the current year’s budget are based. These iterations 
are shown by the dotted rectangles in Figure 7.1.2.

1Source: This article was originally published as ‘Strategic Change: Logical incrementalism’ in Sloan Management Review, Fall, 1978,  
pp. 7–21. Reproduced by permission. © 1978 from MIT Sloan Management Review/Massachusetts Institute of Technology. All rights reserved.

READING

7.2
READING

When I was younger I always conceived of a 
room where all these [strategic] concepts were 
worked out for the whole company. Later I 
didn’t find any such room ... The strategy [of the 
company] may not even exist in the mind of one 
man. I certainly don’t know where it is written 
down. It is simply transmitted in the series of 
decisions made.
Interview quotation

Introduction

When well-managed major organizations make 
significant changes in strategy, the approaches they 
use frequently bear little resemblance to the rational-
analytical systems so often touted in the planning 
literature. The full strategy is rarely written down in 
any one place. The processes used to arrive at the 
total strategy are typically fragmented, evolutionary 
and largely intuitive. Although one can usually find 
embedded in these fragments some very refined pieces of 
formal strategic analysis, the real strategy tends to evolve 
as internal decisions and external events flow together to 
create a new, widely shared consensus for action among 
key members of the top management team. Far from 
being an abrogation of good management practice, the 
rationale behind this kind of strategy formulation is so 
powerful that it perhaps provides the normative model for 
strategic decision-making, rather than the step-by-step 
‘formal systems planning’ approach so often espoused.

The formal systems planning approach
A strong normative literature states what factors should 
be included in a systematically planned strategy and 

how to analyse and relate these factors step-by-step. 
The main elements of this ‘formal’ planning approach 
include:

 ■ analysing one’s own internal situation: strengths, 
weaknesses, competencies, problems;

 ■ projecting current product lines, profits, sales, 
investment needs into the future;

 ■ analysing selected external environments and 
opponents’ actions for opportunities and threats;

 ■ establishing broad goals as targets for subordinate 
groups’ plans;

 ■ identifying the gap between expected and desired 
results;

 ■ communicating planning assumptions to the divisions;

 ■ requesting proposed plans from subordinate groups 
with more specific target goals, resource needs and 
supporting action plans;

 ■ occasionally asking for special studies of alternatives, 
contingencies, or longer-term opportunities;

 ■ reviewing and approving divisional plans and 
summing these for corporate needs;

 ■ developing long-term budgets presumably related to 
plans;

 ■ implementing plans;

 ■ monitoring and evaluating performance (presumably 
against plans, but usually against budgets).

While this approach is excellent for some 
purposes, it tends to focus unduly on measurable 
quantitative factors and to underemphasize the vital 
qualitative, organizational and power-behavioural 
factors that so often determine strategic success 
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in one situation versus another. In practice, such 
planning is just one building block in a continuous 
stream of events that really determine corporate 
strategy.

The power-behavioral approach
Other investigators have provided important insights 
on the crucial psychological, power and behavioural 
relationships in strategy formulation. Among other 
things, these have enhanced understanding about 
the multiple goal structures of organizations, the 
politics of strategic decisions, executive bargaining 
and negotiation processes, ‘satisficing’ (as opposed 
to maximizing) in decision making, the role of 
coalitions in strategic management, and the practice 
of ‘muddling’ in the public sphere. Unfortunately, 
however, many power-behavioural studies have been 
conducted in settings far removed from the realities 
of strategy formulation. Others have concentrated 
solely on human dynamics, power relationships and 
organizational processes, and ignored the ways in 
which systematic data analysis shapes and often 
dominates crucial aspects of strategic decisions. 
Finally, a few have offered much normative guidance 
for the strategist.

The study
Recognizing the contributions and limitations of both 
approaches, I attempted to document the dynamics of 
actual strategic change processes in some ten major 
companies as perceived by those most knowledgeably 
and intimately involved in them. Several important 
findings  have  begun to  emerge  f rom these 
investigations:

 ■ Neither the power-behavioural nor the formal 
s y s t e m s  p l a n n i n g  p a r a d i g m  a d e q u a t e l y 
characterizes the way successful strategic processes 
operate.

 ■ Effective strategies tend to emerge from a series 
of ‘strategic subsystems’, each of which attacks a 
specific class of strategic issue (e.g. acquisitions, 
divestitures, or major reorganizations) in a 
disciplined way, but which blends incrementally 
and opportunistically into a cohesive pattern that 
becomes the company’s strategy.

 ■ The logic behind each subsystem is so powerful that 
to some extent it may serve as a normative approach 
for formulating these key elements of strategy in 
large companies.

 ■ Because of cognitive and process limits, almost 
all of these subsystems – and the formal planning 
activity itself – must be managed and linked 
together by an approach best described as logical 
incrementalism.

 ■ Such incrementalism is not muddling. It is a 
purposeful, effective, proactive management 
technique for improving and integrating both the 
analytical and behavioural aspects of strategy 
formulation.

This article will document these findings, suggest 
the logic behind several important subsystems 
for strategy formulation, and outline some of the 
management and thought processes executives in large 
organizations use to synthesize them into effective 
corporate strategies. Such strategies embrace those 
patterns of high-leverage decisions (on major goals, 
policies and action sequences) that affect the viability 
and direction of the entire enterprise or determine its 
competitive posture for an extended time period.

Critical strategic issues

Although certain ‘hard data’ decisions (e.g. on product- 
market position or resource allocations) tend to 
dominate the analytical literature, executives identified 
other ‘soft’ changes that have at least as much 
importance in shaping their concern’s strategic posture. 
Most often cited were changes in the company’s:

 ■ overall organizational structure or its basic 
management style;

 ■ relationships with the government or other external 
interest groups;

 ■ acquisition, divestiture, or divisional control 
practices;

 ■ international posture and relationships;

 ■ innovative capabilities or personnel motivations as 
affected by growth;

 ■ worker and professional relationships reflecting 
changed social expectations and values;

 ■ past or anticipated technological environments.

When executives were asked to ‘describe the 
processes through which their company arrived at its 
new posture’ vis-a-vis each of these critical domains, 
several important points emerged. First, a few of 
these issues lent themselves to quantitative modelling 
techniques or perhaps even formal financial analyses. 
Second, successful companies used a different 
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subsystem to formulate strategy for each major class 
of strategic issues, yet these subsystems were quite 
similar among companies even in very different 
industries. Finally, no single formal analytical process 
could handle all strategic variables simultaneously on a 
planned basis. Why?

Precipitating events
Often external or internal events over which 
managements had essentially no control would 
precipitate urgent, piecemeal, interim decisions that 
inexorably shaped the company’s future strategic 
posture. One clearly observes this phenomenon 
in the decisions forced on General Motors by the 
1973–74 oil crisis; the shift in posture pressed upon 
Exxon by sudden nationalizations; or the dramatic 
opportunities allowed for Haloid Corporation and 
Pilkington Brothers Ltd by the unexpected inventions 
of xerography and float glass.

In these cases, analyses from earlier formal 
planning cycles did contribute greatly, as long as 
the general nature of the contingency had been 
anticipated. They broadened the information base 
available (as in Exxon’s case), extended the options 
considered (Haloid-Xerox), created shared values 
to guide decisions about precipitating events in 
consistent directions (Pilkington), or built up resource 
bases, management flexibilities, or active search 
routines for opportunities whose specific nature could 
not be defined in advance (General Mills, Pillsbury). 
But no organization – no matter how brilliant, rational, 
or imaginative – could possibly foresee the timing, 
severity, or even the nature of all such precipitating 
events. Further, when these events did occur there 
might be neither time, resources nor information 
enough to undertake a full formal strategic analysis of 
all possible options and their consequences. Yet early 
decisions made under stress conditions often meant 
new thrusts, precedents, or lost opportunities that were 
difficult to reverse later.

An incremental logic
Recognizing this, top executives usually consciously 
tried to deal with precipitating events in an incremental 
fashion. Early commitments were kept broadly 
formative, tentative and subject to later review. In some 
cases neither the company nor the external players 
could understand the full implications of alternative 
actions. All parties wanted to test assumptions and have 
an opportunity to learn from and adapt to the others’ 
responses. For example: Neither the potential producer 

nor user of a completely new product or process (like 
xerography or float glass) could fully conceptualize 
its ramifications without interactive testing. All 
parties benefited from procedures that purposely 
delayed decisions and allowed mutual feedback. Some 
companies, like IBM or Xerox, have formalized this 
concept into ‘phase programme planning’ systems. 
They make concrete decisions only on individual 
phases (or stages) of new product developments, 
establish interactive testing procedures with customers, 
and postpone final configuration commitments 
until the latest possible moment. Similarly, even 
under pressure, most top executives were extremely 
sensitive to organizational and power relationships and 
consciously managed decision processes to improve 
these dynamics. They often purposely delayed initial 
decisions, or kept such decisions vague, in order to 
encourage lower-level participation, to gain more 
information from specialists, or to build commitment 
to solutions. Even when a crisis atmosphere tended 
to shorten time horizons and make decisions more 
goal oriented than political, perceptive executives 
consciously tried to keep their options open until they 
understood how the crisis would affect the power bases 
and needs of their key constituents.

Incrementalism in strategic 
subsystems

One also finds that an incremental logic applies 
in attacking many of the critical subsystems 
of corporate strategy.  Those subsystems for 
considering diversification moves, divestitures, major 
reorganizations, or government-external relations 
are typical and will be described here. In each case 
conscious incrementalism helps to:

1 cope with both the cognitive and process limits on 
each major decision;

2 build the logical-analytical framework these 
decisions require;

3 create the personal and organizational awareness, 
understanding, acceptance and commitment needed 
to implement the strategies effectively.

The diversification subsystem
Strategies for diversification, either through research 
and development (R&D) or acquisitions, provide 
excellent examples. The formal analytical steps needed 
for successful diversification are well documented. 
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However, the precise directions in which R&D may 
project the company can only be understood step-by-
step as scientists uncover new phenomena, make and 
amplify discoveries, build prototypes, reduce concepts 
to practice, and interact with users during product 
introductions. Similarly, only as each acquisition is 
sequentially identified, investigated, negotiated for 
and integrated into the organization can one predict its 
ultimate impact on the total enterprise.

A step-by-step approach is clearly necessary to guide 
and assess the strategic fit of each internal or external 
diversification candidate. Incremental processes are 
also required to manage the crucial psychological and 
power shifts that ultimately determine the programme’s 
overall direction and consequences. These processes 
help unify both the analytical and behavioural aspects 
of diversification decisions. They create the broad 
conceptual consensus, the risk-taking attitudes, the 
organizational and resource flexibilities, and the 
adaptive dynamism that determine both the timing and 
direction of diversification strategies. Most important 
among these processes are:

 ■ Generating a genuine, top-level psychological 
commitment to diversification.  General Mills, 
Pillsbury and Xerox all started their major 
diversification programmes with broad analytical 
studies and goal-setting exercises designed both 
to build top-level consensus around the need to 
diversify and to establish the general directions 
for diversification. Without such action, top-level 
bargaining for resources would have continued to 
support only more familiar (and hence apparently 
less risky) old lines, and this could delay or 
undermine the entire diversification endeavour.

 ■ Consciously preparing to move opportunistically. 
Organizational and fiscal resources must be built up 
in advance to exploit candidates as they randomly 
appear. And a ‘credible activist’ for ventures must be 
developed and backed by someone with commitment 
power. All successful acquirers created the potential 
for profit-centred divisions within their organizational 
structures, strengthened their financial-controllership 
capabilities, took action to create low-cost capital 
access, and maintained the shortest possible 
communication lines from the acquisitions activist to 
the resource-committing authority. All these actions 
integrally determined which diversifications actually 
could be made, the timing of their accession and the 
pace at which they could be absorbed.

 ■ Building a ‘comfort factor’ for risk taking. 
Perceived risk is largely a function of one’s 

knowledge about a field. Hence well-conceived 
diversification programmes should anticipate a 
trial-and-error period during which top managers 
reject early proposed fields or opportunities until 
they have analysed enough trial candidates to 
‘become comfortable’ with an initial selection. 
Early successes tend to be ‘sure things’ close to the 
companies’ past (real or supposed) expertise. After 
a few successful diversifications, managements 
tend to become more confident and accept other 
candidates – farther from traditional lines – at a 
faster rate. Again, the way this process is handled 
affects both the direction and pace of the actual 
programme.

 ■ Developing a new ethos. If new divisions are more 
successful than the old – as they should be – they 
attract relatively more resources and their political 
power grows. Their most effective line managers 
move into corporate positions, and slowly the 
company’s special competency and ethos change. 
Finally, the concepts and products that once 
dominated the company’s culture may decline in 
importance or even disappear. Acknowledging 
these ultimate consequences to the organization 
at the beginning of a diversification programme 
would clearly be impolitic, even if the manager 
both desired and could predict the probable new 
ethos. These factors must be handled adaptively, as 
opportunities present themselves and as individual 
leaders and power centres develop.

Each of the above processes interacts with all others 
(and with the random appearance of diversification 
candidates) to affect action sequences, elapsed time 
and ultimate results in unexpected ways. Complexities 
are so great that few diversification programmes 
end up as initially envisioned. Consequently, wise 
managers recognize the limits to systematic analysis 
in diversification, and use formal planning to build the 
‘comfort levels’ executives need for risk taking and to 
guide the programme’s early directions and priorities. 
They then modify these flexibly, step-by-step, as 
new opportunities, power centres and developed 
competencies merge to create new potentials.

The divestiture subsystem
Similar practices govern the handling of divestitures. 
Divisions often drag along in a less-than-desired 
condition for years before they can be strategically 
divested. In some cases, ailing divisions might have just 
enough yield or potential to offer hoped-for viability.  
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In others, they might represent the company’s vital core 
from earlier years, the creations of a powerful person 
nearing retirement, or the psychological touchstones of 
the company’s past traditions.

Again, in designing divestiture strategies, top 
executives had to reinforce vaguely felt concerns 
with detailed data, build up managers’ comfort levels 
about issues, achieve participation in and commitment 
to decisions, and move opportunistically to make 
actual changes. In many cases, the precise nature of 
the decision was not clear at the outset. Executives 
often made seemingly unrelated personnel shifts or 
appointments that changed the value set of critical 
groups, or started a series of staff studies that generated 
awareness or acceptance of a potential problem. They 
might then instigate goal assessment, business review, 
or ‘planning’ programmes to provide broader forums for 
discussion and a wider consensus for action. Even then 
they might wait for a crisis, a crucial retirement, or an 
attractive sale opportunity to determine the timing and 
conditions of divestiture. In some cases, decisions could 
be direct and analytical. But when divestitures involved 
the psychological centres of the organization, the process 
had to be much more oblique and carefully orchestrated.

The major reorganization subsystem
It is well recognized that major organizational changes 
are an integral part of strategy. Sometimes they constitute 
a strategy themselves, sometimes they precede and/
or precipitate a new strategy, and sometimes they help 
to implement a strategy. However, like many other 
important strategic decisions, macro-organizational 
moves are typically handled incrementally and outside 
of formal planning processes. Their effects on personal 
or power relationships preclude discussion in open 
forums and reports of such processes.

In addition, major organizational changes have 
timing imperatives (or ‘process limits’) all their 
own. In making any significant shifts, executives 
must think through the new roles, capabilities and 
probable individual reactions of the many principals 
affected. They may have to wait for the promotion or 
retirement of a valued colleague before consummating 
any change. They then frequently have to bring in, 
train, or test new people for substantial periods before 
they can staff key posts with confidence. During this 
testing period they may substantially modify their 
original concept of the reorganization, as they evaluate 
individuals’ potentials, their performance in specific 
roles, their personal drives, and their relationships with 
other team members.

Because this chain of decisions affects the career 
development, power, affluence and self-image of so 
many, executives tend to keep close counsel in their 
discussions, negotiate individually with key people and 
make final commitments as late as possible in order to 
obtain the best matches between people’s capabilities, 
personalities and aspirations and their new roles. 
Typically, all these events do not come together at one 
convenient time, particularly the moment annual plans 
are due. Instead executives move opportunistically, 
step-by-step, selectively moving people toward a 
broadly conceived organizational goal, which is 
constantly modified and rarely articulated in detail 
until the last pieces fit together.

The government-external relations 
subsystem
Almost all companies cited government and other 
external activist groups as among the most important 
forces causing significant changes in their strategic 
postures during the periods examined. However, 
when asked ‘How did your company arrive at its 
own strategy vis-a-vis these forces?’ it became 
clear that few companies had cohesive strategies 
(integrated sets of goals, policies and programmes) 
for government-external relations, other than 
lobbying for or against specific legislative actions. 
To the extent that other strategies did exist, they were 
piecemeal, ad hoc and had been derived in a very 
evolutionary manner. Yet there seemed to be very 
good reasons for such incrementalism. The following 
are two of the best short explanations of the way 
these practices develop:

We are a very large company, and we understand 
that any massive overt action on our part could 
easily create more public antagonism than 
support for our viewpoint. It is also hard to 
say in advance exactly what public response 
any particular action might create. So we tend 
to test a number of different approaches on a 
small scale with only limited or local company 
identification. If one approach works, we’ll test 
it further and amplify its use. If another bombs, 
we try to keep it from being used again. Slowly 
we find a series of advertising, public relations, 
community relations actions that seem to help. 
Then along comes another issue and we start all 
over again. Gradually the successful approaches 
merge into a pattern of actions that becomes our 
strategy.
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I [the president] start conversations with a number 
of knowledgeable people ... I collect articles 
and talk to people about how things get done in 
Washington in this particular field. I collect data 
from any reasonable source. I begin wide-ranging 
discussions with people inside and outside the 
corporation. From these a pattern eventually 
emerges. It’s like fitting together a jigsaw puzzle. 
At first the vague outline of an approach appears 
like the sail of a ship in a puzzle. Then suddenly the 
rest of the puzzle becomes quite clear. You wonder 
why you didn’t see it all along. And once it’s 
crystallized, it’s not difficult to explain to others.

In this realm, uncontrollable forces dominate. Data 
are very soft, often can be only subjectively sensed and 
may be costly to quantify. The possible responses of 
individuals and groups to different stimuli are difficult 
to determine in advance. The number of potential 
opponents with power is very high, and the diversity 
in their viewpoints and possible modes of attack is so 
substantial that it is physically impossible to lay out 
probabilistic decision diagrams that would have much 
meaning. Results are unpredictable and error costs 
extreme. Even the best intended and most rational-
seeming strategies can be converted into disasters 
unless they are thoroughly and interactively tested.

Formal planning  
in corporate strategy

What role do classical formal planning techniques play 
in strategy formulation? All companies in the sample 
do have formal planning procedures embedded in their 
management direction and control systems. These 
serve certain essential functions. In a process sense, 
they:

 ■ provide a discipline forcing managers to take a 
careful look ahead periodically;

 ■ require rigorous communications about goals, 
strategic issues and resource allocations;

 ■ stimulate longer-term analyses than would 
otherwise be made;

 ■ generate a basis for evaluating and integrating short-
term plans;

 ■ lengthen time horizons and protect long-term 
investments such as R&D;

 ■ create a psychological backdrop and an information 
framework about the future against which managers 
can calibrate short-term or interim decisions.

In a decision-making sense, they:

 ■ fine-tune annual commitments;

 ■ formalize cost-reduction programmes;

 ■ help implement strategic changes once decided on 
(for example, coordinating all elements of Exxon’s 
decision to change its corporate name).

Formal plans also ‘increment’
Although individual staff planners were often effective 
in identifying potential problems and bringing them 
to top management’s attention, the annual planning 
process itself was rarely (if ever) the initiating source 
of really new key issues or radical departures into 
new product-market realms. These almost always 
came from precipitating events, special studies, or 
conceptions implanted through the kinds of ‘logical 
incremental’ processes described above.

In fact, formal planning practices actually 
institutionalize incrementalism. There are two reasons 
for this. First, in order to utilize specialized expertise 
and to obtain executive involvement and commitment, 
most planning occurs from the bottom up in response to 
broadly defined assumptions or goals, many of which 
are longstanding or negotiated well in advance. Of 
necessity, lower-level groups have only a partial view 
of the corporation’s total strategy, and command only a 
fragment of its resources. Their power bases, identity, 
expertise and rewards also usually depend on their 
existing products or processes. Hence, these products 
or processes, rather than entirely new departures, 
should and do receive their primary attention. Second, 
most managements purposely design their plans to 
be ‘living’ or ‘evergreen’. They are intended only as 
frameworks to guide and provide consistency for future 
decisions made incrementally. To act otherwise would 
be to deny that further information could have a value. 
Thus, properly formulated formal plans are also a part 
of an incremental logic.

Special studies
Formal planning was most successful in stimulating 
significant change when it was set up as a special study 
on some important aspect of corporate strategy. For 
example, when it became apparent that Pilkington’s 
new float glass process would work, the company 
formed a Directors’ Float Glass Committee consisting 
of all internal directors associated with float glass ‘to 
consider the broad issues of float glass [strategy] in 
both the present and the future’. The committee did not 
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attempt detailed plans. Instead, it tried to deal in broad 
concepts, identify alternate routes, and think through 
the potential consequences of each route some 10 years 
ahead. Of some of the key strategic decisions it was 
later remarked, ‘It would be difficult to identify an exact 
moment when the decision was made ... Nevertheless, 
over a period of time a consensus crystallized with 
great clarity.’

Such special  strategic studies represent a 
subsystem of strategy formulation distinct from both 
annual planning activities and the other subsystems 
exemplified above. Each of these develops some 
important aspect of strategy, incrementally blending 
its conclusions with those of other subsystems, and 
it would be virtually impossible to force all these 
together to crystallize a completely articulated 
corporate strategy at any one instant.

Total posture planning
Occasionally, however, managements do attempt very 
broad assessments of their companies’ total posture. 
Shortly after becoming CEO of General Mills, James 
McFarland decided that his job was ‘to take a very 
good company and move it to greatness’, but that it 
was up to his management group, not himself alone, 
to decide what a great company was and how to get 
there. Consequently he took some 35 of the company’s 
topmost managers away for a three-day management 
retreat. On the first day, after agreeing to broad 
financial goals, the group broke up into units of six 
to eight people. Each unit was to answer the question, 
‘What is a great company?’ from the viewpoints of 
stockholders, employees, suppliers, the public and 
society. Each unit reported back at the end of the day, 
and the whole group tried to reach a consensus through 
discussion.

On the second day the groups, in the same format, 
assessed the company’s strengths and weaknesses 
relative to the defined posture of ‘greatness.’ 
The third day focused on how to overcome the 
company’s weaknesses and move it toward a great 
company. This broad consensus led, over the next 
several years, to the surveys of fields for acquisition, 
the building of management’s initial comfort levels 
with certain fields, and the acquisition-divestiture 
strategy that characterized the McFarland era at 
General Mills.

Yet even such a major endeavour is only a portion 
of a total strategic process. Values that had been built 
up over decades stimulated or constrained alternatives. 
Precipitating events, acquisitions, divestitures, external 

relations and organizational changes developed 
important segments of each strategy incrementally. 
Even the strategies articulated left key elements to be 
defined as new information became available, polities 
permitted, or particular opportunities appeared. Major 
product thrusts proved unsuccessful. Actual strategies 
therefore evolved as each company overextended, 
consolidated, made errors and rebalanced various 
thrusts over time. And it was both logical and expected 
that this would be the case.

Logical incrementalism

All of the above suggest that strategic decisions do 
not lend themselves to aggregation into a single 
massive decision matrix where all factors can be 
treated relatively simultaneously in order to arrive at a 
holistic optimum. Many have spoken of the cognitive 
limits that prevent this. Of equal importance are the 
process limits – that is, the timing and sequencing 
imperatives necessary to create awareness, build 
comfort levels, develop consensus, select and train 
people and so forth – that constrain the system yet 
ultimately determine the decision itself. Unlike the 
preparation of a fine banquet, it is virtually impossible 
for the manager to orchestrate all internal decisions, 
external environmental events, behavioural and power 
relationships, technical and informational needs, and 
actions of intelligent opponents so that they come 
together at any precise moment.

Can the process be managed?
Instead, executives usually deal with the logic of each 
subsystem of strategy formulation largely on its own 
merits and usually with a different subset of people. 
They try to develop or maintain in their own minds a 
consistent pattern among the decisions made in each 
subsystem. Knowing their own limitations and the 
unknowability of the events they face, they consciously 
try to tap the minds and psychic drives of others. They 
often purposely keep questions broad and decisions 
vague in early stages to avoid creating undue rigidities 
and to stimulate others’ creativity. Logic, of course, 
dictates that they make final commitments as late as 
possible consistent with the information they have.

Consequently, many successful executives will 
initially set only broad goals and policies that can 
accommodate a variety of specific proposals from 
below, yet give a sense of guidance to the proposers. 
As they come forward the proposals automatically 
and beneficially attract the support and identity of 
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their sponsors. Being only proposals, the executives 
can treat these at less politically charged levels, as 
specific projects rather than as larger goal or policy 
precedents. Therefore, they can encourage, discourage, 
or kill alternatives with considerably less political 
exposure. As events and opportunities emerge, they 
can incrementally guide the pattern of escalated or 
accepted proposals to suit their own purposes without 
getting prematurely committed to a rigid solution set 
that unpredictable events might prove wrong or that 
opponents find sufficiently threatening to coalesce 
against.

A strategy emerges
Successful executives link together and bring order to 
a series of strategic processes and decisions spanning 
years. At the beginning of the process it is literally 
impossible to predict all the events and forces that will 
shape the future of the company. The best executives 
can do is to forecast the forces most likely to impinge 
on the company’s affairs and the ranges of their 
possible impact. They then attempt to build a resource 
base and a corporate posture so strong in selected areas 
that the enterprise can survive and prosper despite all 
but the most devastating events. They consciously 

select market/technological/product segments the 
concern can dominate given its resource limits, and 
place some side bets in order to decrease the risk of 
catastrophic failure or to increase the company’s 
flexibility for future options.

They then proceed incrementally to handle urgent 
matters, start longer-term sequences whose specific 
future branches and consequences are perhaps murky, 
respond to unforeseen events as they occur, build on 
successes and brace up or cut losses on failures. They 
constantly reassess the future, find new congruencies 
as events unfurl and blend the organization’s skills and 
resources into new balances of dominance and risk 
aversion as various forces intersect to suggest better – 
but never perfect – alignments. The process is dynamic, 
with neither a real beginning nor end.

Strategy deals with the unknowable, not the 
uncertain. It involves forces of such great number, 
strength and combinatory powers that one cannot 
predict events in a probabilistic sense. Hence logic 
dictates that one proceeds flexibly and experimentally 
from broad concepts toward specific commitments, 
making the latter concrete as late as possible in order 
to narrow the bands of uncertainty and to benefit from 
the best available information. This is the process of 
logical incrementalism.

READING

7.3
READING Environmental uncertainty, foresight and 

strategic decision making: An integrated 
study
By Riccardo Vecchiato1

1Source: Riccardo Vecchiato (2012) ‘Environmental Uncertainty, Foresight and Strategic Decision Making: An integrated study’, Technological 
Forecasting and Social Change, Vol. 79(3) pp. 436–447, March 2012. Copyright © 2011, reprinted with permission from Elsevier Inc.

Introduction

Uncertainty is a key issue for strategic decision makers 
in charge of sustaining the advantage of the firm over 
time. Since the early 1970s the investigation of the 
likely evolution of the business environment has been 
regarded as a relevant area of management research. 
A survey of US companies revealed that in the late 
1970s and the early 1980s almost half the US Fortune 
1000 industrial companies were using techniques like 
scenario planning in their decision-making processes; 
European firms followed a similar pattern. The wide 

interest in future studies seems to be confirmed by 
their growing number in both the private and the public 
sectors. Today the terms “Foresight” and “Strategic 
Foresight” have become commonly used to encompass 
the wide range of approaches and activities which 
underlie future studies and aim at supporting long 
range planning.

Despite the intense interest and debate over 
uncertainty and foresight, we know little about the 
formal systems (i.e., the overall methodological 
and organizational frameworks) through which 
companies coordinate their foresight efforts and 
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activities.1 We can define such systems as “Foresight 
Systems”. The goal of this paper is twofold: first, 
to investigate foresight systems in corporate 
organizations; second, to examine how the results are 
concretely used in strategic decision making.

Our research is based on a multiple-case study of 
major companies that operate in different industries and 
thus have to face different environmental conditions. 
These firms are Royal Dutch Shell (Shell in the paper) 
in the oil industry, Nokia in mobile communication, 
BASF in chemicals, Philips in consumer electronics. 
These firms provide compelling examples since they 
have been engaged in foresight activities over many 
years and thus have progressively designed and refined 
their foresight systems.

This paper contributes to literature on foresight 
and strategic management in three ways. First, it 
provides descriptive data and empirical evidence 
about the foresight systems that were used by some 
of the world’s largest and most influential companies 
throughout the 2000s for coping with increasing 
uncertainty. Second, it sheds light on the role of 
foresight practices and techniques in strategic decision 
making. Third, it addresses the long-running debate 
between the planning and adaptive schools of strategic 
management and the roles of prediction and control in 
strategy formulation.

Environmental uncertainty and 
strategic decision making: theory 

and practice

The concept of ‘uncertainty’ has been central 
in the literature on strategy and organization. 
Early conceptualizations go back to fundamental 
management scholars like Knight, Barnard, and 
March and Simon, who argued that firms’ business 
environments are inherently unstable. This instability 
creates uncertainty for rationally bounded managers, 
since information about external changes is intrinsically 
difficult to collect, process and comprehend fully. 
More specifically, uncertainty arises when managers 
do not feel confident that they understand what the 
major events or changes in their business are and when 
they feel unable to predict something accurately.

Strategic management literature defines the 
micro environment and the macro environment, by 
distinguishing sectors with which the firm has direct 
contacts and which directly affect its business strategy 
from sectors that affect the firm indirectly. The micro 
environment is made up of competitors, customers, 
suppliers, potential incomers, substitute products and 
providers of complementary products. The macro 
environment is made up of the political, economic, 
ecological, societal and technological landscapes 
(PEEST) which surround the business micro 
environment.

Strategic management theories: the roles 
of prediction and control
Studies in the strategic management of environmental 
uncertainty have developed around two fundamental 
theoretical frameworks. On one hand, the planning 
school  argues that,  as uncertainty increases, 
organizations that work more diligently to predict 
changes in their environments accurately will 
outperform those that do not. Relevant empirical 
studies support this notion. This approach therefore 
emphasizes the importance of systematic analysis and 
integrative planning, and discipline in the scanning of 
trends, the generation of alternatives and forecasts, the 
rational evaluation of information and its integration 
into the firm’s existing operations: these are the 
hallmarks of the planning school. According to this 
approach, scholars recognize that predictions might not 
be perfect because they are obviously difficult; however, 
predictions represent the best way of remaining aligned 
with a changing environment. In contrast, the adaptive 
school prescribes avoiding prediction as much as 
possible, but focussing rather on responding to change 
events as they emerge, and so emphasizes continuous 
experimentation and fast adaptation to changing 
environments. This strand suggests firms learn what to 
do next by minimizing the use of predictive rationality, 
and by experimenting instead so as to be able to move 
quickly to capture emerging opportunities. It advocates 
using purely adaptive approaches which avoid trying 
to define future changes and events, and seek instead 
to position the firm to make timely responses to actual 
events and changes.

1A remarkable exception are contributions on Shell by previous scholars: see Cornelius, Van de Putte and Romani, and Davis. We build upon 
this work by investigating further the case of Shell and by comparing it with other relevant firms. Most of all, we deepen the investigation of 
how the results of foresight practices and techniques are concretely used in strategic decision making and thus affect the long term performance 
of the organization.
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Both planning and adaptive strategies basically 
assume that the key elements of the business 
environment are exogenous to the organization’s own 
efforts. Under this assumption, positioning resulting 
either from prediction or from quick adaptation turns 
out to be the only viable ways for organizations to 
optimise their performances. However, influential 
scholars have more recently relaxed the assumption of 
exogeneity, emphasizing the organizations’ ability to 
be active in shaping the development of some of their 
environmental elements (e.g., technological standards, 
customer preferences). Under this (endogeneity) 
assumption, the firm may do something other - 
something more -than simply positioning itself in its 
environment: it may actually try to push its evolution 
toward a more favourable structure. Some scholars 
therefore argue that a new dimension - beyond mere 
prediction -has to be considered to fully understand 
an organization’s viable responses to environmental 
uncertainty: the dimension of control. Control measures 
the level of influence an organization can have on the 
components of its environment, and thus the degree to 
which they can be endogenous to its own efforts.2

Thus, two further approaches to the strategic 
management of environmental uncertainty were 
identified: the visionary and the transformative. The 
visionary approach embodies the notion of ‘heroic’ 
insightful and entrepreneurial actions. This type of 
approach has strong connections with the planning 
school, and envisages the organization as building 
its environment by imagining future possibilities and 
working proactively to bring them to fruition. The essence 
of the vision is to set inspiring goals so as to create and 
to colonize new spaces in the environment. Prominent 
scholars like Hamel and Prahalad (1994) emphasize the 
ability of the (major) companies to play an active role in 
influencing the development of their business. In contrast, 
the transformative approach has strong connections with 
the adaptive school, suggesting that firms should not focus 
their efforts into prediction, but rather on co-creating 
goals with other business ecosystem players in mutually 
supportive processes where action often precedes clear 
and predictable outcomes.

On the basis of the higher or lower levels of these 
dimensions - prediction and control - it is possible 
to derive the taxonomy represented in Figure 7.3.1, 
which summarizes the main strategic management 
approaches to dealing with uncertainty.

Management practices and techniques
In the vein of  the planning school,  specific 
foresight tools and practices have been developed 
for improving predictions and informing major 
investments decisions under uncertainty. Overall, 
these tools and practices encompass two main tasks. 
The first concerns ‘environmental scanning’ and the 
detection of new events and drivers of change. The 
second one concerns the investigation of drivers of 
change in relation to their likely evolution, their 
consequences on the organization, and the most 
suitable responses. The most popular techniques 
for performing such investigation are roadmaps, 
scenarios, and real options. Roadmaps consist of 
representations as interconnected nodes of major 
changes and events in some selected fields of the 
external environment, like science, technology, and 
markets. The links connecting the nodes are the 
roadmaps themselves, illustrating the temporal and 
causal relationships between nodes. Scenarios are 
focused descriptions of fundamentally different 
futures presented in a coherent script-like or narrative 
fashion: they represent credible and coherent stories 
that describe different paths leading to alternative 
futures. Real options correspond to the application 
of financial options theory to investment decisions 
on real assets. The real options approach emphasizes 
that many initial investments (for example market 
tests, joint ventures, or operating licenses) create 
relevant follow-on opportunities which give the firm 
the right, but not the obligation, to make further 
investments. Other common techniques are Delphi, 
simulation modeling and systems dynamics, and 
game theory.

However, foresight practices and tools for coping 
with uncertainty had uneven success. In the vein 
of the learning school, criticisms have addressed 
the theoretical foundations themselves of strategic 
foresight, by pointing to the impossibility of making 
reliable predictions. While relatively accurate in the 
short term, in the medium and long term forecasting 
accuracy begins to diminish as political, economic, 
social and technological drivers of change interact 
in novel ways and environmental uncertainty 
increases. Prominent scholars supported the idea 
that “prediction is not a worthwhile managerial 
activity” and emphasized strategic agility and 
flexibility.

2It is worth stressing that the notion of “control” - which emphasizes the capability of the organization to influence, to a certain extent, the 
evolution of drivers of change - relates only to large companies, but not to public institutions.
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Figure 7.3.1  Strategic management of environmental uncertainty: Framework of prediction  
and control

Our mult iple-case study research aims at 
contributing to debate over the merits of the foresight 
practices and techniques that might be used for coping 
with uncertainty, thus helping managers decide if and 
how they should invest their time and efforts in such 
practices and tools. First of all, we illustrate the formal 
systems - ‘foresight systems’ - through which some 
of the world’s largest and most influential companies 
coordinated foresight efforts and activities (practices 
and techniques) throughout their organization during 
the 2000s. Second, we explore how business executives 
concretely used the results of foresight in decision 
making processes, and how (and to what extent) such 
use was consistent either with the principles of the 
planning school or the adaptive school, or either with 
the visionary approach or the transformative approach. 
As we position foresight systems in Figure 7.3.1, we 
try to shed light on their role and contribution to the 
performance of the organization.

Research method

We based our research on a set of explorative case 
studies of major firms that have engaged in foresight 
activities over considerable periods. We adopted the 

case study methodology for two reasons: first, the 
lack of theory in literature relating to the design and 
functions of foresight systems, and second because 
our goal was to gather descriptive data on foresight 
practices and their adaptation to growing uncertainty. 
Given the gap in the extant literature and the open-
ended nature of our questions, we felt this would be 
the most useful methodological approach. The firms 
we investigated are Shell, Nokia, Philips, BASF (see 
Table 7.3.1), all of whom had carefully designed and 
gradually improved their foresight systems in order 
to handle increased uncertainty in their business 
environment, while seeking ways to best match them 
with their strategy formulation processes. In particular, 
we focused on the 2000s decade as the main time 
horizon of our study.

Despi te  major  dr ivers  of  change in their 
environments, all these firms were able to sustain their 
performance. (Nokia in particular achieved remarkable 
results throughout the 2000s. However, in 2010 the 
company suffered a decrease in market share and profits 
-notwithstanding it remained the market leader. This was 
basically due to the rise of new competitors like Apple 
and Google, that entered from the PC industry in order 
to exploit the boom of Internet services and applications 
on mobile -smartphone- devices.3 The boom of mobile 

3The term “Smartphone” is today commonly used to refer to mobile phones that offer advanced computing ability and connectivity, allowing 
users to install and run more advanced applications. Smartphones thus run complete operating system software providing a platform for 
application developers: the broad set of software companies creating programs for a given operating system makes up its “ecosystem”.
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Internet represented a major shift in the mobile 
communication industry and a major discontinuity for 
traditional mobile phone manufacturers, in terms of 
resources and competences - first of all in software. For 
this reason in 2011 Nokia partnered with Microsoft in 
order to build a mobile ecosystem able to compete with 
the Apple and Google ones.)

We adopted a twofold unit of analysis. We examined 
the historical evolution of each firm’s industry over in 
the last two decades, and the nature of the main drivers 
of change that have affected its business micro and 
macro environments. Contextually, we also analysed 
each individual firm’s foresight system, focusing on 
the specific characteristics of the business environment 
and environmental uncertainty that had shaped those 
systems, and their appropriateness.

Data were collected from a combination of 
different sources through an iterative process, 
beginning with publicly available data on the selected 
firms and their industries, including historical 
annual reports, financial analyst reports, conference 
presentations by top managers, articles and prior 
studies in the business press and scientific journals. 
Company archives (internal memos and technical 
papers, etc.) supplemented this publicly available 
data, and (in the case of Shell in particular) we 
were greatly aided by the work of other scholars 
and practitioners. Finally, we interviewed a sample 
of senior and mid-level managers - specifically, the 
heads of the case-firms’ foresight units, but also 
external consultants and managers (from academia 
or from partnering organizations) -involved in their 
foresight processes. Data collection and analysis 
used traditional inductive research approaches, and 
were highly iterative. Analysis began with detailed 
written accounts and schematic representations of 
the evolution of each industry and the development 
of the firms’ foresight systems. After building the 

case histories our early constructs were developed 
based on within-case analyses, after which cross-
case analysis and theory triangulation with different 
bodies  of strategic management literature on 
environmental uncertainty, foresight and strategy 
formulation contributed to our final conceptual 
framework.

Structural dimensions of 
environmental uncertainty

The different nature of drivers of change in 
their business environments had led our sample 
companies to develop very different foresight 
systems. Thus, we can group the firms into two 
clusters on the basis of the main determinant of 
their uncertainty: complexity, in the cases of Shell 
and BASF (oil and chemicals); or dynamism, in the 
cases of Nokia and Philips (mobile communication 
and consumer electronics). The identification and 
analysis of dynamism and complexity as the main 
determinants of uncertainty draws on previous 
scholars in literature on strategy and organization. 
Of course, we do not mean that Shell’s and BASF’s 
industries are not dynamic industries at all, nor that 
Nokia’s and Philip’s industries are not complex as 
well. We mean instead that, throughout the 2000s, 
either complexity or dynamism was the prevalent 
issue of concern for the strategic decision makers 
of each firm, which drove the development of its 
foresight system.

Complexity in the oil industry and chemical 
industry results from: i) heterogeneity of drivers of 
change and new events in the business environment; 
ii)  the relationships and mutual influences among 
drivers of change, and the relationships of each 
driver with a large number of components of the 
micro and macro environments; iii) the low rate of 

table 7.3.1 Overview of Case Studies

Firm Business Foresight system started

BASF Chemicals Mid 1990s
Nokia Mobile Communication Early 2000s
Philips Consumer Electronics (Healthcare, Lighting) Early 1990s
Shell Oil (Energy) Late 1960s
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evolution of drivers of change. More generally, the 
more heterogeneous the drivers of change are, the 
longer their development time and the more tightly 
they are linked (that is, the more they influence each 
other reciprocally), the higher the complexity of the 
business environment will be.

In contrast, dynamism in the mobile communication 
industry and the consumer electronics industry is 
the result of: i) the frequency of the rise of new and 
disruptive drivers of change; ii) the speed of the 
evolution of these drivers. More generally, the more 
frequently disruptive drivers of change emerge, and 
the faster their development, the higher the dynamism 
of the business environment will be.

In particular, the most significant difference in 
the kinds of environmental uncertainty faced by 
our case companies concerned the disruptive power 
of drivers of change. On the one hand, the oil and 
chemical industries featured a large number of 
drivers of change that led to incremental (rather than 
disruptive) developments in the value chain and the 
business models of incumbent firms, and thus in their 
main kinds of activities and products4. On the other 
hand, the mobile communication and the consumer 
electronics industries featured key drivers of change 
that were relatively low in number but which caused 
deep discontinuities. These drivers had disruptive 
effects on the business models of incumbent firms 
and led to completely new kinds of products, players 
and activities in the value chain. The boundaries 
themselves of the industry underwent significant 

shifts. Table 7.3.2 compares the structural dimensions 
of complexity and dynamism in our sample industries.

High complexity in the business 
environment: the cases of oil and 
chemicals
Complexity is typical of mature global industries 
where trajectories of technologies and customer 
needs are well-established and companies compete 
for market share at the international level: the 
situation of the oil and chemical industries (and 
thus of Shell and BASF). The boundaries between 
the micro and macro environments are blurred in 
these industries; the huge number of drivers of 
change in their PEEST landscapes, their strong 
mutual influences and the slow overall pace of 
evolution have contributed to markedly increased 
complexity.

In the oil industry, the main drivers of change 
over the last three decades have been: the growing 
coordination between the supplier  countries  
(OPEC-the Organization of Petroleum Exporting 
Countries); the rise of state-owned companies 
(such as Saudi Aramco, Kuwait Oil, Petroleos de 
Venezuela); the collapse of the Soviet Union; the 
two Iraqi wars; nationalism in Russia and Venezuela; 
economic growth in emerging countries (Brazil, 
Russia, India, and China - BRIC); ecological 
concerns; the economic recessions of the 1980s and 
the recent financial crisis. As a result, new sources 

table 7.3.2  Defining complexity and dynamism: main dimensions and comparative analysis of sample 
industries

Heterogeneity 
of drivers of 
change

No. of 
relevant 
drivers

Disruptive 
power of 
drivers

Relationships 
between 
drivers

Frequency of 
rise of new 
drivers

Pace of 
evolution 
of drivers

Oil and chemicals: 
prevalence of 
complexity

High High Low High Low Low

Mobile communication 
and consumer 
electronics: prevalence 
of dynamism

Low Low High Low High High

4The business model of the firm defines the manner by which it creates and delivers value to customers, entices customers to pay for value, and 
converts those payments to profit.
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of competition came to fore. The power of suppliers 
(OPEC) increased and the dominance of the oligopoly 
of the original international majors (the ‘Seven 
Sisters’) was broken. By the 1990s the list of the 
top 20 global oil and gas producers was dominated 
by state-owned companies. Market transactions for 
crude oil and refinery products became increasingly 
important, while macro economic and political cycles 
made prices much more volatile. BRIC countries led 
the growth of global demand for energy, but renewable 
sources (solar, wind, geothermal, etc.) gradually 
increased their share in global consumption, due also 
to the evolution of government legislation (e.g. in US 
and EU). However, the boundaries of the industry 
were relatively stable: the main kinds of products 
and activities in the value chain did not go through 
deep discontinuities, and the kinds of suppliers (e.g., 
oil producing countries), customers (e.g., car users), 
and substitute products (e.g., renewable sources) were 
basically the same.

The case of the chemical industry is very similar. 
Its structure derives from an as yet uncompleted 
consolidation process, with the rise of new competitors 
in Asia, Middle East and Eastern Europe that entered 
the market in the last decade producing reliable, good-
quality commodities at low cost. Since the 1990s the 
demand in chemicals has been characterized by low 
growth and considerable cyclicality (which is likely 
to increase in the near future). Capacity cannot be 
adjusted easily, so there is a constant danger of over 
capacity. The industry has also been exposed to rising 
raw material prices, steep rises in energy costs, growing 
ecological concerns and stricter environmental rules 
- while, at the same time, the rapid development of 
ICT tools has made the market far more transparent, 
increasing the pressure to optimise commodity 
production.

High dynamism in the business 
environment: the cases of mobile 
communication and consumer 
electronics
Dynamism is typical of emerging industries and more 
generally of industries where technology is the main 
driving force and new customer needs rise to the fore. 
This is the case of mobile communication and consumer 
electronics, the contexts of Nokia and Philips.

Let’s consider the mobile communication industry. 
In the early 2000s, the establishment of 2.5 G and 3 G 
technologies and technological advances in hardware 

and software prompted the convergence of some 
traditional mobile voice communication, Internet, 
information technology, media, entertainment, music 
and consumer electronics sectors into one, broader 
industry. This led to the creation of new devices, 
features and services, and to different concepts of 
mobile phone use, resulting in completely new market 
segments and market players. In particular, digital 
imaging, music, game, and micropayment technologies 
have turned mobile phones into a combination of 
a camera, an iPod, a PlayStation and even a credit 
card, while high speed Internet access is enabling 
more and more varied services in terms of content 
and performance, such as watching football matches 
or finding your way via satellite navigation mapping. 
Thus, not only new sources of competition came to 
the fore, but the key activities of the value chain and 
components of the industry radically changed. That’s 
the case in particular of direct competitors (e.g., PC 
makers like Apple and Acer, providers of operation 
systems like Microsoft and Google) and suppliers 
(e.g., providers of software applications, providers of 
multimedia contents and services).

The consumer electronics case is very similar. Let’s 
consider the display and large-screen TV segment: the 
last decade has seen major market launches of such 
new technologies as Liquid Cristal Display (LCD), 
Plasma Display Panel (PDP), Surface Induction 
Electron display (SED), Organic Electroluminescent 
(EL) and Liquid-Crystal-on-silicon (LCOS). New 
applications and consumption opportunities have 
become ever-more widespread - digital pictures and 
videos, Internet, pay-TV, sport events, home cinema 
and movie on-demand, game consoles and 3D and 
interactive games, each requiring specific product 
features in terms of resolution graphics, colours 
brightness and image definition.

Complexity, dynamism, and 
foresight systems

The prevalence of either complexity or dynamism as 
the main determinant of environmental uncertainty 
has strong implications. In order to face growing 
complexity, Shell and BASF developed and refined 
scenario-based management systems which provided 
all the organizational units with an organic background 
of knowledge and helped integrate the strategy 
formulation process at corporate, business and 
operational levels. Efforts for coping with uncertainty 
are framed around a “horizontal dimension” of 
analysis, which encompasses all the main drivers of 
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change and explores their mutual connections and 
influences. These efforts consist in a long and complex 
process, reflecting the complexity of the business 
environment: time horizons are usually 15–20 years or 
even longer, according to the payback period of these 
firms’ substantial capital investments.

On the other hand, in order to keep the pace with 
growing dynamism, Nokia and Philips developed 
completely different foresight systems which basically 
aim at: i) identifying trends and disruptive drivers of 
change to strategy formulation; ii) acting as a tool for 
identifying new business opportunities and driving 
organizational renewal. The overall methodological 
and organizational framework is framed around a 
“vertical dimension”, which focuses on the impact 
of some selected drivers and aims at exploiting 
the new market opportunities they might open up. 
In these companies, the foresight system is quick 
and flexible, in order to match the pace of change 
of the environment and to act on these changes in a 
timely manner: time horizons are typically no longer 
than 5–10 years. Table 7.3.3 summarizes our main 
findings on the relationships between complexity, 
dynamism and the foresight systems of large corporate 
organizations.

Coping with business environment 
complexity
Practices, techniques, and foresight systems. Again 
starting with the oil industry we consider the case of 

Shell. The company first began making significant use 
of scenarios in 1972: of the six scenarios built then, one 
suggested that disruptions of oil supply could result in 
a sharp rise in prices, thus anticipating the oil crisis that 
took place only a year later. Scenarios were adopted 
widely throughout the company shortly afterwards, 
and have gradually evolved (over almost four decades) 
in terms both of their scope and how they are used. The 
initial focus in the 1970s - on the key variables relevant 
to the business, namely energy demand and oil prices 
- has widened to include the effects of economic and 
political events and trends. In the 1980s deeper analysis 
of social and environmental (ecological) changes was 
added, so that by 1987 Shell’s scenarios filled three 
separate volumes on oil, energy and the macro trends 
in the PEEST landscapes.

The core elements of Shell’s foresight system 
today are its ‘global scenarios’, which address the 
energy industry as a whole and holistically encompass 
international level changes in politics, economy, 
society, ecology, technology and demographics. The 
Shell global scenarios to 2050 (released in 2008) 
described two possible worlds, where the political 
and social choices made by governmental authorities 
interact strongly to shape energy demand and supply 
and the effects on the physical environment (Shell 
International BV, 2008). Thus, the ‘Scramble’ 
scenario saw national governments struggle to secure 
their own energy supplies, while the ‘Blueprints’ 
scenario foresaw new action plans emerging from 
coalitions between various layers of societies and 

table 7.3.3 Foresight systems in corporate organizations: the impact of complexity and dynamism

Complexity Dynamism

Organizational process/
methodological framework

Focus on the PEEST landscapes (macro 
environment); Complex and hierarchical 
scenario-based framework; Real options; 
‘Complex’ (articulated) output; Long  
duration of the overall process; Horizontal 
dimension of analysis (focus on relationships 
between drivers); 20–30 year time horizon

Focus on technology and 
customer needs (micro-
environment): Flexible 
framework (selection of a 
low number of most relevant 
drivers, Roadmaps); ‘Simple’ 
(synthetic) output; Short 
duration of the overall process; 
Vertical dimension of analysis 
(focus on in-depth investigation 
of selected drivers); 5–10 year 
time horizon

Integration of results in strategic 
decision making

Strategic options; Exploration of drivers of 
change; Preparing for alternative paths of 
evolution of drivers of change

Venture activities/strategic 
initiatives; Exploitation of 
drivers of change; Fostering 
early action/commitment on 
drivers of change
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governments (ranging from local to international) to 
respond to the challenges of economic development, 
energy security and environmental pollution in the 
perspective of sustainable growth. The previous 
Shell global scenarios (to 2025), considered the 
legal environment, the market culture and the forces 
of integration and fragmentation as key drivers 
of change, and described how these factors could 
stimulate national societies and the global community 
to strive towards the objectives of efficiency, social 
justice and security. Shell’s global scenarios not only 
provide qualitative descriptions of the major macro 
environmental forces likely to affect the energy 
industry, but also aim at quantifying the impact of 
these forces on economic growth and the demand for 
energy, by outlining different GDP rates and different 
mixes of energy sources in each global scenario. 
A wide range of more detailed ‘focused scenarios’ 
(derived from global scenarios) are then built for each 
energy industry business area and each geographic 
area where Shell operates. Here, the macro drivers of 
change in the PEEST landscapes are combined with 
more specific market issues regarding the strategic 
behaviour of Shell’s competitors, suppliers and 
customers, so that implications can be drawn from 
the global scenarios at business and country levels. 
Finally, the likely impact of global and focused 
scenarios on specific investment projects is figured 
out in ‘project scenarios’, which gather and process 
more detailed information on competitors, price, 
profitability, technical and managerial risks. Global 
scenarios are built every three or two years and 
have 20–30 year time horizons: focused and project 
scenarios have shorter time horizons, to match the 
schedule of strategic planning at business and project 
levels.

BASF’s efforts for coping with uncertainty are 
also framed around scenarios, which are built via 
a top-down process that starts at corporate level, 
first taking into account the global economy and 
the overall chemical industry, and subsequently 
elaborating regional and business scenarios in 
relation to each specific geographic and business 
area of the firm and its investment projects. 
Systemic use of scenarios at BASF began in the mid 
1990s, when the company realized that the chemical 
industry was facing major structural changes 
which made accurate and reliable predictions 
impossible. It therefore decided to use scenarios as 
its basic methodology for tackling the challenge of 
investigating the major driving forces and how they 
might affect the chemical industry. Macro forces 

and their likely evolution are described in BASF’s 
‘Global Economy Scenarios’, where econometric 
models elaborate basic data in both qualitative and 
quantitative terms, and likely GDP growth rates are 
depicted. All the company main customer industries 
- the manufacturing, agriculture and construction 
industries - are included, so that conclusions can 
be drawn about the resulting demand for chemical 
products and about the overall industry’s internal 
adaptation, in terms of consolidation, mergers 
and acquisitions, divestments etc. Subsequent 
efforts address specific regions (EU, US, Asia) 
and countries, by breaking down global scenarios 
into the firm’s main sectors and business areas, 
i.e. chemicals, plastics, performance products, 
functional solutions, agricultural solutions, oil and 
gas. These country and business scenarios derive 
from a more focused analysis, which considers a 
larger set of framework variables, such as national 
regulations or exchange rates, and market issues, 
such as actions by suppliers and established 
competitors. The time frame is usually 10–15 years 
for global scenarios, but much shorter for sector and 
business scenarios.

U s e  o f  re s u l t s  i n  s t r a t e g i c  d e c i s i o n 
making. Shell global scenarios are designed for 
supporting corporate level strategic decision makers, by 
anticipating shifts in the global energy mix and thereby 
informing the company’s upstream and downstream 
investment decisions. The Executive Committee of the 
company outlined several key decisions regarding its 
activity portfolio based on these scenarios: for instance, 
more capital spending on exploration and production of 
oil and gas, a rising share of natural gas and of non-
conventional oil. At the business level, the strategic 
funnel is narrowed in order to define the competitive 
advantages to be pursued in each market segment, 
while (at the lowest level) project scenarios support 
specific investment decisions. Over time scenarios have 
been combined with other tools such as real options, 
to become an integral part of strategic planning at all 
decision-making levels. Scenarios contribute to real 
options in three fundamental ways: they help identify 
real options; they provide a framework for evaluating real 
options; and they help time the decision to exercise real 
options. In particular, every organizational unit has to 
demonstrate the robustness of a proposed investment 
not only against the project scenarios, but also the global 
and focused ones, so that investment projects proposals 
are taken up again at corporate level and evaluated 
against each other from the portfolio viewpoint.
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An example that illustrates this use of scenarios 
and real options clearly concerns the decision about an 
investment project in an oil and gas field in Sakhalin 
(Far East Russia) begun by Shell in the mid 1990s. 
Some of the most relevant global scenarios indications 
highlighted the rise of the overall worldwide demand for 
energy - especially in Asia, and the deepening concerns 
about ecological sustainability, which implied that the 
demand for natural gas was expected to grow quickly, 
leading to the search for new sources. Country focused 
scenarios were developed, taking into account both 
long term trends and changes in the political situation 
of different producing countries (as potential suppliers), 
and in economic growth in neighbouring countries 
(as potential customers). Finally different investment 
project options were selected and assessed against local 
regulations, ecological concerns, financial and technical 
constraints (e.g., difficulties of building a pipeline, of 
liquefying and shipping natural gas due to the seismic 
activity and morphological conditions of the natural 
environment) as well as through the lenses of both 
the underlying global and focused scenarios. At the 
end of this process Sakhalin was chosen. The project, 
named ‘Sakhalin II’, involved the development of two 
oil and gas fields: the Piltun-Astokhskoe and Lunskoe. 
Shell established the Sakhalin Energy Investment 
Company (SEIC), gaining a stake of 55%. In June 
1994 SEIC signed with the Russian Government the 
commercial contract (production-sharing agreement, 
PSA) which governed Sakhalin II and soon started the 
first phase, concerning the Piltun-Astokhskoe field. The 
development of the Lunskoe field, that was the major 
one and represented the very reason for the existence 
of the SEIC, started in 2003, involving investments 
for an expected worth of $10 billion. Sakhalin II thus 
represented the single largest investment decision in 
Shell’s history. However, at that time the company had 
gained new information regarding the technical issues 
of the project and had already signed commercial 
contracts for a significant share of the expected output 
with target customers in Far East Asia.

In the same way scenarios are seamlessly embedded 
in the strategy formulation process at BASF, as they 
are seen as providing information inputs essential for 
assessing the profitability of current and emerging 
business areas, and for assessing investment (and 
divestment) decisions for expanding (or downsizing) 
operations in the firm’s main business and geographic 
areas. Scenarios are usually combined with the real 
options. A notable recent corporate-level example has 
been the decision to withdraw from the pharmaceutical 
industry. Notwithstanding the positive outlook of both 

demography and demand growth, the analysis of the 
future evolution of the business highlighted increasing 
operating costs due to social and political concerns, as 
well as the likelihood of strong pressure to reduce prices 
to consumers, undermining general profitability levels. 
Future pharmaceutical R&D activities also promised to 
require huge investments, meaning resources had to be 
shifted from other, more attractive, business areas.

At business and operational levels, scenarios 
support the definition of target features for enhancing 
products and services, as macro trends in the global 
environment are translated down into priorities for 
action in specific innovation fields. For instance, in 
the performance products and construction sectors, 
macro trends of increasing pressure on cost saving, 
environmental concerns and growing urbanisation 
has led the firm to boost product development in the 
thermal insulation, glazing and heat storage fields.

Coping with business environment 
dynamism
Prac t i ce s ,  t echn iques ,  and  fores ight 
systems. Nokia has started adopting in the early 
2000s a foresight system that is very flexible and aims at 
enhancing the speed of its reaction to drivers of change. 
The first task of this system consists basically in scanning 
and evaluating emerging changes in technology and 
customer needs: the focus of investigation is the whole 
ICT industry, rather than just mobile communication. 
Scanning activities involve researchers and experts 
from all corporate, business and functional divisions, 
together with external partners like suppliers, customers, 
consultants and public research and academic centres. 
The investigation is then extended to the macro forces 
in the PEEST landscapes and how they may affect 
the business micro environment in relation to new 
technology adoption, the spread of new consumption 
patterns and acceptance of new product and services.

The resulting list of emerging drivers of change is 
evaluated to select those that are most relevant, a process 
that focuses on each driver to determine its likely evolution 
and, most important, its likely impact on the firm’s value 
chain, so as to derive implications for the firm’s business 
model. The initial list of drivers is reduced to a short list 
of (about ten) key topics, which is disseminated quickly 
to all corporate, business and operational units within the 
organization via a communication process that involves 
books, exhibitions and presentations - as well as an 
on-line interactive version. The target audience ranges 
from Nokia’s top decision makers and strategic planners 
downwards to its employees and outwards to its key 
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customers and industrial partners. The list of emerging 
drivers is updated annually, and covers a time horizon of 
5–7 years, according to the strategic planning time-frame. 
Some examples of relevant topics considered since the 
early 2000s were social networks and media-blogging, 
as customers were starting to use their mobile phones 
to capture and share a wide range of media contents like 
photos, videos, and texts.

As with Nokia, the foresight system of Philips 
aims essentially at identifying new trends in society, 
technologies and customer needs in a timely manner. A 
corporate unit (Philips Design) established in the 1990s, 
delivers innovative design concepts and services for the 
company’s main businesses. Within Philips Design, the 
‘Trends and Strategy’ team is devoted to the investigation 
of three axes - ‘Society’, ‘Culture’ and ‘People’, with 
a focus on upcoming changes in social values and the 
expressions of these values as they emerge in customers’ 
attitudes towards the technologies and products they 
use in their everyday live. A new initiative - the ‘Probes 
Program’ - has been established more recently as a long 
run (10 year time horizon) research initiative intended 
to present ‘provocations’ about new lifestyle patterns, 
which are published or exhibited to stimulate debate 
and criticism within the organization (a recent example 
concerned clothing and electronic tattoos that reveal the 
emotional state of their wearers).

Philips’ efforts for coping with uncertainty also 
include Philips Research - the group’s corporate R&D 
unit - which regularly develops technology roadmaps 
concerning the group’s main business sectors. These 
different sorts of insights are finally matched through 
an interactive process that brings the social researchers 
from Philips Design and the technologists from Philips 
Research together with the business managers from 
all Philips’ product divisions. Insights about socio-
cultural trends are exchanged and made to cohere 
with those about technologies and markets, to provide 
a comprehensive vision of the future evolution of the 
firm’s business environment. Such future vision usually 
covers a 10-year time horizon, while investigation 
processes of emerging trends and changes are scheduled 
yearly to fit in with the annual strategy calendar.

Use of results in strategic decision making. Most 
efforts for handling uncertainty at Nokia go beyond 
environmental scanning and the identification of drivers 
of change. The team of corporate managers in charge of 
coordinating scanning activities has the mandatory task 
as well of: i) identifying the most appropriate strategic 
initiatives for responding to the selected drivers of 
change; ii) determining which of the group’s units would 

be most suited to be the ‘owners’ of each initiative, so 
as to promote their commitment. Strategic initiatives 
encompass the design of new product and service 
concepts, the development of prototypes, their launch 
in target market niches, the promotion of internal forum 
for fostering dialogue among executives, and the launch 
of new venture projects and start-ups. As a result, since 
the early 2000s Nokia experimented with a large array of 
new services and products, product features, and software 
applications. Some examples include: new systems and 
applications for worldwide electronic payments by radio 
frequency enabled credit cards; web based applications 
for uploading photos, audio, and videos on weblogs; 
applications for grouping and retrieving messages and 
multimedia contents according to conversational threads.

In particular, Nokia makes an extensive use of 
roadmaps for planning the development of its product 
portfolio and defining its competitive position in 
emerging markets. The roadmap building process 
integrates and aligns insights from researchers, designers, 
marketers, and executives of different functions and 
business areas. The main aims are: to identify the paths 
of evolution of technologies, markets, products and 
product features; to select the time to launch of new 
products and services; to identify the emerging value 
chain and the rising players (first of all, new entrants) 
in the converging digital industries. Relevant examples 
of new products (and product families) lunched since 
the early 2000s are the Nokia N-Gage (a mobile phone 
that could use a handheld game system), Communicator 
devices (advanced phones that could be used as small 
notebooks), the Nseries, and more recently, the Xseries 
(advanced, integrated multimedia smartphones).

The main goal of foresight efforts at Philips is similar 
- to drive the renewal of the organization by figuring out 
how to exploit the new market opportunities enabled 
by new technologies or shifts in customer needs. Since 
the late 1990s, future studies have played a key role 
in re-defining the company’s mission, as it focused its 
value proposition on the ‘Sense and Simplicity’ concept. 
In this context, Philips Design and Philips Research 
have jointly developed the ‘Ambient Intelligence’ 
vision, which means an intelligent home environment’ 
that utilises a wide range of interconnected and 
embedded digital devices to make the environment 
sensitive, adaptive and responsive to the presence 
of people. Following this vision, Philips has built its 
core technological competencies around displays, 
connectivity and storage, and started to develop and 
experiment with innovative product concepts in all 
divisions. A notable example is the Ambilight concept 
(Ambient Lighting Technology), which aims at 
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enhancing the home cinema experience by generating 
lighting effects around the TV set that match the video 
content, enabling customers to enjoy a ‘larger’ virtual 
screen and thus a more immersive viewing experience.

Uncertainty, foresight, and strategic 
decision making under uncertainty: 

foresight as ‘planned learning’

This section aims to shed light on the role of foresight 
practices and techniques in strategic decision-making. 
In particular, we assess the attitude of corporate and 
business executives (and thus position foresight systems) 
with regard to the fundamental dimensions established in 
the literature: prediction and control (see Figure 7.3.1). 
We contrast the objectives and theoretical premises of 
foresight systems with the main approaches advanced in 
strategic literature and point out their consistency with 
either the planning or adaptive schools, and either with 
the visionary or transformative approaches.

Drawing on all the companies we studied, we 
found empirical evidence that the kind of uncertainty 
faced in the business environment is relevant in 
positioning foresight systems with respect to control, 
but not with respect to prediction. Whether the 
main determinant of uncertainty is complexity or 
dynamism, the emphasis on (and degree of confidence 
in) prediction is basically the same. Of course, 
management practices and techniques for coping 
with uncertainty entails taking a pro-active attitude 
towards the future, in order to anticipate changes 
in the environment and thus be able to gain first 
mover advantages over rising sources of competition 
(which is consistent with the planning school). At the 
same time, whether they face complex or dynamic 
environments managers are fully aware that it is not 
actually possible to anticipate every future change 
and event (an understanding that is consistent with 
the adaptive school). With this in mind, they conceive 
their foresight efforts (and use their outputs) to set 
the ground for a ‘planned learning process’, the main 
goal of which is not to know the future in advance, 
but to get ready to detect environmental changes 
more promptly and react more effectively to them as 
soon as they start appearing.

However, the emphasis on control is strictly 
dependent on the main determinant of environmental 
uncertainty. In the case of high complexity (and where 
the drivers of change are exogenous), foresight systems 
basically consist in explorative approaches that aim to 
position the firm so as to take maximum benefit from 
changes in the business environment In the case of high 
dynamism (and endogenous drivers of change), foresight 
systems basically consist in normative approaches aimed 
at shaping the evolution of drivers of change and thus of 
the business environment.5 Figure 7.3.2 summarizes our 
framework of foresight systems, prediction and control.

Foresight systems and prediction
According to the planning (and the visionary) school, 
foresight practices and techniques in the firms we 
studied stress the importance of the systematic analysis 
of emerging changes and events in the environment, 
based on the assumption that organizations that 
work more diligently to predict these changes will 
outperform their rivals. As uncertainty increases, 
foresight practices and techniques are essential for 
enhancing - even for enabling - strategic planning. 
At Nokia and Philips, environmental scanning, 
timely exploration of changes in technologies and 
customer needs and roadmaps are meant to identify 
the nascent industry value chain and the role of new 
entrants. At Shell and BASF scenarios set the ground 
for analysing the industry structure (Porter’s Five 
Forces) that would prevail in each one, and the rise 
of new sources of competition. These practices and 
techniques entail a proactive attitude to changes and 
future events: by anticipating them - and therefore 
the sources of competition that are likely to come to 
the forefront - the organization gives itself a better 
opportunity of responding to these sources in a timely 
manner and thus of achieving a first mover advantage. 
Shell’s response to the oil crisis in 1973 still offers a 
remarkable example: the price shock turned into the 
most acute discontinuity the industry had ever faced. 
But Shell was prepared: its scenarios had allowed the 
company to revise its investment policies in refining 
and production capacity at the right time. When the 
refining capacity in the industry quickly ran into 
considerable oversupply, Shell suffered much less, and 
so outperformed the industry by a significant margin.

5According to mainstream scholars in foresight literature, exploratory approaches (and techniques) generally deal with questions regarding what 
might possibly happen on the basis of the forces at play. Such approaches begin with the past and the present as a stalling point and move toward 
the future in a heuristic manner, looking at all available possibilities. Normative approaches (and techniques) are, instead, goal-oriented as they 
tend to take into account the purpose of the organization, its mission, and, most of all, its expected achievements and outcomes. Then normative 
techniques move backward to see if these objectives can actually be pursued given the capabilities available or achievable by the organization.
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In mature global industries, the competitive 
advantage an organization may attain lies in the pre-
emption of scarce resources, primarily physical assets 
and input factors (e.g. oil/gas fields and pipelines in 
the energy industry). In the case of technology driven 
industries, the scarce resources to be gained are more 
often customers’ perceptual and product characteristic 
spaces, i.e. niches for product differentiation. More 
generally, a sound competitive advantage may be 
gained through the timely development of the new 
and different organizational capabilities (e.g., R&D, 
product design, brand management) that are crucial for 
addressing new technological or market opportunities.

On the other hand, in line with the adaptive (and 
transformative) schools, in all the firms we studied 
managers are fully aware that no methodological 
framework or approach can be developed that will 
really predict the future accurately: inevitably some 
changes and events that can not be foreseen (or simply 
are not foreseen) will take place. For that reason, all our 
sample firms are continuously scanning and monitoring 
their environments in the search of weak signals and 
new events that may allow them not just to figure out 
which of their alternative hypotheses for the future is 
becoming real, but actually to continuously question 
and re-conceive these hypotheses. In this way, they 
avoid to fall into the trap of locking in their predicted 
future, blinding themselves to events and changes 
other than those they have previously imagined.  

In particular, Shell and BASF combine scenarios 
with real option analysis, in order to position the firm 
for quick responses to unpredictable events as they 
emerge. In technology driven industries, real options 
usually take the shape of new prototypes, market tests, 
(a large set of) new products and services, and venture 
activities. The latter ones, in particular, provide useful 
information and insights at a relatively low cost and, 
most of all, the opportunity to play a role in the game 
later on when uncertainty has been reduced. Nokia has 
built its Venture Partners and Growth Partners for just 
this purpose. In this context, foresight practices and 
techniques are not an alternative, but rather an essential 
element of the strategic agility and adaptive capability 
which prominent scholars and practitioners urged for 
profiting from emerging opportunities and threats.

Summing up, the emphasis on prediction is 
neither high or low; managers in our sample 
firms neither claim to predict what their future 
environment will  be (as in the planning and 
visionary approaches) nor avoid making predictions 
at all (as in the adaptive and visionary approaches). 
Simply, they seek to predict future changes in order 
to be able to better adapt to them. The core benefits 
of strategic foresight lie in establishing a process of 
‘planned learning’ about the future, which enhances 
the organization’s capabilities to re-act more quickly 
and more effectively to external opportunities and 
threats as they arise.
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Figure 7.3.2  Framework for uncertainty, prediction and control: positioning foresight systems
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This learning process about the future is something 
that goes beyond the formal output of foresight 
practices and techniques (i.e., roadmaps or scenarios) 
and may take place notwithstanding inaccuracies in this 
output. The case of Sakhalin II may be helpful to clarify 
this point. Shell’s country and project scenarios did not 
predict the allegations for huge ecological damages 
which led to Gazprom (the Russian state-owned gas 
giant) gaining control of the project consortium in 
2007. However, even in the case of this pitfall, scenarios 
still helped decision makers at Shell prepare for such 
changes. Country and project scenarios had considered 
strong insistence on a larger share of the profits and the 
likely leverage of legislation, licenses, and technical 
approvals for achieving this goal. At the same time, 
they highlighted the role of the Russian government 
as a powerful partner for the commercial success of 
Sakhalin II by backing up the construction of pipelines 
and the access (distribution) to target customers. With 
these scenarios as a backdrop, when it underwent first 
allegations for ecological damages, Shell was quick to 
fully sense the size of the threat underpinning this move 
(and likely future moves) by the Russian government, 
and thus to finalize the entrance of Gazprom in the 
Sakhalin II consortium. In the end, Shell kept the 
ownership of a relevant stake in one of the world’s 
largest integrated oil and gas fields and granted itself 
the endorsement of the Russian government against 
rivals who are running other energy fields in the 
country and are targeting the same markets in the Asia 
Pacific region (first of all, the ExxonMobil-led Sakhalin 
I). Today, the Sakhalin II project is a major engineering 
and commercial success for Shell.

Similarly, BASF did not forecast accurately the size 
of the global financial crisis and economic recession 
in 2008. Nor Nokia and Philips were able to anticipate 
accurately every major shift in customers’ preferences, 
and thus to know the future of their business in 
advance. For instance, the Nokia N-Gage cell phone 
and gaming device was a big disappointment and 
achieved lower than expected performance. However, 
efforts for coping with uncertainty allowed the 
managers of BASF, Nokia, and Philips, to know what 
kind of changes they could face (e.g., slowdown in the 
economy and low GDP growth in the case of BASF, 
demand for digital contents ad multimedia files in 
the case of Nokia), and what kind of response they 
should adopt. The success of the Nokia Nseries in the 
mid 2000s built also on the previous experience with 
N-Gage. It is exactly this capability - of preparing 
managers for next changes and events - what the 

planned learning process about the future consists of, 
and where its real value and contribution to strategic 
decision making lies.

Foresight systems and control
While the nature of the uncertainty being faced - i.e. 
whether complexity or dynamism is its predominant 
component - does not affect the emphasis of foresight 
practices and techniques with respect to prediction, it 
has a strong influence on the emphasis on control. In 
very complex contexts like mature global industries, 
drivers of change generally lie in the macro environment, 
and their large-scale nature, their huge numbers 
and their tight mutual relationships, mean that these 
macro forces are fundamentally beyond the control 
of - or even any influence from - any major industry 
player. Such firms therefore face great complexity by 
adopting an explorative approach which, according to 
the planning and adaptive schools, aims at positioning 
the firm in an environment that is basically exogenous 
to its efforts. Since Shell and BASF cannot act directly 
on the drivers of change in their PEEST landscapes, 
they must instead engage pro-actively in preparing for 
the likely evolutionary paths of these drivers and seek 
to identify the most suitable responses to these paths. 
Scenarios and real options are very valuable tools for 
systematically collecting, processing and organizing 
knowledge about future events and likely changes in the 
macro environment, allowing executives to get ready 
for action as soon as uncertainty starts to be resolved.

On the other hand, in highly dynamic industries the 
key (disruptive) drivers of change are relatively few 
and tend to be (at least partly) endogenous, as they 
basically lie in technologies and customer needs, the 
development of both of which firms can try to influence. 
In such contexts, leading firms may do something 
more than simply position themselves to optimize 
their performance in the face of the likely outcomes 
and evolutions of drivers of change. According to the 
visionary and transformative approach, leading firms 
may decide instead to ‘move’ pre-emptively and seek 
to control the evolution of drivers of change to a 
certain extent, by playing an active role in establishing 
and shaping these drivers. Of course, as we already 
noted, these companies do not claim to be able to 
build the future exactly as they want it to be (any 
more than to predict it exactly as it will be). However, 
as they push the diffusion and rate of development of 
new technologies and move quickly into the emerging 
markets these new technologies open up, Nokia and 
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Philips can try to affect the evolution of customer 
needs in ways that favour themselves, and most of all 
they can prepare more effectively to benefit from these 
needs. Indeed, this was exactly the attitude of Nokia 
towards the rise of digital technologies (images, music, 
games, and so on) in mobile communication, or Philips 
in large screen TV (Ambilight).

Figure 7.3.2 sums up our conceptual framework 
of the relationships between foresight systems and 
prediction and control. In particular, we position 
foresight systems in the middle of the vertical axis, 
emphasizing their mediating approach towards 
prediction (i.e., foresight systems as ‘planned 
learning processes’). At the same time, we position 
explorative systems (e.g., Shell and BASF) in complex 
environments on the left side, between the planning 
and adaptive schools - so emphasizing a low degree 
of control over (exogenous) drivers of change - and 
normative systems (e.g., Nokia and Philips) on the 
right, between the visionary and transformative 
approaches, emphasizing their higher degree of control 
over (endogenous) drivers of change.

Conclusions

This paper describes the (integrated systems of) foresight 
practices and techniques that major global firms used 
during the last decade for handling increasing complexity 
and dynamism in their business environments. We 
argue that whatever the kinds of uncertainty, the main 
contribution that foresight efforts bring to strategy 
formulation lies not in predicting the future (i.e., in 
the predictions themselves that represent the outputs 
of foresight), but in preparing the managers of the 
organization to handle the future (i.e. in the learning 
process about the future enabled by these predictions).

Overall, our findings are consistent with some 
recent streams of strategic management research that 
have pointed to ‘planned emergence’ and ‘strategy as 
simple rules’ as concepts that bridge the gap between 

the planning and adaptive approaches. These research 
streams encourage firms to plan in order to enhance 
their capabilities to adapt. In particular, we refer to 
the dynamic capabilities framework in showing that 
the main benefits of the practices and techniques that 
might be used for coping with uncertainty consist in 
enhancing the organization’s capacity to: i)  sense 
changes in the environment; ii) seize these changes; 
iii)  re-configure its tangible and intangible assets 
to keep them aligned effectively with its external 
environment.

Much additional research must be done to improve 
the conceptual framework outlined in this paper. 
Efforts are required to explore the cases of other 
industries and firms. In particular, Shell and BASF on 
one hand, and Nokia and Philips on the other, represent 
polar cases, where uncertainty and related management 
systems are strongly driven by either complexity or 
dynamism as their main determinant. However, we 
believe our work makes a significant contribution 
in clarifying the real value of foresight practices and 
techniques, and in helping business managers (and 
scholars) decide whether and how they should invest 
their time and efforts in such practices and techniques. 
Future research may build on our work to address other 
types of industries, and thus other types of uncertainty, 
combining more balanced levels of complexity and 
dynamism. In this regard, it is worth noting that Philips 
and Nokia recently started to expand their analyses of 
macro drivers in politics and economics, as a result 
of increased linkages between their macro and micro 
environments and thus of increased complexity of 
their businesses. Finally, we hope that the joint efforts 
of scholars and practitioners can improve foresight 
practices and techniques in ways that are consistent 
with the principles of the dynamic capabilities 
framework, by backing up the concept of a planned 
learning process about the future that help managers 
sense, seize and respond to emerging opportunities and 
threats.
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8
CHAPTER 

STRATEgiC CHAngE

Alteration, movement without rest, Flowing through the six empty 
places, Rising and sinking without fixed law, It is only change that 
is at work here.
I Ching, Book of Changes, appr. 2000 BC

inTRoduCTion

I n a world of new technologies, transforming economies, shifting demographics, 
re-forming governments, fluctuating consumer preferences and dynamic competition, 

it is not a question of whether firms should change, but of where, how and in what direction 
they must change. For ‘living’ organizations, change is a given. Firms must constantly be 
aligned with their environments, either by reacting to external events, or by proactively 
shaping the businesses in which they operate.

While change is pervasive, not all change in firms is strategic in nature. Much of 
the change witnessed is actually the ongoing operational kind. To remain efficient and 
effective, firms constantly make ‘fine-tuning’ alterations, whereby existing procedures are 
upgraded, activities are improved and people are reassigned. Such operational changes 
are directed at increasing the performance of the firm within the confines of the existing 
system – within the current basic set-up used to align the firm with the environment. 
Strategic changes, on the contrary, are directed at creating a new type of alignment – a 
new fit between the basic set-up of the firm and the characteristics of the environment. 
Strategic changes have an impact on the way the firm does business (its ‘business model’) 
and on the way the organization has been configured (its ‘organizational system’).

For managers the challenge is to implement strategic changes on time, to keep the firm 
in step with the shifting opportunities and threats in the environment. Some parts of the 
firm’s business model and organizational system can be preserved, while others need to 
be transformed for the firm to stay up-to-date and competitive. This process of constantly 
enacting strategic changes to remain in harmony with external conditions is called 
‘strategic alignment’. This chapter examines the issue of the series of strategic change 
steps required in order to bring about a process of ongoing strategic alignment.

THE iSSuE of STRATEgiC AlignmEnT

There are many actions that constitute a strategic change – a reorganization, a 
diversification move, a disruptive technology, a business process redesign and a product 
portfolio reshuffle, to name a few. Each one of these changes is fascinating in itself. Yet 
here the discussion will be broader than just a single strategic change, looking instead at 
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the process of how a series of strategic changes can be used to keep the firm in sync with 
its surroundings (see Figure 8.1). How can ‘a path of strategic changes’ be followed to 
constantly align the firm and avoid a situation whereby the firm ‘drifts’ too far away from 
the demands of the environment (Johnson, 1988)?

Mis-
fit

Fit

Firm

Environment

Environment

Environment

EnvironmentFit

Firm

Firm

Fit

Firm

Strategic
Drift

Strategic
Renewal

Strategic
Renewal

Time

figuRE 8.1 Example of an ongoing strategic renewal process

To come to a deeper understanding of the issue of strategic alignment, the first step that 
must be taken is to examine what is actually being aligned during a process of strategic 
change. The areas of strategic alignment have been explored in the previous section. After 
this initial analysis of ‘what’ is being changed, a distinction will be made between the 
magnitude and the pace of change. The magnitude of change refers to the size of the 
steps being undertaken, whereby the question is whether managers should move in bold 
and dramatic strides, or in moderate and undramatic ones. The pace of change refers to 
the relative speed at which the steps are being taken, whereby the question is whether 
managers should move quickly in a short period of time, or more gradually over a longer 
time span.

Areas of strategic alignment
Firms are complex systems, consisting of many different elements, each of which can 
be changed. Therefore, to gain more insight into the various areas of potential change, 
firms need to be analytically disassembled into a number of component parts. The most 
fundamental distinction that can be made within a firm is between the business model and 
the organizational system:

 ■ Business model. The term ‘business model’ refers to the way a firm conducts its 
business (for an extensive explanation see Chapter 4). A simple definition would 
be ‘how a firm makes money’. A more formal definition of a business model is 
‘the specific configuration of resources, value-adding activities and product/service 
offerings directed at creating value for customers’. Each firm has its own specific 
system for taking certain resources as inputs (e.g. materials and know-how), adding 
value to them in some type of manner (e.g. production and branding) and then 
selling a particular package of products and/or services as output. As such, a firm’s 
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business model (or ‘value creation system’) is particular to the type of business that 
the firm is in – an airplane manufacturer conducts its business differently from an 
airline.

 ■ Organizational system. The term ‘organizational system’ refers to the way a firm 
gets its people to work together to carry out the business. A simple definition would 
be ‘how a firm is organized’. A more formal definition of the organizational system 
would be ‘how the individuals populating a firm have been configured, and relate to 
one another, with the intention of facilitating the business model’. Every firm needs to 
determine some type of organizational structure, dividing the tasks and responsibilities 
among the organizational members, thereby instituting differing functions and units. 
Firms also require numerous organizational processes to link individual members 
to each other, to ensure that their separate tasks are coordinated into an integrated 
whole. Furthermore, firms necessarily have organizational cultures and subcultures, 
as organizational members interact with one another and build up joint beliefs, values 
and norms.

In Figure 8.2 the relationship between the business model and the major components 
of the organizational system is depicted. As this figure illustrates, the business model is 
‘supported’ by the organizational system, with the organizational members ‘at its base’. 
While each firm’s business model and organizational system are essentially unique, 
their general configuration can be fairly similar to that of other firms. Where firms have 
a comparable business ‘formula’, it is said that they share the same business model. 
Likewise, where firms have a similar organizational ‘form’, they are said to subscribe to 
the same organizational system.

Both the business model and the organizational system can be further disaggregated 
into component parts and examined in more detail. With this aim in mind, the business 
model has been at the centre of attention in Chapter 4. In this chapter the organizational 
system will be further dissected. Actually, the term ‘dissection’ conjures up images of the 
organizational system as ‘corporate body’, which is a useful metaphor for distinguishing 
the various components of an organizational system (Morgan, 1986).

Following Bartlett and Ghoshal (1995), the organizational system can be divided into 
its anatomy (structure), physiology (processes) and psychology (culture). Each of these 
components, summarized in Figure 8.3, will be examined in the following subsection.
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figuRE 8.2 General view of the business model and the organizational system
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Organizational structure. Organizational structure refers to the clustering of tasks 
and people into smaller groups. All organizations need at least some division of labour in 
order to function efficiently and effectively, requiring them to structure the organization 
into smaller parts. The main question when determining the organizational structure is 
which criteria will be used to differentiate tasks and to cluster people into particular units. 
While there are numerous structuring (or decomposition) criteria, the most common ones 
are summarized in Figure 8.4. In a simple organization tasks might be divided according to 
just one criterion, but in most organizations multiple criteria are used (either sequentially 
or simultaneously).

To balance this horizontal differentiation of tasks and responsibilities, all organizations 
also have integration mechanisms intended to get the parts to function well within the 
organizational whole (Lawrence and Lorsch, 1967). While some of these integration 
mechanisms are found in the categories of organizational processes and culture, the 
most fundamental mechanism is usually built into the organizational structure – formal 
authority. In organizations, managers are appointed with the specific task of supervising 
the activities of various people or units and to report to managers higher up in the hierarchy.

Depending on the span of control of each manager (the number of people or units 
reporting to him/her), an organizational structure will consist of one or more layers of 
management. At the apex of this vertical structure is the board of directors, with the ultimate 
authority to make decisions or ratify decisions made at lower levels in the hierarchy. The 
most important questions in this context are the number of management layers needed 

Organizational Members
(Firm's Cells)

Organizational
Structure

(Firm's Anatomy)

Organizational
Processes

(Firm's Physiology)

Business Model
(Firm's Work)

Organizational
Culture

(Firm's Psychology)

figuRE 8.3 Detailed view of the components of the organizational system
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Organizational processes. Organizational processes refer to the arrangements, 
procedures and routines used to control and coordinate the various people and units within 
the organization. Some formalized processes span the entire organization, such as business 
planning and control procedures, and financial budgeting and reporting processes. Other 
control and coordination processes have a more limited scope, such as new product 
development meetings, yearly sales conferences, weekly quality circles, web-based expert 
panels and quarterly meetings with the board of directors. But not all organizational 
processes are institutionalized as ongoing integration mechanisms. Often, integration 
across units and departments is needed for a short period, making it useful to employ task 
forces, committees, working groups, project teams and even joint lunches as means for 
ensuring coordination.

Output-based

Market segment structure

Account-based structure

Business unit structure

Product group structure

Brand-based structure

Channel-based structure

Different groups of clients served
(e.g. consumer market unit, small businesses unit, Iarge businesses unit)

Different major clients served
(e.g. Johnson account unit, Smith account unit, Jones account unit)

Different product-market combinations being focused on
(e.g. retail banking unit, private banking unit, investment banking unit)

Different products being focused on
(e.g. savings & loans unit, stocks & bonds unit, foreign currencies unit)

Different brands being used
(e.g. premium brand unit, B-brand unit, private labels unit)

Different distribution channels being used
(e.g. online retailing unit, retail stores unit, franchisee support unit)

Different value-adding activities being carried out
(e.g. marketing, operations, human resource departments)

Different core technologies being used
(e.g. mechanical technology unit, electronic unit, digital unit)

Different locations of activities
(e.g. European division, Asia/Pacific division, Americas division)

Different core inputs
(e.g. oil division, gas division, renewables division)

Different supply channels being focused on
(e.g. direct purchasing unit, auction-focused unit, intermediary-based unit)

Different core suppliers being focused on
(e.g. supplier Robertson unit, supplier Peterson unit, supplier Carlson unit)

Structure based on …

Throughput-based

Functional structure

Technology-based structure

Geographic structure

Input-based

Supply-based structure

Supply channel structure

Supplier-based structure

figuRE 8.4 Organizational structuring criteria

and the amount of authority delegated to lower levels of management. It should be noted 
that the organizational charts used to represent the formal structure of an organization 
(see Figure 8.3) need not be an accurate reflection of the informal organizational structure 
as it operates in reality.
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While all of these processes are formalized to a certain degree, many more informal 
organizational processes exist, such as communicating via hallway gossip, building 
support through personal networking, influencing decision making through informal 
negotiations and solving conflicts by means of impromptu meetings.

Organizational culture. Organizational culture refers to the worldview and 
behavioural patterns shared by the members of the same organization (e.g. Schein, 1985; 
Trice and Beyer, 1993). As people within a group interact and share experiences with one 
another over an extended period of time, they construct a joint understanding of the world 
around them. This shared belief system will be emotionally charged, as it encompasses 
the values and norms of the organizational members and offers them an interpretive filter 
with which to make sense of the constant stream of uncertain and ambiguous events 
around them. As this common ideology grows stronger and becomes more engrained, it 
will channel members’ actions into more narrowly defined patterns of behaviour. As such, 
the organizational culture can strongly influence everything, from how to behave during 
meetings to what is viewed as ethical behaviour.

As part of the organizational system, culture can act as a strong integration mechanism, 
controlling and coordinating people’s behaviour, by getting them to abide by ‘the way 
we do things around here’. Having a common ‘language’, frame of reference and set of 
values also makes it easier to communicate and work together. However, an organizational 
culture is not always homogeneous – in fact, strongly divergent subcultures might arise in 
certain units, creating ‘psychological’ barriers within the organization.

The magnitude of change
Strategic change is by definition far-reaching. We speak of strategic change when 
fundamental alterations are made to the business model or the organizational system. 
Adding a lemon-flavoured Coke to the product portfolio was interesting, maybe 
important, but not a strategic change, while branching out into bottled water was – it was 
a major departure from Coca-Cola’s traditional business model. Hiring a new CEO is also 
important, but is in itself not a strategic change, while his or her consequent reorientation 
towards a new vision is.

Strategic alignment is often even more far-reaching, as a number of strategic changes 
are executed in a variety of areas to keep the firm aligned with market demands. But while 
the result of all these strategic changes is far-reaching, this says nothing about the size 
of the steps along the way. The strategic alignment process might consist of a few large 
change steps or numerous small ones. This distinction is illustrated in Figure 8.5. The total 
amount of strategic changes envisaged is measured along the y-axis. Change Path A shows 
the change path taken by a firm that has implemented all changes in two big steps, while 
Change Path B shows the change path followed by a firm taking numerous smaller steps. 
Both organizations have completed the same alignment, but via distinctly different routes.

The size of the change steps is referred to as the magnitude of change. This issue of 
change magnitude can be divided into two component parts:

 ■ Scope of change. The scope of change in a firm can vary from broad to narrow. Change 
is broad when many aspects and parts of the firm are aligned at the same time. In the 
most extreme case the changes might be comprehensive, whereby the business model 
is entirely revised, and the organizational structure, processes, culture and people are 
changed in unison. However, change can also be much more narrowly focused on a 
specific organizational aspect (e.g. new product development processes) or department 
(e.g. marketing). If many changes are narrowly targeted, the total result will be a more 
piecemeal change process.
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 ■ Amplitude of organizational changes. The amplitude of change in firms can vary 
from high to low. The amplitude of change is high when the new business model, 
organizational culture, structure, processes or people are a radical departure from 
the previous situation. The amplitude of change is low when the step proposed is a 
moderate adjustment to the previous circumstances.

Where a change is comprehensive and radical, the magnitude of the change step is 
large. In Figure 8.5 this is represented as a large jump along the y-axis. Where a change is 
narrow and moderate, the magnitude of the step is small. However, the above distinction 
also clarifies that there are two rather different types of medium-sized change steps – a 
focused radical change (narrow scope, high amplitude) and a comprehensive moderate 
change (broad scope, low amplitude). Both changes are ‘mid-sized’, yet significantly 
different to manage in practice.

The pace of change
Strategic alignment takes time. Yet there are a variety of ways by which the strategic 
alignment process can take place over time. Strategic change measures can be evenly 
spread out over an extended period, allowing the organization to follow a relatively steady 
pace of strategic alignment. However, it is also possible to cluster all changes into a few 
short irregular bursts, giving the alignment process an unsteady, stop-and-go pace.

This distinction is seen in Figure 8.5 as well. The total time period needed for achieving 
a strategic change is measured along the x-axis. Change Path A shows the change path 
taken by a firm that has had an unsteady pace of change, while Change Path B tracks 
the path taken by a firm on a more steady change trajectory. Both organizations have 
completed the same strategic alignment process by T3 and by T6, but have distributed their 
change activities differently during the period.

In Figure 8.5 it also becomes apparent that the pace of organizational changes can be 
decomposed into two related parts:

 ■ Timing of change. First, the pace of change depends on the moment at which changes 
are initiated. The timing of change can vary from intermittent to constant. Where change 
is intermittent, it is important for a firm to determine the right moment for launching a 
new initiative (for example, T1 and T4 in Change Path A). The need to ‘wait for the right 
timing’ is often a reason for spreading change activities unevenly over time. On the 
other hand, change can be constant, so that the exact moment for kicking off any new 
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figuRE 8.5 Example of two alternative change paths

65856_ch08_ptg01_399-447.indd   405 07/02/20   8:57 PM



406  SECTion iii Strategy ProceSS

set of measures is less important, as long as there is no peak at any one moment in time 
(see Change Path B).

 ■ Speed of change. The pace of change also depends on the time span within which 
changes take place. The speed of change can vary from high to low. Where a major 
change needs to be implemented within a short period of time, the speed of change must 
be high. A short burst of fast action can bring about the intended changes. In Figure 8.5, 
the speed can be seen by the slope of the arrow (in Change Path A, the speed between 
T1 and T2 is higher than between T4 and T5). On the other hand, where the change 
measures are less formidable and the time span for implementation is longer, the speed 
of change can be lower.

The variables of timing and speed of change, together with the variables of scope and 
amplitude of change, create a wide range of possible strategic alignment paths. Firms 
have many different ways of bringing about strategic change. Unavoidably, this raises the 
question of which route is best. Why should a firm choose one trajectory over another?

THE PARAdox of REvoluTion And EvoluTion

It is not the strongest of the species that survive, nor the most intelligent, but the 
one most responsive to change.
Charles Darwin (1809–1882); English naturalist

In selecting an approach to strategic change, most managers struggle with the question 
of how bold they should be. On the one hand, they usually realize that to fundamentally 
transform the organization, a break with the past is needed. To achieve strategic alignment, 
it is essential to turn away from the firm’s heritage and to start with a clean slate. On 
the other hand, they also recognize the value of continuity, building on past experiences, 
investments and loyalties. To achieve lasting strategic alignment, people in the organization 
will need time to learn, adapt and grow into a new organizational reality.

This distinction between disruptive change and gradual change has long been 
recognized in the strategic management and organizational behaviour literature (e.g. 
Greiner, 1972; Tushman and O’Reilly, 1996, Reading 8.3). Disruptive change is variably 
referred to as ‘frame-breaking’ (e.g. Baden-Fuller and Stopford, 1992; Grinyer, Mayes 
and McKiernan, 1987), ‘radical’ (e.g. Greenwood and Hinings, 1996; Stinchcombe, 
1965) and ‘revolutionary’ (e.g. Gersick, 1991; Tushman, Newman and Romanelli, 1986). 
Gradual change is variably referred to as ‘incremental’ (e.g. Johnson, 1987; Quinn, 1980) 
and ‘evolutionary’ (e.g. Nelson and Winter, 1982; Tushman and O’Reilly, 1996, Reading 
8.3). Here the labels revolutionary and evolutionary change will be used, in keeping with 
the terminology used by Greiner (1972) in his classic work.

It is widely accepted among researchers that firms need to balance revolutionary and 
evolutionary change processes. However, most authors see this as a balancing of strategic 
(revolutionary) change and operational (evolutionary) change. As strategic change is far-
reaching, it is often automatically equated with radical means, while gradual means are 
reserved for smaller-scale operational changes. Yet, in the previous section it was made 
clear that a radical result (a strategic change) can be pursued by both revolutionary and 
evolutionary means (e.g. Hayes, 1985; Krüger, 1996; Nonaka, 1988; Strebel, 1994).

While these two change processes are each other’s opposites, and they seem to be at 
least partially contradictory, both approaches are needed within firms. In practice both 
change processes have valuable, yet conflicting, qualities. The tension that this creates 
between revolution and evolution will be explored in the following sections.
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The demand for revolutionary change processes
Revolution is a process whereby an abrupt and radical change takes place within a 
short period of time. Revolutionary change processes are those that do not build on the 
status quo, but overthrow it. ‘Revolutionaries’ revolt against the existing business model 
and organizational system, and attempt to push through changes that will reinvent the 
firm. Thus revolution leads to a clear break with the past – a discontinuity in the firm’s 
development path.

Such a ‘big bang’ approach to strategic change is generally needed when organizational 
rigidity is so deeply rooted that smaller pushes do not bring the firm into movement. If the 
firm threatens to become paralyzed by these inherited rigidities in the business model and 
organizational system, the only way to get moving can be to radically break with the past. 
Typical sources of organizational rigidity include:

 ■ Psychological resistance to change. Many people resist change because of the uncertainty 
and ambiguity that unavoidably accompanies any shift in the old way of doing 
business (e.g. Argyris, 1990; Pondy, Boland and Thomas, 1988). As people become 
accustomed to fixed organizational routines and established habits, their ability to learn 
and gradually adapt invariably recedes. New business methods or job descriptions are 
not seen as a challenging opportunity to learn, but as an unwelcome interference in 
the existing system. It can be necessary to break through this psychological resistance 
to change by imposing a new business model and/or organizational system on people 
(e.g. Hammer, 1990, Reading 8.1; Powell, 1991).

 ■ Cultural resistance to change. As discussed in Chapter 2, people can easily become 
immune to signals that their cognitive maps are outdated, especially if they are 
surrounded by others with the same flawed belief system. Once an organizational 
culture develops that perpetuates a number of obsolete assumptions about the market 
or the organization, it is very difficult for organizational members to challenge and 
gradually reshape the organizational belief system. It can be necessary to break through 
this cultural resistance to change by exposing the organization to a shocking crisis or 
by imposing a new organizational system (e.g. Senge, 1990a, Reading 8.2; Tushman, 
Newman and Romanelli, 1986).

 ■ Political resistance to change. Change is hardly ever to everyone’s advantage. Each 
organizational change leads to a different constellation of winners and losers. 
Generally, the potential losers reject a strategic change, although they are likely to think 
of some seemingly objective reasons for their opposition. Even a situation in which a 
person or department thinks that it might run the risk of losing power to others can be 
enough to block a change. Since strategic changes invariably have a significant impact 
on all people within an organization, there will always be a number of open and hidden 
opponents. It can be necessary to break through this political resistance by imposing a 
new business model and reshuffling management positions (e.g. Allison, 1969; Krüger, 
1996).

 ■ Investment lock-in. Once a firm has committed a large amount of money and time to 
a certain product portfolio, activity system or technology, it will find that this fixed 
investment locks the organization in. Any gradual movement away from the past 
investment will increase the risk of not earning back the sunk cost. Therefore, it can 
be necessary to break through the lock-in by radically restructuring or disposing of the 
investment (e.g. Bower and Christensen, 1995; Ghemawat, 1991).

 ■ Competence lock-in. The better a firm becomes at something, the more a firm becomes 
focused on becoming even better still – which is also known as the virtuous circle of 
competence-building. Once a competitive advantage has been built on a particular 
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type of competence, the natural tendency of firms is to favour external opportunities 
based on these competencies. New people are hired that fit the corporate competence 
profile and R&D spending further hones the firm’s skill. But if the firm’s competence 
base threatens to become outdated due to market or technological changes, its former 
advantage could become its downfall – the firm could become caught in a vicious 
‘competence trap’, unable to gradually shift the organization to an alternative set of 
competencies, because the entire business model and organizational system have been 
aligned to the old set (e.g. Leonard-Barton, 1995; Teece, Pisano and Shuen, 1997). 
Changing the core competence of the corporation in a comprehensive and radical 
manner can be the only way to ‘migrate’ from one competence profile to another.

 ■ Systems lock-in. Firms can also become locked into an open standard (e.g. sizes in 
inches, GAAP accounting rules) or a proprietary system (e.g. Windows operating 
system, SAP enterprise resource planning software). Once the firm has implemented a 
standard or system, switching to another platform cannot be done gradually or at low 
cost. Therefore, the lock-in can usually only be overcome by a big bang transition to 
another platform (e.g. Arthur, 1996; Shapiro and Varian, 1998).

 ■ Stakeholder lock-in. Highly restrictive commitments can also be made towards the 
firm’s stakeholders. Long-term contracts with buyers and suppliers, warranties, 
commitments to governments and local communities and promises to shareholders 
can all lock firms into a certain strategic direction. To break through the stakeholders’ 
resistance to change, it can be necessary to court a crisis and aim for a radical 
restructuring of the firm’s external relationships (e.g. Freeman, 1984; Oliver, 1991).

Besides the use of revolutionary change to overcome organizational rigidity, such a 
radical approach to strategic alignment is often also necessary given the short time span 
available for a large change. The ‘window of opportunity’ for achieving a strategic change 
can be small for a number of reasons. Some of the most common triggers for revolutionary 
strategic change are:

 ■ Competitive pressure. When a firm is under intense competitive pressure and its 
market position starts to erode quickly, a rapid and dramatic response might be the 
only approach possible. Especially when the organization threatens to slip into a 
downward spiral towards insolvency, a bold turnaround can be the only option left to 
the firm.

 ■ Regulatory pressure. Firms can also be put under pressure by the government or 
regulatory agencies to push through major changes within a short period of time. Such 
externally imposed revolutions can be witnessed among public sector organizations 
(e.g. hospitals and schools) and highly regulated industries (e.g. banks and utilities), 
but in other sectors of the economy as well (e.g. antitrust break-ups, public health 
regulations).

 ■ First mover advantage. A more proactive reason for instigating revolutionary change 
is to be the first firm to introduce a new product, service or technology and to build up 
barriers to entry for late movers. Especially for know-how that is dissipation-sensitive, 
or for which the patent period is limited, it can be important to cash in quickly before 
others arrive on the market (e.g. Kessler and Chakrabarthi, 1996; Lieberman and 
Montgomery, 1988, 1998).

To some extent all managers recognize that their organizations are prone to inertia, 
and most will acknowledge that it is often vital to move quickly, either in response to 
external pressures or to cash in on a potential first mover advantage. It should therefore 
come as no surprise that most managers would like their organizations to have the ability 
to successfully pull off revolutionary strategic changes.
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The demand for evolutionary change processes
Evolution is a process whereby a constant stream of moderate changes gradually accumulates 
over a longer period of time. Each change is in itself small, but the cumulative result can be large. 
Evolutionary change processes take the current firm as a starting point, constantly modifying 
aspects through extension and adaptation. Some ‘mutations’ to the firm prove valuable and are 
retained, while other changes are discarded as dysfunctional. Thus a new business model and/
or organizational system can steadily evolve out of the old, as if the organization were shedding 
its old skin to grow a new one (e.g. Aldrich, 1999; Kagono et al., 1985).

This ‘metamorphosis’ approach to strategic change is particularly important where 
the strategic alignment hinges on widespread organizational learning. Learning is not a 
process that is easily compressed into a few short bursts of activity (as anyone who has 
studied knows). Learning is a relatively slow process, whereby know-how is accumulated 
over an extended period of time. It can take years to learn things, especially if the necessary 
knowledge is not readily available but must be acquired ‘on the job’ (e.g. Argyris, 1990; 
Senge, 1990a, Reading 8.2). This is true for both individuals and firms. When groups of 
people in a firm need to develop new routines, new competencies, new processes, as well 
as new ways of understanding the world, time is needed to experiment, reflect, discuss, test 
and internalize. Even in the circumstances where individuals or departments are merely 
asked to adjust their behaviours to new norms, the learning process is often protracted and 
difficult (e.g. Nelson and Winter, 1982; Pfeffer and Sutton, 1999).

While the evolutionary nature of learning is a positive factor stimulating gradual change, 
the organizational reality is often also that power is too dispersed for revolutionary changes 
to be imposed upon the firm. Where no one has enough sway in the organization to push 
through radical changes, a more evolutionary approach can be the only viable route forward.

To some extent all managers recognize that their firms need to continuously learn and 
adapt, while most will acknowledge that they do not have the absolute power to impose 
revolutionary changes at will. For these reasons, managers generally would like their 
organizations to have the ability to pursue evolutionary changes.

Yet, engaging in evolutionary change is the opposite of revolutionary change. On the 
one hand, being opposites might make revolution and evolution complementary. Some 
authors suggest that organizations should be ‘ambidextrous’, using both revolution and 
evolution, contingent upon internal and external conditions (e.g. Duncan, 1976; Krüger; 
1996, Tushman and O’Reilly, 1996, Reading 8.3). On the other hand, the above discussion 
makes clear that the two are, to a certain extent, mutually incompatible. Once the one 
form of change has been chosen, this will seriously limit the ability of the strategist to 
simultaneously, or even subsequently, use the other. Hence, managers are once again faced 
with a paradox, between revolution and evolution.

Avon: THE CHAnging fACE 
of diRECT SElling
When Avon was founded in 1886, it revolutionized 
the way people perceived sales by pioneering 
relationship marketing. The company recruited Avon 
Ladies (and later Avon Men) as representatives to 
personally market and sell beauty products to their 
family, friends, acquaintances, and anyone they 

could get interested in Avon’s beauty products. This 
direct selling approach created a close-knit Avon 
community of sales representatives and their clients. 
Avon typically attracted representatives who sold 
Avon part-time and made less than minimum wage 
doing it, but the company offered them the chance 
to support themselves and their families, as well as 
connect them to a network of colleagues and provide 
them with mentoring, training and support. For about 

ExHibiT 8.1 SHoRT CASE
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a hundred years, Avon was an institution. Today, in 
the West only the name seems to have lingered.

When Andrea Jung became Avon’s first female 
CEO in 1999, she entered a company deemed old-
fashioned. After a string of male suits, she was the 
breath of fresh air Avon seemed to desperately need. 
Jung literally changed the face of the company with her 
friendly demeanour, flawless make-up, trademark pearl 
necklaces and Chanel suits, but also brought about two 
periods of massive change for Avon in an effort to alter 
its out-of-date image and transform the company.

First, Jung attempted to shift Avon away from 
a brand for the people and lift it to prestige status. 
Direct selling had to make way for retail – the 
company’s old slogan, ‘Ding dong, Avon calling,’ 
got replaced by ‘The company for women.’ Jung 
opened the Avon Centre with a store, salon and spa 
in Fifth Avenue’s Trump Tower, and started creating 
Avon mall kiosks, followed by an attempt to sell the 
new beComing line in Sears and J.C. Penney. Sears 
backed out before the line’s launch and J.C. Penney 
severed business ties with Avon within two years.

Second, Jung brought Avon global and entered 
the developing world early. Though Jung’s retail 
ambitions failed, globalization and a strong focus on 
marketing led to unmatched success. Avon’s profits 
nearly tripled from 1999 to June 2004, from US$287 
million to US$846 million. About 70 per cent of 
Avon’s sales came from outside of the United States.

Avon’s tour de force did not last. By 2005, profits 
fell flat. Competitors had also found their way into 
developing markets and Avon hardly followed a strategy 
to stay ahead. Every two weeks, Avon published a 
brochure of over 150 pages in the US, which allowed 
for enormous flexibility to change the company’s 
line-up. However, whatever strategy Avon decided on, 
it could and would easily sway from. The long-term 
vision Avon once had, was put on the back burner for 
short-term problem fixing. A former communications 
manager put it like this: “At Avon, when something 
doesn’t go right, just put some concealer on it.”

Jung’s restructuring in 2005 and 2009 also failed 
to bring about desirable results. During the first 
restructuring, Jung spent half a billion dollars to 
reduce its 15 management layers down to eight, letting 
go of 30 per cent of Avon’s managers in the process. 
The second restructuring created a revolving door 
– new and old employees had little clue who was in 
charge and what strategy to follow. Despite bringing 
in many new faces, Jung could not change the old 
corporate culture into one with a forward-thinking 

mindset – rather than global integration and a mix of 
retail and digital, many among the company stuck to 
independent country fiefdoms and direct selling.

When Jung resigned in 2012, her successor Sheri 
McCoy inherited a company in turmoil. Avon had 
pushed into new markets like Russia, Brazil and 
China, but Avon’s net income declined each year 
since 2008. She had two major tasks to return Avon 
to a healthy, profitable state: stabilizing Avon’s 
disastrous internal operations and successfully 
tackling the growing e-commerce market. She only 
barely managed the first. McCoy slowly changed 
the company’s structure with yet more restructuring 
and pushed ahead by introducing long-term growth 
objectives, though she failed to meet the majority of 
them. Avon only launched a proper e-commerce site 
in 2014, but hotter brands like Sephora had beaten 
it to the chase. The high-end market got captured 
by Ulta Beauty, while digital start-ups such as the 
monthly subscription boxes by Birchbox captured 
the hearts of younger customers. From the time that 
McCoy took over in 2012 until her resignation in 
2018, the company’s shares fell by 85 per cent. They 
ended up trading around an 18-year low.

Now it is up to Jan Zijderveld, who took over 
as Avon’s new CEO, to make the changes Jung 
and McCoy could not. He considers Avon’s brand 
recognition, extensive global reach and market 
positions in beauty and direct selling to be company 
assets. However, Avon’s 130-year-old business 
model has hardly been adapted to the modern age 
and is difficult to turn profitable as is. What will 
a digital face-lift do to Avon and what would the 
company look like? Does Avon need to find ways 
to adapt its existing workforce to the digital world, 
utilizing their existing social networks? Or does it 
need to hire a new more digital savvy workforce? 
And how can Avon successfully utilize digital 
means, like social media, to sell its products?

Neither Jung’s penchant for abrupt change, 
nor McCoy’s move towards a state of stability 
appear particularly appealing. Whatever kind of 
change Zijderveld opts to pursue, he has to ensure 
Avon moves beyond selling beauty- and vivacity-
promising products and blossoms into a company 
that embodies vitality itself.

Co-author: Wester Wagenaar

Sources: www.avon.com; Bloomberg, 18 July 2018; CNN Money, 
11 April 2012; Cosmetic Business, 14 August 2017; Diginomica, 
15 February 2018; Forbes, 16 May 2014; Fortune, 3 August 
2017; Investing, 3 August 2017.
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PERSPECTivES on STRATEgiC CHAngE

Although the demand for both revolutionary and evolutionary change is clear, this 
does place managers in the difficult position of having to determine how both must be 
combined and balanced in a process of ongoing strategic alignment. Revolutionary change 
is necessary to create discontinuity in the alignment process – radical and swift breaks with 
the past. Evolutionary change is necessary to ensure continuity in the alignment process 
– moderate and gradual metamorphosis from one state into another. In finding a balance 
between these two demands, the question is which of the two must play a leading role and 
what type of change path this leads to. Does successful strategic alignment hinge on a few 
infrequent big bangs, with some minor evolutionary changes in the intervening time span, 
or is successful strategic alignment essentially a gradual process of mutation and selection, 
where revolutionary changes are used only in case of emergency?

Yet, as in previous chapters, we see that the strategic management literature comes up 
with a wide variety of answers to this question. Both among business practitioners and 
strategy researchers, views differ sharply about the best way of dealing with the paradox 
of revolution and evolution. To gain insight into the major points of disagreement between 
people on the issue of strategic alignment, we will again outline the two diametrically 
opposed perspectives here.

At one end of the virtual continuum of views are the strategists who argue that real 
strategic alignment can only be achieved by radical means. Revolutionary change, 
although difficult to achieve, is at the heart of alignment, while evolutionary changes can 
only figure in a supporting role. This point of view will be referred to as the ‘discontinuous 
alignment perspective’. At the other end of the spectrum are the strategists who argue 
that real strategic alignment is not brought about by an ‘axe’, but must grow out of the 
existing firm, in a constant stream of small adjustments. Evolutionary change, although 
difficult to sustain, is at the heart of alignment, while revolutionary changes are a fall-
back alternative, if all else fails. This point of view will be referred to as the ‘continuous 
alignment perspective’.

The discontinuous alignment perspective
According to advocates of the discontinuous alignment perspective, it is a 
common misconception that firms develop gradually. It is often assumed that 
organizations move fluidly from one state to the next, encountering minimal 
friction. In reality, however, strategic change is arduous and encounters 

significant resistance. Pressure must be exerted, and tension must mount, before a major 
shift can be accomplished. Movement, therefore, is not steady and constant, as a current 
in the sea, but abrupt and dramatic, as in an earthquake, where resistance gives way and 
tension is released in a short shock. In general, the more significant a change is, the more 
intense the shock will be.

Proponents of this perspective argue that people and organizations exhibit a natural 
reluctance to change. Humans have a strong preference for stability. Once general policy 
has been determined, most firms are inclined to settle into a fixed way of working. The 
organizational structure will solidify, formal processes will be installed, standard operating 
procedures will be defined, key competence areas will be identified, a distribution of 
power will emerge and a corporate culture will become established. The stability of an 
organization will be especially high if all of these elements form a consistent and cohesive 
configuration (e.g. Mintzberg, 1991; Waterman, Peters and Philips, 1980). Moreover, if a 
firm experiences a period of success, this usually strongly reinforces the existing way of 
working (e.g. Markides, 1998; Miller, 1990).
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It must be emphasized that stability is not inherently harmful, as it allows people 
to ‘get to work’. A level of stability is required to function efficiently (e.g. March and 
Simon, 1958; Thompson, 1967). Constant change would only create an organizational 
mess. There would be prolonged confusion about tasks and authority, poorly structured 
internal communication and coordination, and a lack of clear standards and routines. 
The instability brought on by such continuously changing processes and structures 
would lead to widespread insecurity, political manoeuvring and inter-departmental 
conflicts.

Advocates of the discontinuous alignment perspective, therefore, argue that long 
periods of relative stability are necessary for the proper functioning of firms. However, 
the downside of stability is rigidity – the unwillingness and/or inability to change, even 
when it is urgently required. To overcome rigidity and get the firm in motion, a series 
of small nudges will by no means be sufficient. Instead, a big shove will be needed. 
For strategic changes to really happen, measures must be radical and comprehensive. 
A coordinated assault is usually required to decisively break through organizational 
defences and ‘shock therapy’ is needed to fundamentally change people’s cognitive 
maps. Solving lock-in problems generally also demands a quick, firm-wide switchover 
to a new system. For instance, business process reengineering must involve all aspects 
of the value chain at once (e.g. Hammer, 1990, Reading 8.1; Hammer and Champy, 
1993). However, proponents of the discontinuous alignment perspective emphasize that 
the period of turmoil must not take too long. People cannot be indefinitely confronted 
with high levels of uncertainty and ambiguity, and a new equilibrium is vital for a new 
period of efficient operations.

Some proponents of the discontinuous change perspective argue that episodes of 
revolutionary change are generally not chosen freely, but are triggered by crises. A 
major environmental jolt can be the reason for a sudden crisis (e.g. Meyer, 1982; 
Meyer, Brooks and Goes, 1990) – for example, the introduction of a new technology, 
a major economic recession, new government regulations, a novel market entrant or a 
dramatic event in international political affairs. However, misalignment between the 
firm and its environment often grows over a longer period of time, causing a mounting 
sense of impending crisis (e.g. Johnson, 1988; Strebel, 1992). As tension increases, 
people in the firm become more receptive to submitting to the painful changes that are 
necessary. This increased willingness to change under crisis circumstances coincides 
with the physical law that ‘under pressure things become fluid’. As long as the pressure 
persists, revolutionary change is possible, but as soon as the pressure lets up the firm 
will resolidify in a new form, inhibiting any further major changes (e.g. Lewin, 1947; 
Miller and Friesen, 1984). For this reason, managers often feel impelled to heighten 
and prolong the sense of crisis, to keep organization members receptive to the changes 
being pushed through. Where a crisis is lacking, some managers will induce one, to 
create the sense of urgency and determination needed to get people into the change 
mindset.

It can be concluded that strategic changes, whether proactive or reactive, require 
an abrupt break with the status quo. Change management demands strong leadership 
to rapidly push through stressful, discomforting and risky shifts in the business 
and organizational system. Battling the sources of rigidity and turning crisis into 
opportunity are the key qualities needed by managers implementing strategic change. 
Ultimately, strategizing managers should know when to change and when it is wiser 
to seek stability – they should know when to trigger an ‘earthquake’ and when to 
avoid one.
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goldmAn SACHS: bAnking 
on digiTAlizATion
“There are two kinds of incumbent banks: there 
are banks that are screwed, and there are banks that 
don’t know they’re screwed.” Adam Dell, Head of 
Product for Goldman Sach’s retail unit Marcus, is 
not the only one fully aware the traditional bank 
faces an existential threat from digital disruptors. 
Banks around the world are scrambling to adapt 
themselves to a rapidly changing banking landscape. 
However, most transformation efforts by incumbent 
financial institutions are little more than digital 
veneer covering antiquated foundations. Goldman 
Sachs understands what is required to become a 
digital competitor and acts upon it.

Thinking of disruptions in the financial services 
sector, not the traditional bank but the word 
‘fintech’ springs to mind. As credit vanished 
and long-standing banking institutions toppled 
during the 2008 financial crisis, confidence in 
the banking system crumbled. The traditional 
system had failed consumers. Banks subsequently 
stopped lending, which led consumers to search 
for alternative sources of credit. At the same time, 
cloud computing technology made it easier than 
ever to launch a fintech company. It did not take 
long for fintech newcomers to sprawl up virtually 
anywhere.

Most traditional banking institutions have shown 
reluctance to change their traditional mode of 
operations. They tend to opt for acquiring fintech 
companies or partnering with them – investing 
in digital banking, accelerators, alliances and 
incubators are the preferred options to try and cope 
with the changing sector. Banks often have little 
appetite to recreate their foundation from scratch 
or develop an entirely new organization to replace 
itself.

However, Goldman Sachs chose the fintech 
approach. In 2016, it launched Marcus, a platform 
built  from scratch with less than a year of 
development. Unburdened by legacy back-office 
systems or expensive real estate, this branchless 
consumer bank integrates acquisitions of existing 
organizations and is able to quickly launch new 

innovations, all while offering favourable interest 
rates.

Less than eight months after launching in the 
United Kingdom, Marcus had attracted 250,000 
customers who together deposited over US$8 
billion. As of mid-2019, Marcus has over 4 million 
customers worldwide, US$48 billion in deposits and 
US$5 billion in personal loans. Goldman Sachs is 
partnering with Apple to create a new credit card 
for the Marcus platform. Three core ingredients 
marked Marcus’ success – a competitive product 
proposition, ease of use, and the backing of a famous 
parent.

Goldman Sachs also revolutionizes the way it 
operates internally through digital means. Machine 
learning and artificial intelligence are utilized 
to improve workplace efficiency by taking over 
repetition-heavy tasks, freeing up bankers’ time 
to work on more meaningful, value creating tasks. 
AI is also used to enhance Goldman Sach’s service 
offering. For example, an application called Zephyr 
allows bankers to run real-time customized analyses 
of debt structures at a client meeting, while clients 
can use the StrategyStudio application to create 
and analyze custom investment strategies using 
Goldman Sachs data.

As for the future of banking, thus far, most banks 
prefer to invest in third-party blockchain companies 
instead of taking the initiative themselves. No 
traditional bank has gone all-in on blockchain 
technology, opting for a wait and see approach 
instead. Goldman Sachs is set to blaze the trail and 
change this behaviour. Goldman Sachs’ CEO David 
Solomon calls blockchain the wave of the future 
and the company has already vicariously launched 
the cryptocurrency USD Coin through its payment 
start-up Circle. Maybe the textbook example of a 
future bank will not be a fintech company, but an 
investment bank and financial services company 
from New York.

Co-author: Wester Wagenaar

Sources: Bloomberg, 21 June 2019; Business Insider, 10 May 
2019; The Financial Brand, 24 June 2019; Forbes, 13 February 
2019; Futurism, 16 May 2018; HBS Digital Initiative, 26 April 
2018; The Street, 28 June 2019.

ExHibiT 8.2 THE diSConTinuouS AlignmEnT PERSPECTivE 
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The continuous alignment perspective
According to proponents of the continuous alignment perspective, if firms shift 
by ‘earthquake’ it is usually their own ‘fault’. The problem with revolution 
is that it commonly leads to the need for further revolution at a later time – 
discontinuous change creates its own boom-and-bust cycle. Revolutionary 

change is generally followed by a strong organizational yearning for stability. The massive, 
firm-wide efforts to implement agonizing changes can often be sustained for only a short 
period of time, after which change momentum collapses. Any positive inclination towards 
change among employees will have totally disappeared by the time the reorganizations are 
over. Consequently, the firm lapses back into a stable state in which only minor changes 
occur. This stable situation is maintained until the next round of shock therapy becomes 
necessary, to jolt the organization out of its ossified state.

To supporters of the continuous alignment perspective, the boom-and-bust approach 
to strategic change is like running a marathon by sprinting and then standing still 
to catch one’s breath. Yet, marathons are not won by good sprinters, but by runners 
with endurance and persistence, who can keep a steady pace – runners who are 
more inspired by the tortoise than by the hare. The same is true for companies in 
the marathon of competition. Some companies behave like the hare in Aesop’s fable, 
showing off their ability to take great leaps, but burdened by a short span of attention. 
Other companies behave more like the tortoise, moving gradually and undramatically, 
but unrelentingly and without interruption, focusing on the long-term goal. In the 
short run, the hares might dash ahead, suggesting that making big leaps forward is  
the best way to compete. But in the long run, the most formidable contenders will be 
the diligent tortoises, whose ability to maintain a constant speed will help them to  
win the race.

Therefore, the ‘big ideas’ and ‘quantum leaps’ that so mesmerize proponents of the 
discontinuous alignment perspective are viewed with suspicion by supporters of continuous 
alignment. Revolution not only causes unnecessary disruption and dysfunctional crises, 
but also is usually the substitute for diligence. If organizations do not have the stamina 
to continuously improve themselves, quick fix radical change can be used as a short-term 
remedy. Where firms do not exhibit the drive to permanently upgrade their capabilities, 
revolutionary alignment can be used as the short cut to improved competitiveness. In 
other words, the lure of revolutionary change is that of short-term results. By abruptly and 
dramatically making major changes, managers hope to rapidly book tangible progress – 
and instantly win recognition and promotion.

To advocates of the continuous alignment perspective, a preference for revolution 
usually reflects an unhealthy obsession with the short term. Continuous alignment, on 
the other hand, is more long term in orientation. Development is gradual, piecemeal and 
undramatic, but as it is constantly maintained over a longer period of time, the aggregate 
level of change can still be significant.

Everyone in the firm must be motivated to continuously learn. People within the 
organization must constantly update their knowledge base, which not only means acquiring 
new information, but challenging accepted company wisdom as well. Learning goes hand 
in hand with unlearning – changing the cognitive maps shared within the organization. In 
this respect, it is argued that an atmosphere of crisis actually inhibits continuous alignment. 
In a situation of crisis, it is not a matter of ‘under pressure things become fluid’, but ‘in the 
cold everything freezes’. Crisis circumstances might lower people’s resistance to imposed 
change, but it also blunts their motivation for experimenting and learning, as they brace 
themselves for the imminent shock. Crisis encourages people to seek security and to focus 
on the short term, instead of opening up and working towards long-term development 
(e.g. Bate, 1994; Senge, 1990a, Reading 8.2).

65856_ch08_ptg01_399-447.indd   414 07/02/20   8:57 PM



CHAPTER 8 Strategic change  415

Everyone in the firm must not only continuously learn but also be motivated to 
continuously adapt. Constant adjustment to external change and fluid internal realignment 
should be pursued. To this end, the organization must actively avoid inertia, by combatting 
the forces of ossification. Managers should strive to create flexible structures and 
processes (e.g. Bartlett and Ghoshal, 1995; Eisenhardt and Brown, 1997), to encourage an 
open and tolerant corporate culture, and to provide sufficient job and career security for 
employees to accept other forms of ambiguity and uncertainty (e.g. Kagono et al., 1985; 
Nonaka, 1988).

In an evolutionary firm basically everyone in the organization is involved. Revolutionary 
change can be initiated by top management, possibly assisted and urged on by a few 
external consultants, and carried by a handful of change agents or champions (e.g. Day, 
1994; Maidique, 1980). Evolutionary change, on the other hand, requires a firm-wide 
effort. Leaders cannot learn on behalf of their organizations, neither can they orchestrate 
all of the small adaptations needed for continuous alignment. Managers must realize 
that evolution can be led from the top, but not be imposed from the top. For strategizing 
managers to realize change, hands-on guidance of organizational developments is more 
important than commanding organizational actions.

SToRA EnSo: CEnTuRiES of 
CHAngE
Stora Enso knows how to adapt like no other. The 
company not only coped with social and political 
changes throughout the ages, but has also changed 
its business when needed. Swedish mining company 
Stora Kopparberg – Swedish for Big Copper 
Mountain – started operations in the thirteenth 
century, its first share dating from 1288. This 
effectively makes the firm the oldest limited liability 
company or the oldest existing corporation in the 
world.

Stora rose to prominence in the 17th century. 
During this time, the company’s mine in Falun 
produced around two-thirds of the world’s copper 
production. When copper mining gradually lost 
its importance over the next century, the company 
decided to purchase an iron ore mine. Its foresight 
proved successful, as it did not take long before iron 
ore proved more profitable than copper. Another 
century passed, but towards the end of the 19th 
century, Stora decided to switch its business once 
again. The company kept operating in the primary 
sector of the economy, but divested its mining and 
steel mill businesses and entered paper and pulp 
production instead. In home country Sweden, 
where forests are plentiful and the country is thinly 
populated, Stora quickly accumulated a big chunk 

of territory of its own and a turnover to match. In 
1997 the company owned 1.6 million hectares 
of forest in Sweden and 0.7 million hectares in 
Portugal, Canada and Brazil. The next year the 
company merged with Finish forest giant Enso Oyj 
to form Stora Enso.

It did not take long before the company had to 
shed its skin again. In an era in which consumers 
increasingly move from paper to digital media, 
the demand for paper continues to decline. Stora 
Enso thus had to scale down its global workforce 
by about 10 per cent in 2013, most notably in the 
Nordic region, and restructured by putting the paper 
and wood products business into a single division. 
As a response to the declining demand in Western 
markets, Stora Enso now invests heavily in pulp 
and packaging production outside of Europe. The 
company is part of a pulp mill joint venture in 
Uruguay and owns two packaging factories and a 
carton board mill in China.

Stora Enso is well aware this is no viable 
long-term solution; it honours its history by 
divesting and exploring once again. Increasing 
awareness among consumers for the environment 
a n d  r e n ewa b l e  s o l u t i o n s  c r e a t e  g r ow t h 
opportunities, and Stora Enso aims to ride that 
wave. It reinvigorated its packaging by making 
it increasingly renewable and is developing 
alternatives for cardboard and pulp. To replace 

ExHibiT 8.3 ConTinuouS AlignmEnT PERSPECTivE 
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mAnAging THE PARAdox of REvoluTion And 
EvoluTion

Slow and steady wins the race.
The Hare and the Tortoise, Aesop (c. 620–560 BC); Greek writer

So, how should managers align their organizations? Should managers strive to align 
abruptly, by emphasizing radical, comprehensive and dramatic changes? Or should they 
try to align in a more continuous fashion by learning and adaptation? How can strategists 
best manage the paradox of revolution and evolution (see Table 8.1)?

No consensus has yet been developed within the field of strategic management on how 
to balance revolution and evolution. In the end, strategic managers have to make up their 
mind, taking into consideration their specific situation. Fortunately, some researchers 
have brought forward their views on how to manage the paradox of revolution and 
evolution. The starting point is the set of arguments put forward in the taxonomy in the 
first chapter.

traditional plastic RFID tags – radio-frequency 
identification used for intelligent packaging 
supply chain functionalities like tracing and 
tamper-proofing – the company also launched 
sustainable 100 per cent fibre-based RFID labels. 
Stora Enso now rightfully presents itself as “the 
renewable materials company”.

To keep Stora Enso relevant, the company is also 
shifting into biochemistry, biomaterials and green 

construction products. All of these measures are to 
prevent Stora Enso from getting beaten to a pulp by 
a changing environment and to ensure the centuries-
old company will instead continue to last well into 
the future.

Co-author: Wester Wagenaar

Sources: www.storaenso.com; The Economist, 16 December 
2004; Financial Times, 10 November 2015; The Guardian, 21 
April 2015; The Wall Street Journal, 18 June 2013. 

TAblE 8.1 Discontinuous alignment versus continuous alignment perspective

Discontinuous alignment 
perspective

Continuous alignment 
perspective

Emphasis on 
Strategic alignment as 
Magnitude of change

Revolution over evolution 
Disruptive turnaround 
Radical, comprehensive and 
dramatic

Evolution over revolution 
Uninterrupted improvement 
Moderate, piecemeal and 
undramatic

Pace of change 
Lasting alignment requires 
Reaction to external jolts 
View of organizational crises 
Long-term alignment dynamics 
Long-term alignment pattern

Abrupt, unsteady and intermittent 
Sudden break with status quo 
Shock therapy  
Under pressure things become fluid 
Stable and unstable states alternate 
Punctuated equilibrium

Gradual, steady and constant 
Permanent learning and flexibility 
Continuous adjustment 
In the cold everything freezes 
Persistent transient state  
Gradual development
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Navigating
Strategizing managers have to deal with technological developments, political changes, 
economic crises and competitive moves, to mention just a few, that differ in their pace and 
magnitude. Over the long term, the pattern of environmental change is episodic. Periods 
of relative stability are interrupted by short and dramatic periods of instability, a pattern 
of development that has been recognized in a variety of other sciences as well (Gersick, 
1991). Following the natural historians Eldredge and Gould, this pattern is often called 
‘punctuated equilibrium’ – stability punctuated by episodes in which many changes take 
place simultaneously (Tushman and O’Reilly, 1996, Reading 8.3).

When the environment is in flux, organizations must align. Therefore strategizing managers 
must possess a variety of options in dealing with environmental change. In periods of relative 
stability, gradual change is the appropriate alignment pattern, while during discontinuous 
change more drastic measures are needed (Greiner, 1972). Although the strategic alignment 
process does not precisely mirror environmental developments, it somehow relates to the pace 
and magnitude of change. Often with a delay and sometimes overly reacting, strategists aim at 
catching up with the long-term development of the environment.

Management scholars have been looking into this long-term alignment process 
(Anderson and Tushman, 1990; Tushman, Newman and Romanelli, 1986; Tushman and 
O’Reilly, 1996). They argue that to be successful during periods of relative stability, the 
emphasis should be on evolutionary adaptation to the always changing demands in the 
market. But during discontinuous changes, firms also need to be able to be revolutionary, 
adapting to whatever external change comes their way. In other words, comparable with 
a captain of a ship strategists need to navigate the company during sunny weather and 
occasionally through stormy waters, with one hand on the wheel and one on the throttle.

STRATEgiC CHAngE in inTERnATionAl 
PERSPECTivE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

Wisdom lies neither in fixity nor in change, but in the dialectic between the two.
Octavio Paz (1914–1998); Mexican poet and essayist

Authors from different countries, as well as from similar ones, exhibit divergent perspectives 
on how to deal with the paradox of revolution and evolution. Why do firms in different 
countries prefer such significantly different approaches to strategic change? Which factors 
determine the existence of national strategic change styles? Answers to these questions 
might assist in defining the most appropriate context for revolutionary change, as opposed 
to circumstances in which evolutionary change would be more fitting. Understanding 
international dissimilarities and their roots would clarify whether firms in different countries 
can borrow practices from one another or are limited by their national context.

As a stimulus to the international dimension in this debate, an overview will be given of 
the country characteristics mentioned in the literature as the major influencers on how the 
paradox of revolution and evolution is dealt with in different national settings. It should be 
noted, however, that cross-cultural research on this topic has not been extensive. Therefore, 
the propositions brought forward here should be viewed as tentative explanations, intended 
to encourage further discussion and research.
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Prevalence of mechanistic organizations
In Chapter 7, the international differences in organizing work were briefly discussed.  
It was argued that in some countries the machine bureaucracy is a particularly dominant 
form of organization, while in other countries organizations can be characterized as 
more organic. The machine bureaucracy that is more predominant in English-speaking 
countries and France, is characterized by clear hierarchical authority relationships, strict 
differentiation of tasks, and highly formalized communication, reporting, budgeting, 
planning and decision-making processes. In such organizations, there is a relatively clear 
line separating the officers (management) from the troops, and internal relationships are 
depersonalized and calculative. In more organic forms of organization, management and 
production activities are not strictly separated, leading to less emphasis on top-down 
decision making, and more on bottom-up initiatives. Job descriptions are less strictly 
defined and control systems are less sophisticated. Integration within the organization 
is not achieved by these formal systems, but by extensive informal communication and 
consultation, both horizontally and vertically, and by a strong common set of beliefs and 
a shared corporate vision. Internal relationships are based on trust, cooperation and a 
sense of community, leading Ouchi (1981) to call such organizations ‘clans’. This type of 
organization is more prevalent in Japan, and to a lesser extent in, for example, Germany, 
the Netherlands and the Nordic countries.

Various researchers have suggested that machine bureaucracies exhibit a high level 
of inertia (e.g. Kanter, 1989; Mintzberg, 1994). Once formal systems have been created, 
they become difficult to change. As soon as particular tasks are specified and assigned 
to a person or group, it becomes their turf, while all else is ‘not their business’. Once 
created, hierarchical positions, giving status and power, are not easily abolished. The 
consequence, it is argued, is that machine bureaucracies are inherently more resistant to 
change than clan-like organizations (Kagono et al., 1985). Therefore, revolution is usually 
the potent mode of change needed to make any significant alterations. It can be expected 
that in countries where organizations are more strongly mechanistic, the preference for the 
discontinuous alignment perspective will be more pronounced.

Clan-like organizations, on the other hand, are characterized by a strong capacity 
for self-organization – the ability to exhibit organized behaviour without a boss being 
in control (Nonaka, 1988; Stacey, 1993, Reading 11.2). They are better at fluidly and 
spontaneously reorganizing around new issues because of a lack of rigid structure, the 
close links between management and production tasks, the high level of group-oriented 
information-sharing and consensual decision making, and the strong commitment of 
individuals to the organization, and vice versa. In countries where organizations are more 
organic in this way, a stronger preference for continuous alignment can be expected. This 
issue will be discussed at greater length in Chapter 11.

Position of employees
This second factor is linked to the first. A mechanistic organization, it could be said, is a 
system into which groups of people have been brought, while an organic organization is 
a group of people into which some system has been brought. In a machine bureaucracy, 
people are human resources for the organization, while in a clan, people are the 
organization. These two conceptions of organization represent radically different views on 
the position and roles of employees within organizations.

In mechanistic organizations, employees are seen as valuable, yet expendable 
resources utilized by the organization. Salaries are determined by prices on the labour 
market and the value added by the individual employee. In the contractual relationship 
between employer and employee, it is a shrewd bargaining tactic for employers to 
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minimize their dependence on employees. Organizational learning should, therefore, 
be captured in formalized systems and procedures, to avoid the irreplaceability of their 
people. Employees, on the other hand, will strive to make themselves indispensable for 
the organization, for instance by not sharing their learning. Furthermore, calculating 
employees will not tie themselves too strongly to the organization, but will keep their 
options open to job-hop to a better-paying employer. None of these factors contributes to 
the long-term commitment and receptiveness for ambiguity and uncertainty needed for 
continuous alignment.

In clan-like organizations the tolerance for ambiguity and uncertainty is higher, because 
employees’ positions within the organization are more secure. Information is more readily 
shared, as it does not need to be used as a bargaining chip and acceptance within the group 
demands being a team player. Employers can invest in people instead of systems, since 
employees are committed and loyal to the organization. These better-trained people can 
consequently be given more decision-making power and more responsibility to organize 
their own work to fit with changing circumstances. Therefore, clan-like organizations, 
with their emphasis on employees as permanent co-producers, instead of temporary 
contractors, are more conducive to evolutionary change.

A number of factors have been brought forward to explain these international 
differences in the structuring of work and the position of employees. Some authors 
emphasize cultural aspects, particularly the level of individualism. It is argued that the 
mechanistic-organic distinction largely coincides with the individualism-collectivism 
division (e.g. Ouchi, 1981; Pascale and Athos, 1981). In this view, machine bureaucracies 
are the logical response to calculative individuals, while clans are more predominant in 
group-oriented cultures. Other authors point to international differences in labour markets 
(e.g. Calori, Valla and De Woot, 1994; Kagono et al., 1985). High mobility of personnel 
is thought to coincide with the existence of mechanistic organizations, while low mobility 
(e.g. life time employment) fits with organic forms. Yet others suggest that the abundance 
of skilled workers is important. Machine bureaucracies are suited to deal with narrowly 
trained individuals, requiring extensive supervision. Clan-like organizations, however, 
need skilled, self-managing workers, who can handle a wide variety of tasks with relative 
autonomy. Kogut (1993, p. 11) reports that the level of workers within a country with 
these qualifications “has been found to rest significantly upon the quality of education, the 
existence of programmes of apprenticeship and worker qualifications, and the elimination 
of occupational distinctions”.

Role of top management
Various researchers have observed important international differences in leadership styles 
and the role of top management. In some countries, top management is considered the 
‘central processing unit’ of the company, making the key decisions and commanding  
the behaviour of the rest of the organizational machine. Visible top-down leadership is 
the norm, and therefore, strategic change is viewed as a top management responsibility  
(e.g. Hambrick and Mason, 1984; Hitt et al., 1997). Strategic changes are formulated by 
top managers and then implemented at lower levels. Top managers are given significant 
power and discretion to develop bold new initiatives and to overcome organizational 
resistance to change. If organizational advances are judged to be insufficient or if an 
organization ends up in a crisis situation, a change of top management is often considered 
to be a necessary measure to transform or turn around the company (e.g. Boeker, 1992; 
Fredrickson, Hambrick and Baumrin, 1988). In nations where people exhibit a strong 
preference for this commander type of leadership, an inclination towards the discontinuous 
alignment perspective can be expected.
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In other countries, top managers are viewed as the captains of the team and leadership is 
less direct and less visible (e.g. Hofstede, 1993, Reading 1.3; Kagono et al., 1985). The role 
of top managers is to facilitate change among the members of the group. Change comes from 
within the body of the organization, instead of being imposed upon it by top management. 
Therefore, change under this type of leadership will usually be more evolutionary than 
revolutionary. In nations where people exhibit a strong preference for this servant type of 
leadership, an inclination towards the continuous alignment perspective is more likely.

Time orientation
Earlier in the text, a distinction was made between cultures that are more oriented towards 
the past, the present and the future. Obviously, it can be expected that cultural inclination 
to either past or present will perceive change to be much less favourable than future-
oriented cultures. Among these future-minded cultures, a further division can be made 
between those with a long-term and a short-term orientation.

Various researchers have argued that short-term oriented cultures exhibit a much 
stronger preference for fast, radical change than cultures with a longer time horizon. 
In short-term oriented cultures, such as most English-speaking countries, there are 
significant pressures for rapid results, which predispose managers towards revolutionary 
change. Especially sensitivity to stock prices is often cited as a major factor encouraging 
firms to focus on short spurts of massive change and pay much less attention to efforts and 
investments with undramatic long-term benefits. Other contributing factors include short-
term oriented bonus systems, stock option plans and frequent job-hopping (e.g. Calori, 
Valla and De Woot, 1994; Kagono et al., 1985).

In long-term oriented cultures, such as Japan, China and South Korea, there is far less 
pressure to achieve short-term results. There is broad awareness that firms are running a 
competitive marathon and that a high, yet steady, pace of motion is needed. Generally, more 
emphasis is placed on facilitating long-term change processes, instead of intermittently 
shifting between one short-term change and another. Frequently mentioned factors 
contributing to this long-term orientation include long-term employment relationships, the 
lack of short-term bonus systems and, most importantly, the accent on growth as opposed 
to profit, as the firm’s prime objective (e.g. Abegglen and Stalk, 1985; Hitt et al., 1997). 
This topic is discussed at length in Chapter 3.

inTRoduCTion To THE REAdingS

No great thing is created suddenly, any more than a bunch of grapes or a fig. 
If you tell me that you desire a fig, I answer that there must be time. Let it first 
blossom, then bear fruit, then ripen.
Epictetus (c. 60–120); Roman philosopher

As an input to the process of assessing the variety of perspectives on this issue, three 
readings have been selected that can each help readers to make up their own minds. Again, 
the first two readings will be representative of the two poles in this debate, while the third 
reading will highlight arguments to find a balance between the opposing demands.

As the opening reading, Michael Hammer’s ‘Reengineering Work: Don’t automate, 
obliterate’ has been selected to represent the discontinuous alignment perspective.  
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This paper was published in Harvard Business Review in 1990 and was followed in 1993 
by the highly influential book Reengineering the Corporation: A Manifesto for Business 
Revolution, that Hammer co-authored with James Champy. In this article, Hammer 
explains the concept of reengineering in much the same way as in his best-selling book. 
“At the heart of reengineering”, he writes, “is the notion of discontinuous thinking – of 
recognizing and breaking away from the outdated rules and fundamental assumptions 
that underlie operations”. In his view, radically redesigning business processes “cannot be 
planned meticulously and accomplished in small and cautious steps. It’s an all-or-nothing 
proposition with an uncertain result”. He exhorts managers to “think big”, by setting high 
goals, taking bold steps and daring to accept a high risk. In short, he preaches business 
revolution, and the tone of his article is truly that of a manifesto – impassioned, fervent, 
with here and there “a touch of fanaticism”.

The second reading, ‘Building Learning Organizations’ by Peter Senge has been 
selected to represent the continuous alignment perspective. This reading summarizes 
many of the major points of Senge’s (1990b) acclaimed book The Fifth Discipline: 
The Art and Practice of the Learning Organization. In his view, leaders must facilitate 
organizational learning – leaders “are responsible for building organizations where people 
are continually expanding their capabilities to shape their future”. Creating organizations 
that want to adapt, learn and evolve means avoiding the traditional sources of inertia. 
Senge believes that one of the keys to continuous learning is motivation. He suggests 
that the drive to learn can best be stimulated by establishing a creative tension between 
the current reality and a compelling vision of the future. But, Senge points out, creating 
a shared vision and designing the organization in a way that enables learning, instead of 
impeding it, are clearly leadership tasks. In his opinion, leaders are needed to perform 
these important formative tasks, as well as to act as organizational teachers. A teacher is 
not someone with all the right answers, but a leader who can ask challenging questions 
and can shake up existing cognitive maps. Together, these ‘new tasks’ of leaders give 
them plenty of scope to influence the future direction of the firm, while at the same time 
leaving enough room for organizational members to also contribute to the organization’s 
continuous alignment process.

The articles by Hammer and Senge on the fundamentals of revolution and evolution 
are followed by the third reading, describing how to manage the paradox of revolution 
and evolution: ‘Ambidextrous Organizations: Managing evolutionary and revolutionary 
change’ by Michael Tushman and Charles O’Reilly (1996). While Hammer presents 
revolution as the radical measure needed to break the shackles of antiquated business 
models, it is unclear what the corporation must do after it is re-engineered. Tushman 
and O’Reilly look beyond a single episode of revolution, to the longer-term pattern of 
development. In their view, short periods of revolutionary change are usually followed 
by longer periods of gradual change, similar to the pattern found in nature, which 
scientists have dubbed ‘punctuated equilibrium’. They argue that during periods of 
relative stability, firms need to commit themselves to a certain strategy, structure and 
culture, to create a strong fit with the environment, with an emphasis on evolutionary 
adaptation to the ever changing demands in the market. But as soon as discontinuous 
changes happen in the environment, firms need to be able to be revolutionary as well. 
Hence they conclude that the paradox of revolution and evolution needs to be managed 
by being ambidextrous, i.e. being able to do both, sometimes sequentially, sometimes 
even at the same time. This can be achieved by stimulating internal diversity, allowing 
different strategies, structures and cultures to blossom side-by-side, making a firm 
more robust in adapting to whatever external change comes its way.
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Reengineering work: Don’t automate, 
obliterate
By Michael Hammer1

READING

8.1

1Source: This article was adapted by permission of Harvard Business Review. From ‘Reengineering Work: Don’t automate, obliterate’ by  
M. Hammer, July/August 1990, Vol. 68. © 1990 by the Harvard Business School Publishing Corporation, all rights reserved.

D espite a decade or more of restructuring and 
downsizing, many US companies are still 

unprepared to operate in the 1990s. In a time of rapidly 
changing technologies and ever-shorter product life 
cycles, product development often proceeds at a glacial 
pace. In an age of the customer, order fulfilment has 
high error rates and customer enquiries go unanswered 
for weeks. In a period when asset utilization is critical, 
inventory levels exceed many months of demand.

The usual methods for boosting performance – 
process rationalization and automation – haven’t 
yielded the dramatic improvements companies need. 
In particular, heavy investments in information 
technology have delivered disappointing results – 
largely because companies tend to use technology to 
mechanize old ways of doing business. They leave the 
existing processes intact and use computers simply to 
speed them up.

But speeding up those processes cannot address 
their fundamental performance deficiencies. Many of 
our job designs, workflows, control mechanisms and 
organizational structures came of age in a different 
competitive environment and before the advent of 
the computer. They are geared toward efficiency and 
control. Yet the watchwords of the new decade are 
innovation and speed, service and quality.

It is time to stop paving the cow paths. Instead 
of embedding outdated processes in silicon and 
software, we should obliterate them and start over. We 
should ‘reengineer’ our businesses: use the power of 
modern information technology to radically redesign 
our business processes in order to achieve dramatic 
improvements in their performance.

Every company operates according to a great many 
unarticulated rules. ‘Credit decisions are made by the 
credit department.’ ‘Local inventory is needed for good 
customer service.’ ‘Forms must be filled in completely 
and in order.’ Reengineering strives to break away 
from the old rules about how we organize and conduct 
business. It involves recognizing and rejecting some 
of them and then finding imaginative new ways to 
accomplish work. From our redesigned processes, new 

rules will emerge that fit the times. Only then can we 
hope to achieve quantum leaps in performance.

Reengineering cannot be planned meticulously and 
accomplished in small and cautious steps. It’s an all-or-
nothing proposition with an uncertain result. Still, most 
companies have no choice but to muster the courage 
to do it. For many, reengineering is the only hope for 
breaking away from the antiquated processes that 
threaten to drag them down. Fortunately, managers are 
not without help. Enough businesses have successfully 
reengineered their processes to provide some rules of 
thumb for others.

What Ford and MBL did

Japanese competitors and young entrepreneurial 
ventures prove every day that drastically better levels 
of process performance are possible. They develop 
products twice as fast, utilize assets eight times more 
productively and respond to customers ten times faster. 
Some large, established companies also show what 
can be done. Businesses like Ford Motor Company 
and Mutual Benefit Life Insurance (MBL) have 
reengineered their processes and achieved competitive 
leadership as a result. Ford has reengineered its 
accounts payable processes, and Mutual Benefit Life 
its processing of applications for insurance.

In the early 1980s, when the American automotive 
industry was in a depression, Ford’s top management 
put accounts payable – along with many other 
departments – under the microscope in search of ways 
to cut costs. Accounts payable in North America alone 
employed more than 500 people. Management thought 
that by rationalizing processes and installing new 
computer systems, it could reduce the head count by 
some 20 per cent.

Ford was enthusiastic about its plan to tighten 
accounts payable – until it looked at Mazda. While 
Ford was aspiring to a 400-person department, 
Mazda’s accounts payable organization consisted of a 
total of five people. The difference in absolute numbers 
was astounding, and even after adjusting for Mazda’s 
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smaller size, Ford figured that its accounts payable 
organization was five times the size it should be. The 
Ford team knew better than to attribute the discrepancy 
to calisthenics, company songs, or low interest rates.

Ford managers ratcheted up their goal: accounts 
payable would perform with not just a hundred but 
many hundreds fewer clerks. It then set out to achieve 
it. First, managers analysed the existing system. When 
Ford’s purchasing department wrote a purchase order, 
it sent a copy to accounts payable. Later, when material 
control received the goods, it sent a copy of the 
receiving document to accounts payable. Meanwhile, 
the vendor sent an invoice to accounts payable. It was 
up to accounts payable, then, to match the purchase 
order against the receiving document and the invoice. 
If they matched, the department issued payment.

The department spent most of i ts t ime on 
mismatches, instances where the purchase order, 
receiving document and invoice disagreed. In these 
cases, an accounts payable clerk would investigate the 
discrepancy, hold up payment, generate documents, 
and all-in-all gum up the works.

One way to improve things might have been to help 
the accounts payable clerk investigate more efficiently, 
but a better choice was to prevent the mismatches in 
the first place. To this end, Ford instituted ‘invoiceless 
processing’. Now when the purchasing department 
initiates an order, it enters the information into an 
online database. It doesn’t send a copy of the purchase 
order to anyone. When the goods arrive at the receiving 
dock, the receiving clerk checks the database to see if 
they correspond to an outstanding purchase order. If 
so, he or she accepts them and enters the transaction 
into the computer system. (If receiving can’t find a 
database entry for the received goods, it simply returns 
the order.)

Under the old procedures,  the accounting 
department had to match 14 data items between the 
receipt record, the purchase order and the invoice 
before it could issue payment to the vendor. The new 
approach requires matching only three items – part 
number, unit of measure and supplier code – between 
the purchase order and the receipt record. The matching 
is done automatically, and the computer prepares the 
check, which accounts payable sends to the vendor. 
There are no invoices to worry about since Ford has 
asked its vendors not to send them.

Ford didn’t settle for the modest increases it first 
envisioned. It opted for radical change – and achieved 
dramatic improvement. Where it has instituted this new 
process, Ford has achieved a 75 per cent reduction in 
head count, not the 20 per cent it would have gotten 

with a conventional programme. And since there are 
no discrepancies between the financial record and 
the physical record, material control is simpler and 
financial information is more accurate.

Mutual Benefit Life, the country’s eighteenth 
largest life carrier, has reengineered its processing of 
insurance applications. Prior to this, MBL handled 
customers’ applications much as its competitors did. 
The long, multistep process involved credit checking, 
quoting, rating, underwriting and so on. An application 
would have to go through as many as 30 discrete steps, 
spanning five departments and involving 19 people. 
At the very best, MBL could process an application 
in 24 hours, but more typical turnarounds ranged 
from five to 25 days – most of the time spent passing 
information from one department to the next. (Another 
insurer estimated that while an application spent  
22 days in process, it was actually worked on for just  
17 minutes.)

MBL’s rigid, sequential process led to many 
complications. For instance, when a customer wanted 
to cash in an existing policy and purchase a new one, 
the old business department first had to authorize the 
treasury department to issue a check made payable to 
MBL. The check would then accompany the paperwork 
to the new business department.

The president of MBL, intent on improving 
customer service, decided that this nonsense had 
to stop and demanded a 60 per cent improvement 
in productivity. It was clear that such an ambitious 
goal would require more than tinkering with the 
existing process. Strong measures were in order, and 
the management team assigned to the task looked to 
technology as a means of achieving them. The team 
realized that shared databases and computer networks 
could make many different kinds of information 
available to a single person, while expert systems 
could help people with limited experience make 
sound decisions. Applying these insights led to a new 
approach to the application handling process, one with 
wide organizational implications and little resemblance 
to the old way of doing business.

MBL swept away existing job definitions and 
departmental boundaries and created a new position 
called a case manager. Case managers have total 
responsibility for an application from the time it 
is received to the time a policy is issued. Unlike 
clerks, who performed a fixed task repeatedly under 
the watchful gaze of a supervisor, case managers 
work autonomously. No more hand-offs of files 
and responsibility, no more shuffling of customer 
enquiries.
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Case managers are able to perform all the tasks 
associated with an insurance application because they 
are supported by powerful PC-based workstations 
that run an expert system and connect to a range of 
automated systems on a mainframe. In particularly 
tough cases, the case manager calls for assistance from 
a senior underwriter or physician, but these specialists 
work only as consultants and advisers to the case 
manager, who never relinquishes control.

Empowering individuals to process entire 
applications has had a tremendous impact on 
operations. MBL can now complete an application in 
as little as four hours, and average turnaround takes 
only two to five days. The company has eliminated 100 
field office positions, and case managers can handle 
more than twice the volume of new applications the 
company previously could process.

The essence of reengineering

At the heart of reengineering is the notion of discontinuous 
thinking – of recognizing and breaking away from 
the outdated rules and fundamental assumptions that 
underlie operations. Unless we change these rules, we 
are merely rearranging the deckchairs on the Titanic. We 
cannot achieve breakthroughs in performance by cutting 
fat or automating existing processes. Rather, we must 
challenge old assumptions and shed the old rules that 
made the business underperform in the first place.

Every business is replete with implicit rules left 
over from earlier decades. ‘Customers don’t repair 
their own equipment.’ ‘Local warehouses are necessary 
for good service.’ ‘Merchandising decisions are 
made at headquarters.’ These rules of work design 
are based on assumptions about technology, people 
and organizational goals that no longer hold. The 
contemporary repertoire of available information 
technologies is vast and quickly expanding. Quality, 
innovation and service are now more important 
than cost, growth and control. A large portion of the 
population is educated and capable of assuming 
responsibility, and workers cherish their autonomy and 
expect to have a say in how the business is run.

It should come as no surprise that our business 
processes and structures are outmoded and obsolete: 
our work structures and processes have not kept 
pace with the changes in technology, demographics 
and business objectives. For the most part, we have 
organized work as a sequence of separate tasks and 
employed complex mechanisms to track its progress.

This arrangement can be traced to the Industrial 
Revolution, when specialization of labour and economies 

of scale promised to overcome the inefficiencies of 
cottage industries. Businesses disaggregated work 
into narrowly defined tasks, reaggregated the people 
performing those tasks into departments, and installed 
managers to administer them.

Our elaborate systems for imposing control and 
discipline on those who actually do the work stem from 
the post-war period. In that halcyon period of expansion, 
the main concern was growing fast without going broke, 
so businesses focused on cost, growth and control. And 
since literate, entry-level people were abundant but 
well-educated professionals hard to come by, the control 
systems funneled information up the hierarchy to the 
few who presumably knew what to do with it.

These patterns of organizing work have become 
so ingrained that, despite their serious drawbacks, it’s 
hard to conceive of work being accomplished any other 
way. Conventional process structures are fragmented 
and piecemeal, and they lack the integration necessary 
to maintain quality and service. They are breeding 
grounds for tunnel vision, as people tend to substitute 
the narrow goals of their particular department for the 
larger goals of the process as a whole. When work 
is handed off from person to person and unit to unit, 
delays and errors are inevitable. Accountability blurs, 
and critical issues fall between the cracks. Moreover, no 
one sees enough of the big picture to be able to respond 
quickly to new situations. Managers desperately try, 
like all the king’s horses and all the king’s men, to piece 
together the fragmented pieces of business processes.

Managers have tried to adapt their processes to new 
circumstances, but usually in ways that just create 
more problems. If, say, customer service is poor, they 
create a mechanism to deliver service but overlay it on 
the existing organization. Bureaucracy thickens, costs 
rise and enterprising competitors gain market share.

In reengineering, managers break loose from 
outmoded business processes and the design principles 
underlying them and create new ones. Ford had 
operated under the old rule that ‘we pay when we 
receive the invoice.’ While no one had ever articulated 
or recorded it, that rule determined how the accounts 
payable process was organized. Ford’s reengineering 
effort challenged and ultimately replaced the rule with 
a new one: ‘We pay when we receive the goods.’

Reengineering requires looking at the fundamental 
processes of the business from a cross-functional 
perspective. Ford discovered that reengineering only 
the accounts payable department was futile. The 
appropriate focus of the effort was what might be 
called the goods acquisition process, which included 
purchasing and receiving as well as accounts payable.
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One way to ensure that reengineering has a cross-
functional perspective is to assemble a team that 
represents the functional units involved in the process 
being reengineered and all the units that depend on 
it. The team must analyse and scrutinize the existing 
process until it really understands what the process is 
trying to accomplish. The point is not to learn what 
happens to form 73B in its peregrinations through 
the company but to understand the purpose of having 
form 73B in the first place. Rather than looking for 
opportunities to improve the current process, the team 
should determine which of its steps really add value 
and search for new ways to achieve the result.

The reengineering team must keep asking Why? 
and What if? Why do we need to get a manager’s 
signature on a requisition? Is it a control mechanism 
or a decision point? What if the manager reviews only 
requisitions above $500? What if he or she doesn’t see 
them at all? Raising and resolving heretical questions 
can separate what is fundamental to the process from 
what is superficial. The regional offices of an East Coast 
insurance company had long produced a series of reports 
that they regularly sent to the home office. No one in 
the field realized that these reports were simply filed 
and never used. The process outlasted the circumstances 
that had created the need for it. The re-engineering study 
team should push to discover situations like this.

In short,  a reengineering effort strives for 
dramatic levels of improvement. It must break away 
from conventional wisdom and the constraints of 
organizational boundaries and should be broad and 
cross-functional in scope. It should use information 
technology not to automate an existing process but to 
enable a new one.

Principles of reengineering

Creating new rules tailored to the modern environment 
ultimately requires a new conceptualization of the 
business process – which comes down to someone 
having a great idea. But reengineering need not 
be haphazard. In fact, some of the principles 
that companies have already discovered while 
reengineering their business processes can help jump 
start the effort for others.

Organize around outcomes, not tasks
This principle says to have one person perform all the 
steps in a process. Design that person’s job around 
an objective or outcome instead of a single task. The 
redesign at Mutual Benefit Life, where individual 

case managers perform the entire application approval 
process, is the quintessential example of this.

The redesign of an electronics company is another 
example. It had separate organizations performing 
each of the five steps between selling and installing 
the equipment. One group determined customer 
requirements, another translated those requirements 
into internal product codes, a third conveyed that 
information to various plants and warehouses, a fourth 
received and assembled the components and a fifth 
delivered and installed the equipment. The process was 
based on the centuries-old notion of specialized labour 
and on the limitations inherent in paper files. The 
departments each possessed a specific set of skills, and 
only one department at a time could do its work.

The customer order moved systematically from step 
to step. But this sequential processing caused problems. 
The people getting the information from the customer 
in step one had to get all the data anyone would need 
throughout the process, even if it wasn’t needed 
until step five. In addition, the many hand-offs were 
responsible for numerous errors and misunderstandings. 
Finally, any questions about customer requirements that 
arose late in the process had to be referred back to the 
people doing step one, resulting in delay and rework.

When the company reengineered, it eliminated the 
assembly-line approach. It compressed responsibility 
for the various steps and assigned it to one person, 
the ‘customer service representative’. That person 
now oversees the whole process – taking the 
order, translating it into product codes, getting the 
components assembled, and seeing the product 
delivered and installed. The customer service rep 
expedites and coordinates the process, much like a 
general contractor. And the customer has just one 
contact, who always knows the status of the order.

Have those who use the output of the 
process perform the process
In an effort to capitalize on the benefits of specialization 
and scale, many organizations established specialized 
departments to handle specialized processes. Each 
department does only one type of work and is a 
‘customer’ of other groups’ processes. Accounting does 
only accounting. If it needs new pencils, it goes to the 
purchasing department, the group specially equipped 
with the information and expertise to perform that role. 
Purchasing finds vendors, negotiates price, places the 
order, inspects the goods and pays the invoice – and 
eventually the accountants get their pencils. The process 
works (after a fashion), but it’s slow and bureaucratic.
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Now that computer-based data and expertise are more 
readily available, departments, units and individuals 
can do more for themselves. Opportunities exist to 
reengineer processes so that the individuals who need 
the result of a process can do it themselves. For example, 
by using expert systems and databases, departments 
can make their own purchases without sacrificing the 
benefits of specialized purchasers. One manufacturer 
has re-engineered its purchasing process along just 
these lines. The company’s old system, whereby the 
operating departments submitted requisitions and let 
purchasing do the rest, worked well for controlling 
expensive and important items like raw materials and 
capital equipment. But for inexpensive and non-strategic 
purchases, which constituted some 35 per cent of total 
orders, the system was slow and cumbersome; it was 
not uncommon for the cost of the purchasing process to 
exceed the cost of the goods being purchased.

The new process compresses the purchase of sundry 
items and pushes it on to the customers of the process. 
Using a database of approved vendors, an operating 
unit can directly place an order with a vendor and 
charge it on a bank credit card. At the end of the month, 
the bank gives the manufacturer a tape of all credit 
card transactions, which the company runs against its 
internal accounting system.

When an electronics equipment manufacturer 
re-engineered its field service process, it pushed some 
of the steps of the process on to its customers. The 
manufacturer’s field service had been plagued by the 
usual problems: technicians were often unable to do a 
particular repair because the right part wasn’t on the 
van, response to customer calls was slow, and spare 
parts inventory was excessive.

Now customers make simple repairs themselves. 
Spare parts are stored at each customer’s site 
and managed through a computerized inventory 
management system. When a problem arises, the 
customer calls the manufacturer’s field-service hot line 
and describes the symptoms to a diagnostician, who 
accesses a diagnosis support system. If the problem 
appears to be something the customer can fix, the 
diagnostician tells the customer what part to replace 
and how to install it. The old part is picked up and 
a new part left in its place at a later time. Only for 
complex problems is a service technician dispatched to 
the site, this time without having to make a stop at the 
warehouse to pick up parts.

When the people closest to the process perform it, 
there is little need for the overhead associated with 
managing it. Interfaces and liaisons can be eliminated, 
as can the mechanisms used to coordinate those who 

perform the process with those who use it. Moreover, 
the problem of capacity planning for the process 
performers is greatly reduced.

Subsume information-processing work 
into the real work that produces the 
information
The previous two principles compress linear processes. 
This principle suggests moving work from one person 
or department to another. Why doesn’t an organization 
that produces information also process it? In the 
past, people didn’t have the time or weren’t trusted 
to do both. Most companies established units to do 
nothing but collect and process information that other 
departments created. This arrangement reflects the old 
rule about specialized labour and the belief that people 
at lower organizational levels are incapable of acting 
on information they generate. An accounts payable 
department collects information from purchasing and 
receiving and reconciles it with data that the vendor 
provides. Quality assurance gathers and analyses 
information it gets from production.

Ford’s redesigned accounts payable process 
embodies the new rule. With the new system, receiving, 
which produces the information about the goods 
received, processes this information instead of sending 
it to accounts payable. The new computer system can 
easily compare the delivery with the order and trigger 
the appropriate action.

Treat geographically dispersed resources 
as though they were centralized
T h e  c o n f l i c t  b e t w e e n  c e n t r a l i z a t i o n  a n d 
decentralization is a classic one. Decentralizing a 
resource (whether people, equipment, or inventory) 
gives better service to those who use it, but at the cost 
of redundancy, bureaucracy and missed economies of 
scale. Companies no longer have to make such trade-
offs. They can use databases, telecommunications 
networks and standardized processing systems to 
get the benefits of scale and coordination while 
maintaining the benefits of flexibility and service.

At Hewlett-Packard, for instance, each of the more 
than 50 manufacturing units had its own separate 
purchasing department. While this arrangement 
provided excellent responsiveness and service to the 
plants, it prevented HP from realizing the benefits of 
its scale, particularly with regard to quantity discounts. 
HP’s solution was to maintain the divisional purchasing 
organizations and to introduce a corporate unit to 
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coordinate them. Each purchasing unit has access to a 
shared database on vendors and their performance and 
issues its own purchase orders. Corporate purchasing 
maintains this database and uses it to negotiate 
contracts for the corporation and to monitor the units. 
The payoffs have come in a 150 per cent improvement 
in on-time deliveries, 50 per cent reduction in lead 
times, 75 per cent reduction in failure rates, and a 
significantly lower cost of goods purchased.

Link parallel activities instead 
of integrating their results
HP’s decentralized purchasing operations represent 
one kind of parallel processing in which separate units 
perform the same function. Another common kind 
of parallel processing is when separate units perform 
different activities that must eventually come together. 
Product development typically operates this way. 
In the development of a photocopier, for example, 
independent units develop the various subsystems of 
the copier. One group works on the optics, another 
on the mechanical paper-handling device, another 
on the power supply, and so on. Having people do 
development work simultaneously saves time, but at the 
dreaded integration and testing phase, the pieces often 
fail to work together. Then the costly redesign begins.

Or consider a bank that sells different kinds of 
credit – loans, letters of credit, asset-based financing 
– through separate units. These groups may have no 
way of knowing whether another group has already 
extended credit to a particular customer. Each unit 
could extend the full $10 million credit limit.

The new principle says to forge links between 
parallel functions and to coordinate them while 
their activities are in process rather than after they 
are completed. Communications networks, shared 
databases and teleconferencing can bring the 
independent groups together so that coordination is 
ongoing. One large electronics company has cut its 
product development cycle by more than 50 per cent 
by implementing this principle.

Put the decision point where the work 
is performed and build control into the 
process
In most organizations, those who do the work are 
distinguished from those who monitor the work and 
make decisions about it. The tacit assumption is that the 
people actually doing the work have neither the time 

nor the inclination to monitor and control it and that 
they lack the knowledge and scope to make decisions 
about it. The entire hierarchical management structure 
is built on this assumption. Accountants, auditors and 
supervisors check, record and monitor work. Managers 
handle any exceptions.

The new principle suggests that the people who 
do the work should make the decisions and that the 
process itself can have built-in controls. Pyramidal 
management layers can therefore be compressed and 
the organization flattened.

Information technology can capture and process 
data, and expert systems can to some extent supply 
knowledge, enabling people to make their own 
decisions. As the doers become self-managing and 
self-controlling, hierarchy – and the slowness and 
bureaucracy associated with it – disappears.

When Mutual Benefit Life reengineered the 
insurance application process, it not only compressed 
the linear sequence but also eliminated the need for 
layers of managers. These two kinds of compression 
– vertical and horizontal – often go together; the very 
fact that a worker sees only one piece of the process 
calls for a manager with a broader vision. The case 
managers at MBL provide end-to-end management 
of the process, reducing the need for traditional 
managers. The managerial role is changing from one 
of controller and supervisor to one of supporter and 
facilitator.

Capture information once and at the 
source
This last rule is simple. When information was difficult 
to transmit, it made sense to collect information 
repeatedly. Each person, department or unit had its 
own requirements and forms. Companies simply had 
to live with the associated delays, entry errors and 
costly overhead. But why do we have to live with 
those problems now? Today when we collect a piece 
of information, we can store it in an online database 
for all who need it. Bar coding, relational databases 
and electronic data interchange (EDI) make it easy to 
collect, store and transmit information. One insurance 
company found that its application review process 
required that certain items be entered into ‘stovepipe’ 
computer systems supporting different functions as 
many as five times. By integrating and connecting 
these systems, the company was able to eliminate this 
redundant data entry along with the attendant checking 
functions and inevitable errors.
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Think big

Reengineering triggers changes of many kinds, 
not just of the business process itself. Job designs, 
organizational structures, management systems 
– anything associated with the process must be 
refashioned in an integrated way. In other words, 
reengineering is a tremendous effort that mandates 
change in many areas of the organization.

When Ford reengineered its payables, receiving 
clerks on the dock had to learn to use computer terminals 
to check shipments, and they had to make decisions 
about whether to accept the goods. Purchasing agents 
also had to assume new responsibilities – like making 
sure the purchase orders they entered into the database 
had the correct information about where to send the 
check. Attitudes toward vendors also had to change: 
vendors could no longer be seen as adversaries; they had 
to become partners in a shared business process. Vendors 
too had to adjust. In many cases, invoices formed the 
basis of their accounting systems. At least one Ford 
supplier adapted by continuing to print invoices, but 
instead of sending them to Ford threw them away, 
reconciling cash received against invoices never sent.

The changes at Mutual Benefit Life were also 
widespread. The company’s job-rating scheme could 
not accommodate the case manager position, which had 
a lot of responsibility but no direct reports. MBL had 
to devise new job-rating schemes and compensation 
policies. It also had to develop a culture in which 
people doing work are perceived as more important 
than those supervising work. Career paths, recruitment 
and training programmes, promotion policies – these 
and many other management systems are being revised 
to support the new process design.

The extent of these changes suggests one factor that 
is necessary for reengineering to succeed: executive 
leadership with real vision. No one in an organization 
wants reengineering. It is confusing and disruptive and 
affects everything people have grown accustomed to. 
Only if top-level managers back the effort and outlast the 
company cynics will people take reengineering seriously. 
As one wag at an electronics equipment manufacturer 
has commented, ‘Every few months, our senior 
managers find a new religion. One time it was quality, 
another it was customer service, another it was flattening 
the organization. We just hold our breath until they get 
over it and things get back to normal.’ Commitment, 
consistency – maybe even a touch of fanaticism – are 
needed to enlist those who would prefer the status quo.

Considering the inertia of old processes and 
structures, the strain of implementing a reengineering 
plan can hardly be overestimated. But by the same 
token, it is hard to overestimate the opportunities, 
especially for established companies. Big, traditional 
organizations aren’t necessarily dinosaurs doomed 
to extinction, but they are burdened with layers of 
unproductive overhead and armies of unproductive 
workers. Shedding them a layer at a time will not be 
good enough to stand up against sleek start-ups or 
streamlined Japanese companies. US companies need 
fast change and dramatic improvements.

We have the tools to do what we need to do. 
Information technology offers many options for 
reorganizing work. But our imaginations must guide 
our decisions about technology – not the other way 
around. We must have the boldness to imagine taking 
78 days out of an 80-day turnaround time, cutting  
75 per cent of overhead, and eliminating 80 per cent 
of errors. These are not unrealistic goals. If managers 
have the vision, reengineering will provide a way.

Building learning organizations
By Peter Senge1

1Source: This article reprinted with permission from Peter Senge (1990) ‘The Leader’s New Work: Building learning organizations’, Sloan 
Management Review, Fall, pp.7–23. © 1990 from MIT Sloan Management Review/Massachusetts Institute of Technology. All rights reserved. 
Distributed by Tribune Media Services.

O ver the past two years, business academics 
and senior managers have begun talking about 

the notion of the learning organization. Ray Stata 
of Analog Devices put the idea succinctly in these 

pages last spring: ‘The rate at which organizations 
learn may become the only substantial source of 
competitive advantage.’ And in late May of this year, at 
an MIT-sponsored conference entitled ‘Transforming 
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Organizations’, two questions arose again and again: 
How can we build organizations in which continuous 
learning occurs, and what kind of person can best 
lead the learning organization? This article, based on 
Senge’s (1990b) book, The Fifth Discipline: The Art 
and Practice of the Learning Organization, begins to 
chart this new territory, describing new roles, skills 
and tools for leaders who wish to develop learning 
organizations.

Human beings are designed for learning. No one 
has to teach an infant to walk, talk, or master the 
spatial relationships needed to stack eight building 
blocks that don’t topple. Children come fully 
equipped with an insatiable drive to explore and 
experiment. Unfortunately, the primary institutions 
of our society are oriented predominantly toward 
controlling rather than learning, rewarding individuals 
for performing for others rather than for cultivating 
their natural curiosity and impulse to learn. The 
young child entering school discovers quickly that 
the name of the game is getting the right answer and 
avoiding mistakes – a mandate no less compelling to 
the aspiring manager.

‘Our prevailing system of management has 
destroyed our people’, writes W. Edwards Deming, 
leader in the quality movement. ‘People are born with 
intrinsic motivation, self-esteem, dignity, curiosity 
to learn, joy in learning. The forces of destruction 
begin with toddlers – a prize for the best Halloween 
costume, grades in school, gold stars, and on up 
through university. On the job, people, teams, divisions 
are ranked – reward for the one at the top, punishment 
at the bottom. Management by Objectives (MBO), 
quotas, incentive pay, business plans, put together 
separately, division by division, cause further loss, 
unknown and unknowable.’

Ironically, by focusing on performing for someone 
else’s approval, corporations create the very conditions 
that predestine them to mediocre performance. Over 
the long run, superior performance depends on superior 
learning.

If anything, the need for understanding how 
organizations learn and accelerating that learning is 
greater today than ever before. The old days when a 
Henry Ford, Alfred Sloan, or Tom Watson learned for 
the organization are gone. In an increasingly dynamic, 
interdependent and unpredictable world, it is simply 
no longer possible for anyone to ‘figure it all out at 
the top’. The old model, ‘the top thinks and the local 
acts’, must now give way to integrating thinking and 
acting at all levels. While the challenge is great, so is 
the potential payoff.

Adaptive learning and generative 
learning

The prevailing view of learning organizations 
emphasizes increased adaptability. Given the 
accelerating pace of change, or so the standard view 
goes, ‘the most successful corporation of the 1990s’, 
according to Fortune magazine, ‘will be something 
called a learning organization, a consummately 
adaptive enterprise’.

But increasing adaptiveness is only the first stage in 
moving toward learning organizations. The impulse to 
learn in children goes deeper than desires to respond 
and adapt more effectively to environmental change. 
The impulse to learn, at its heart, is an impulse to 
be generative, to expand our capability. This is why 
leading corporations are focusing on generative 
learning, which is about creating, as well as adaptive 
learning, which is about coping.

The total quality movement in Japan illustrates 
the evolution from adaptive to generative learning. 
With its emphasis on continuous experimentation and 
feedback, the total quality movement has been the first 
wave in building learning organizations. But Japanese 
firms’ view of serving the customer has evolved. In the 
early years of total quality, the focus was on ‘fitness to 
standard’, making a product reliably so that it would 
do what its designers intended it to do and what the 
firm told its customers it would do. Then came a 
focus on ‘fitness to need’, understanding better what 
the customer wanted and then providing products that 
reliably met those needs. Today, leading-edge firms 
seek to understand and meet the ‘latent need’ of the 
customer – what customers might truly value but have 
never experienced or would never think to ask for.

Generative learning, unlike adaptive learning, 
requires new ways of looking at the world, whether in 
understanding customers or in understanding how to 
better manage a business. For years, US manufacturers 
sought competitive advantage in aggressive controls 
on inventories, incentives against overproduction, 
and rigid adherence to production forecasts. Despite 
these incentives, their performance was eventually 
eclipsed by Japanese firms who saw the challenges 
of manufacturing differently. They realized that 
eliminating delays in the production process was 
the key to reducing instability and improving cost, 
productivity and service. They worked to build 
networks of relationships with trusted suppliers and 
to redesign physical production processes to reduce 
delays in materials procurement, production setup 
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and in-process inventory – a much higher-leverage 
approach to improving both cost and customer loyalty.

As Boston Consulting Group’s George Stalk has 
observed (Stalk, Evans and Shulman, 1992), the 
Japanese saw the significance of delays because they 
saw the process of order entry, production scheduling, 
materials procurement, production and distribution as 
an integrated system. ‘What distorts the system so badly 
is time’, observes Stalk – the multiple delays between 
events and responses. ‘These distortions reverberate 
throughout the system, producing disruptions, waste 
and inefficiency.’ Generative learning requires seeing 
the systems that control events. When we fail to grasp 
the systemic source of problems, we are left to ‘push 
on’ symptoms rather than eliminate underlying causes. 
The best we can ever do is adaptive learning.

The leader’s new work

Our traditional view of leaders – as special people who 
set the direction, make the key decisions and energize 
the troops – is deeply rooted in an individualistic 
and non-systemic worldview. Especially in the West, 
leaders are heroes – great men (and occasionally 
women) who rise to the fore in times of crisis. So 
long as such myths prevail, they reinforce a focus on 
short-term events and charismatic heroes rather than on 
systemic forces and collective learning.

Leadership in learning organizations centres on 
subtler and ultimately more important work. In a 
learning organization, leaders’ roles differ dramatically 
from that of the charismatic decision maker. Leaders 
are designers, teachers and stewards. These roles 
require new skills: the ability to build shared vision, 
to bring to the surface and challenge prevailing 
mental models, and to foster more systemic patterns 
of thinking. In short, leaders in learning organizations 
are responsible for building organizations where 
people are continually expanding their capabilities to 
shape their future – that is, leaders are responsible for 
learning.

Creative tension: The integrating 
principle

Leadership in a learning organization starts with the 
principle of creative tension. Creative tension comes 
from seeing clearly where we want to be, our ‘vision’, 
and telling the truth about where we are, our ‘current 
reality’. The gap between the two generates a natural 
tension.

Creative tension can be resolved in two basic ways: 
by raising current reality toward the vision, or by 
lowering the vision toward current reality. Individuals, 
groups and organizations who learn how to work with 
creative tension learn how to use the energy it generates 
to move reality more reliably toward their visions.

Without vision there is no creative tension. Creative 
tension cannot be generated from current reality alone. 
All the analysis in the world will never generate a 
vision. Many who are otherwise qualified to lead fail 
to do so because they try to substitute analysis for 
vision. They believe that, if only people understood 
current reality, they would surely feel the motivation 
to change. They are then disappointed to discover that 
people resist the personal and organizational changes 
that must be made to alter reality. What they never 
grasp is that the natural energy for changing reality 
comes from holding a picture of what might be that is 
more important to people than what is.

But creative tension cannot be generated from 
vision alone; it demands an accurate picture of current 
reality as well. Vision without an understanding of 
current reality will more likely foster cynicism than 
creativity. The principle of creative tension teaches 
that an accurate picture of current reality is just as 
important as a compelling picture of a desired future.

Leading through creative tension is different from 
solving problems. In problem solving, the energy 
for change comes from attempting to get away from 
an aspect of current reality that is undesirable. With 
creative tension, the energy for change comes from 
the vision, from what we want to create, juxtaposed 
with current reality. While the distinction may seem 
small, the consequences are not. Many people and 
organizations find themselves motivated to change only 
when their problems are bad enough to cause them to 
change. This works for a while, but the change process 
runs out of steam as soon as the problems driving the 
change become less pressing. With problem solving, the 
motivation for change is extrinsic. With creative tension, 
the motivation is intrinsic. The distinction mirrors the 
distinction between adaptive and generative learning.

New roles

The traditional authoritarian image of the leader 
as ‘the boss calling the shots’ has been recognized 
as oversimplified and inadequate for some time. 
According to Edgar Schein (1985), ‘Leadership is 
intertwined with culture formation.’ Building an 
organization’s culture and shaping its evolution is 
the ‘unique and essential function’ of leadership. In a 
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learning organization, the critical roles of leadership – 
designer, teacher and steward – have antecedents in the 
ways leaders have contributed to building organizations 
in the past. But each role takes on new meaning in 
the learning organization and, as will be seen in the 
following sections, demands new skills and tools.

Leader as designer
The functions of design, or what some have called 
social architecture, are rarely visible; they take place 
behind the scenes. The consequences that appear 
today are the result of work done long in the past, and 
work today will show its benefits far in the future. 
Those who aspire to lead out of a desire to control, 
gain fame, or simply to be at the centre of the action 
will find little to attract them to the quiet design work 
of leadership.

But what, specifically, is involved in organizational 
design? ‘Organization design is widely misconstrued 
as moving around boxes and lines’, says Hanover’s 
O’Brien. ‘The first task of organization design 
concerns designing the governing ideas of purpose, 
vision and core values by which people will live.’ Few 
acts of leadership have a more enduring impact on an 
organization than building a foundation of purpose and 
core values.

If governing ideas constitute the first design task 
of leadership, the second design task involves the 
policies, strategies and structures that translate guiding 
ideas into business decisions. Leadership theorist 
Philip Selznick (1957) calls policy and structure the 
‘institutional embodiment of purpose.’ ‘Policy making 
(the rules that guide decisions) ought to be separated 
from decision making’, says Jay Forrester. ‘Otherwise, 
short-term pressures will usurp time from policy 
creation.’

Traditionally, writers like Selznick and Forrester 
have tended to see policy-making and implementation 
as the work of a small number of senior managers. 
But that view is changing. Both the dynamic business 
environment and the mandate of the learning 
organization to engage people at all levels now make 
it clear that this second design task is more subtle. 
Henry Mintzberg has argued that strategy is less a 
rational plan arrived at in the abstract and implemented 
throughout the organization than an ‘emergent 
phenomenon’. Successful organizations ‘craft strategy’ 
according to Mintzberg, as they continually learn 
about shifting business conditions and balance what is 
desired and what is possible. The key is not getting the 
right strategy but fostering strategic thinking.

Behind appropriate policies, strategies and 
structures are effective learning processes; their 
creation is the third key design responsibility in 
learning organizations. This does not absolve senior 
managers of their strategic responsibilities. Actually, 
it deepens and extends those responsibilities. Now 
they are not only responsible for ensuring that an 
organization has well developed strategies and policies 
but also for ensuring that processes exist whereby these 
are continually improved.

In the early 1970s, Shell was the weakest of the 
big seven oil companies. Today, Shell and Exxon are 
arguably the strongest, both in size and financial health. 
Shell’s ascendance began with frustration. Around 
1971, members of Shell’s Group Planning in London 
began to foresee dramatic change and unpredictability 
in world oil markets. However, it proved impossible 
to persuade managers that the stable world of steady 
growth in oil demand and supply they had known for 
20 years was about to change. Despite brilliant analysis 
and artful presentation, Shell’s planners realized, in the 
words of Pierre Wack (1985), that they ‘had failed to 
change behaviour in much of the Shell organization’. 
Progress would probably have ended there, had the 
frustration not given way to a radically new view of 
corporate planning.

As they pondered this failure, the planners’ view 
of their basic task shifted: ‘We no longer saw our 
task as producing a documented view of the future 
business environment five or ten years ahead. Our 
real target was the microcosm (the “mental model”) 
of our decision makers.’ Only when the planners 
reconceptualized their basic task as fostering learning 
rather than devising plans did their insights begin to 
have an impact. The initial tool used was ‘scenario 
analysis’, through which planners encouraged 
operating managers to think through how they 
would manage in the future under different possible 
scenarios. It mattered not that the managers believed 
the planners’ scenarios absolutely, only that they 
became engaged in ferreting out the implications. In 
this way, Shell’s planners conditioned managers to be 
mentally prepared for a shift from low prices to high 
prices and from stability to instability. The results 
were significant. When the Organisation of Petroleum 
Exporting Countries (OPEC) became a reality, Shell 
quickly responded by increasing local operating 
company control (to enhance manoeuverability in the 
new political environment), building buffer stocks, 
and accelerating development of non-OPEC sources – 
actions that its competitors took much more slowly or 
not at all.
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Somewhat inadvertently, Shell planners had 
discovered the leverage of designing institutional 
learning processes whereby, in the words of former 
planning director De Geus, ‘Management teams 
change their shared mental models of their company, 
their markets, and their competitors.’ Since then, 
‘planning as learning’ has become a byword at 
Shell, and Group Planning has continually sought 
out new learning tools that can be integrated into 
the planning process. Some of these are described 
below.

Leader as teacher
Leader as teacher does not mean leader as authoritarian 
expert whose job it is to teach people the ‘correct’ 
view of reality. Rather, it is about helping everyone 
in the organization, oneself included, to gain more 
insightful views of current reality. This is in line with 
a popular emerging view of leaders as coaches, guides, 
or facilitators. In learning organizations, this teaching 
role is developed further by virtue of explicit attention 
to people’s mental models and by the influence of the 
systems perspective.

The role of leader as teacher starts with bringing 
to the surface people’s mental models of important 
issues. No one carries an organization, a market, or a 
state of technology in his or her head. What we carry 
in our heads are assumptions. These mental pictures of 
how the world works have a significant influence on 
how we perceive problems and opportunities, identify 
courses of action, and make choices.

One reason that mental models are so deeply 
entrenched is that they are largely tacit. Ian Mitroff, in 
his study of General Motors, argues that an assumption 
that prevailed for years was that, in the United States, 
‘Cars are status symbols. Styling is therefore more 
important than quality.’ The Detroit automakers didn’t 
say, ‘We have a mental model that all people care 
about is styling.’ Few actual managers would even say 
publicly that all people care about is styling. So long 
as the view remained unexpressed, there was little 
possibility of challenging its validity or forming more 
accurate assumptions.

But working with mental models goes beyond 
revealing hidden assumptions. Reality, as perceived by 
most people in most organizations, means pressures 
that must be borne, crises that must be reacted to, and 
limitations that must be accepted. Leaders as teachers 
help people restructure their views of reality to see 
beyond the superficial conditions and events into the 

underlying causes of problems, and therefore to see 
new possibilities for shaping the future.

Specifically, leaders can influence people to view 
reality at three distinct levels: events, patterns of 
behaviour, and systemic structure.

Systemic Structure (Generative)
T

Patterns of Behaviour (Responsive)
T

Events (Reactive)

The key question becomes ‘Where do leaders 
predominantly focus their own and their organization’s 
attention?’

Contemporary society focuses predominantly on 
events. The media reinforces this perspective, with 
almost exclusive attention to short-term, dramatic 
events. This focus leads naturally to explaining what 
happens in terms of those events: ‘The Dow Jones 
average went up 16 points because high fourth-quarter 
profits were announced yesterday.’

Pattern-of-behaviour explanations are rarer in 
contemporary culture than event explanations, 
but they do occur. Trend analysis is an example of 
seeing patterns of behaviour. A good editorial that 
interprets a set of current events in the context of 
long-term historical changes is another example. 
Systemic, structural explanations go even further by 
addressing the question ‘What causes the patterns of 
behaviour?’

In some sense, all three levels of explanation are 
equally true. But their usefulness is quite different. 
Event explanations – who did what to whom – doom 
their holders to a reactive stance toward change. Pattern-
of-behaviour explanations focus on identifying long-
term trends and assessing their implications. They 
at least suggest how, over time, we can respond to 
shifting conditions. Structural explanations are the most 
powerful. Only they address the underlying causes of 
behaviour at a level such that patterns of behaviour can 
be changed.

By and large, leaders of our current institutions focus 
their attention on events and patterns of behaviour, 
and under their influence, their organizations do 
likewise. That is why contemporary organizations are 
predominantly reactive, or at best responsive – rarely 
generative. On the other hand, leaders in learning 
organizations pay attention to all three levels, but focus 
especially on systemic structure; largely by example, 
they teach people throughout the organization to do 
likewise.
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Leader as steward
This is the subtlest role of leadership. Unlike the roles 
of designer and teacher, it is almost solely a matter of 
attitude. It is an attitude critical to learning organizations.

While stewardship has long been recognized as 
an aspect of leadership, its source is still not widely 
understood. I believe Robert Greenleaf (1977) came 
closest to explaining real stewardship, in his seminal 
book Servant Leadership. There, Greenleaf argues 
that ‘the servant leader is servant first … It begins 
with the natural feeling that one wants to serve, to 
serve first. This conscious choice brings one to aspire 
to lead. That person is sharply different from one 
who is leader first, perhaps because of the need to 
assuage an unusual power drive or to acquire material 
possessions.’

Leaders’ sense of stewardship operates on two 
levels: stewardship for the people they lead and 
stewardship for the larger purpose or mission that 
underlies the enterprise. The first type arises from 
a keen appreciation of the impact one’s leadership 
can have on others. People can suffer economically, 
emotionally and spiritually under inept leadership. If 
anything, people in a learning organization are more 
vulnerable because of their commitment and sense of 
shared ownership. Appreciating this naturally instills 
a sense of responsibility in leaders. The second type 
of stewardship arises from a leader’s sense of personal 
purpose and commitment to the organization’s 
larger mission. People’s natural impulse to learn is 
unleashed when they are engaged in an endeavour 
they consider worthy of their fullest commitment. 
Or, as Lawrence Miller puts it, ‘Achieving return on 
equity does not, as a goal, mobilize the most noble 
forces of our soul.’

New skills

New leadership roles require new leadership skills. 
These skills can only be developed, in my judgment, 
through a lifelong commitment. It is not enough for one 
or two individuals to develop these skills. They must 
be distributed widely throughout the organization. This 
is one reason that understanding the disciplines of a 
learning organization is so important. These disciplines 
embody the principles and practices that can widely 
foster leadership development.

Three critical areas of skills (disciplines) are 
building shared vision, surfacing and challenging 
mental models, and engaging in systems thinking.

Building shared vision
The skills involved in building shared vision include 
the following:

 ■ Encouraging personal vision. Shared visions 
emerge from personal visions. It is not that people 
only care about their own self-interest – in fact, 
people’s values usually include dimensions that 
concern family, organization, community and even 
the world. Rather, it is that people’s capacity for 
caring is personal.

 ■ Communicating and asking for support. Leaders 
must be willing to continually share their own 
vision, rather than being the official representative 
of the corporate vision. They also must be prepared 
to ask, ‘Is this vision worthy of your commitment?’ 
This can be difficult for a person used to setting 
goals and presuming compliance.

 ■ Visioning as an ongoing process. Building shared 
vision is a never-ending process. At any one point 
there will be a particular image of the future 
that is predominant, but that image will evolve. 
Today, too many managers want to dispense with 
the ‘vision business’ by going off and writing the 
Official Vision Statement. Such statements almost 
always lack the vitality, freshness and excitement 
of a genuine vision that comes from people asking, 
‘What do we really want to achieve?’

 ■ Blending extrinsic and intrinsic visions. Many 
energizing visions are extrinsic – that is, they focus 
on achieving something relative to an outsider, such 
as a competitor. But a goal that is limited to defeating 
an opponent can, once the vision is achieved, easily 
become a defensive posture. In contrast, intrinsic 
goals like creating a new type of product, taking 
an established product to a new level, or setting a 
new standard for customer satisfaction can call forth 
a new level of creativity and innovation. Intrinsic 
and extrinsic visions need to coexist; a vision solely 
predicated on defeating an adversary will eventually 
weaken an organization.

 ■ Distinguishing positive from negative visions. 
Many organizations only truly pull together when 
their survival is threatened. Similarly, most social 
movements aim at eliminating what people don’t 
want: for example, anti-drug, anti-smoking, or 
anti-nuclear arms movements. Negative visions 
carry a subtle message of powerlessness: people 
will only pull together when there is sufficient 
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threat. Negative visions also tend to be short 
term. Two fundamental sources of energy can 
motivate organizations: fear and aspiration. Fear, 
the energy source behind negative visions, can 
produce extraordinary changes in short periods, 
but aspiration endures as a continuing source of 
learning and growth.

Surfacing and testing mental models
Many of the best ideas in organizations never get 
put into practice. One reason is that new insights 
and initiatives often conflict with established 
mental models. The leadership task of challenging 
assumptions without invoking defensiveness requires 
reflection and inquiry skills possessed by few leaders 
in traditional controlling organizations.

 ■ Seeing leaps of abstraction. Our minds literally 
move at lightning speed. Ironically, this often slows 
our learning, because we leap to generalizations so 
quickly that we never think to test them. We then 
confuse our generalizations with the observable 
data upon which they are based, treating the 
generalizations as if they were data.

 ■ Balancing enquiry and advocacy. Most managers 
are skilled at articulating their views and presenting 
them persuasively. While important, advocacy skills 
can become counterproductive as managers rise in 
responsibility and confront increasingly complex 
issues that require collaborative learning among 
different, equally knowledgeable people. Leaders 
in learning organizations need to have both enquiry 
and advocacy skills.

 ■ Distinguishing espoused theory from theory 
in use. We all like to think that we hold certain 
views, but often our actions reveal deeper views. 
For example, I may proclaim that people are 
trustworthy, but never lend friends money and 
jealously guard my possessions. Obviously, my 
deeper mental model (my theory in use), differs 
from my espoused theory. Recognizing gaps 
between espoused views and theories in use 
(which often requires the help of others) can be 
pivotal to deeper learning.

 ■ Recognizing and defusing defensive routines. As 
one CEO (chief executive officer) in our research 
programme puts it, ‘Nobody ever talks about 
an issue at the eight o’clock business meeting 
exactly the same way they talk about it at home 

that evening or over drinks at the end of the day.’ 
The reason is what Chris Argyris calls defensive 
routines; entrenched habits used to protect ourselves 
from the embarrassment and threat that come 
with exposing our thinking. For most of us, such 
defences began to build early in life in response to 
pressures to have the right answers in school or at 
home. Organizations add new levels of performance 
anxiety and thereby amplify and exacerbate this 
defensiveness. Ironically, this makes it even more 
difficult to expose hidden mental models, and 
thereby lessens learning. The first challenge is to 
recognize defensive routines, then to enquire into 
their operation. Those who are best at revealing 
and defusing defensive routines operate with a 
high degree of self-disclosure regarding their own 
defensiveness.

Systems thinking
We all know that leaders should help people see the 
big picture. But the actual skills whereby leaders are 
supposed to achieve this are not well understood. In 
my experience, successful leaders often are ‘systems 
thinkers’ to a considerable extent. They focus less on 
day-to-day events and more on underlying trends and 
forces of change. But they do this almost completely 
intuitively. The consequence is that they are often unable 
to explain their intuitions to others and feel frustrated 
that others cannot see the world the way they do. One 
of the most significant developments in management 
science today is the gradual coalescence of managerial 
systems thinking as a field of study and practice. This 
field suggests some key skills for future leaders:

 ■ Seeing interrelationships, not things, and processes, 
not snapshots. Most of us have been conditioned 
throughout our lives to focus on things and to see 
the world in static images. This leads us to linear 
explanations of systemic phenomenon.

 ■ Moving beyond blame. We tend to blame each 
other or outside circumstances for our problems. 
But it is poorly designed systems, not incompetent 
or unmotivated individuals that cause most 
organizational problems. Systems thinking shows 
us that there is no outside – that you and the cause 
of your problems are part of a single system.

 ■ Distinguishing detail complexity from dynamic 
complexity. Some types of complexity are 
more important strategically than others. Detail 
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complexity arises when there are many variables. 
Dynamic complexity arises when cause and 
effect are distant in time and space, and when the 
consequences over time of interventions are subtle 
and not obvious to many participants in the system. 
The leverage in most management situations lies 
in understanding dynamic complexity, not detail 
complexity.

 ■ Focusing on areas of high leverage. Some have 
called systems thinking the ‘new dismal science’ 
because it teaches that most obvious solutions don’t 
work – at best, they improve matters in the short 
run, only to make things worse in the long run. But 
there is another side to the story. Systems thinking 
also shows that small, well-focused actions can 
produce significant, enduring improvements, if they 
are in the right place. Systems thinkers refer to this 
idea as the principle of leverage. Tackling a difficult 
problem is often a matter of seeing where the high 
leverage lies, where a change – with a minimum 
of effort – would lead to lasting, significant 
improvement.

 ■ Avoiding symptomatic solutions. The pressures to 
intervene in management systems that are going awry 
can be overwhelming. Unfortunately, given the linear 
thinking that predominates in most organizations, 
interventions usually focus on symptomatic fixes, 
not underlying causes. This results in only temporary 
relief, and it tends to create still more pressures later 
on for further, low-leverage intervention. If leaders 
acquiesce to these pressures, they can be sucked into 
an endless spiral of increasing intervention. Sometimes 
the most difficult leadership acts are to refrain from 
intervening through popular quick fixes and to keep 
the pressure on everyone to identify more enduring 
solutions.

The consequences of leaders who lack systems-
thinking skills can be devastating. Many charismatic 
leaders manage almost exclusively at the level of 
events. They deal in visions and in crises, and little 
in between. Under their leadership, an organization 
hurtles from crisis to crisis.  Eventually,  the 
worldview of people in the organization becomes 
dominated by events and reactiveness. Many, 
especially those who are deeply committed, become 
burned out. Eventually, cynicism comes to pervade 
the organization. People have no control over their 
time, let alone their destiny.

Similar problems arise with the ‘visionary 
strategist’, the leader with vision who sees both 
patterns of change and events. This leader is better 
prepared to manage change. He or she can explain 
strategies in terms of emerging trends, and thereby 
foster a climate that is less reactive. But such leaders 
still impart a responsive orientation rather than a 
generative one.

Many talented leaders have rich, highly systemic 
intuitions but cannot explain those intuitions to others. 
Ironically, they often end up being authoritarian 
leaders, even if they don’t want to, because only they 
see the decisions that need to be made. They are unable 
to conceptualize their strategic insights so that these 
can become public knowledge, open to challenge and 
further improvement.

Developing leaders and learning 
organizations

In a recently published retrospective on organization 
development in the 1980s, Marshall Sashkin and 
N. Warner Burke (1990) observe the return of an 
emphasis on developing leaders who can develop 
organizations. They also note Schein’s critique that 
most top executives are not qualified for the task of 
developing culture. Learning organizations represent 
a potentially significant evolution of organizational 
culture. So it should come as no surprise that such 
organizations will remain a distant vision until the 
leadership capabilities they demand are developed. 
‘The 1990s may be the period’, suggest Sashkin and 
Burke, ‘during which organization development 
and (a new sort of) management development are 
reconnected.’

I believe that this new sort of management 
development will focus on the roles, skills and tools 
for leadership in learning organizations. Undoubtedly, 
the ideas offered above are only a rough approximation 
of this new territory. The sooner we begin seriously 
exploring the territory, the sooner the initial map can 
be improved – and the sooner we will realize an age-
old vision of leadership:

The wicked leader is he who the people despise. 
The good leader is he who the people revere. 
The great leader is he who the people say, ‘We 
did it ourselves.’

Lao Tsu
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Ambidextrous organizations: Managing 
evolutionary and revolutionary change
By Michael L. Tushman and Charles A. O’Reilly III1

1Source: Reprinted by permission of Harvard Business Review. From ‘Ambidextrous Organizations’ by Michael Tushman and Charles 
O’Reilly III, April 2004. Copyright © 2004 by the Harvard Business School Publishing Corporation; all rights reserved.

A ll managers face problems in overcoming inertia 
and implementing innovation and change. But why 

is this problem such an enduring one? Organizations 
are filled with sensible people and usually led by smart 
managers. Why is anything but incremental change often 
so difficult for the most successful organizations? And 
why are the patterns of success and failure so prevalent 
across industries and over time? To remain successful 
over long periods, managers and organizations must be 
ambidextrous – able to implement both incremental and 
revolutionary change.

Patterns in organization  
evolution

Across industries there is a pattern in which success 
often precedes failure. But industry-level studies 
aren’t very helpful for illustrating what actually went 
wrong. Why are managers sometimes ineffective 
in making the transition from strength to strength? 
To understand this we need to look inside firms and 
understand the forces impinging on management as 
they wrestle with managing innovation and change. 
To do this, let’s examine the history of two firms, 
RCA semiconductors and Seiko watches, as they dealt 
with the syndrome of success followed by failure.

The stark reality of the challenge of discontinuous 
change can be seen in Figure 8.3.1. This is a listing of 
the leading semiconductor firms over a 40-year period. 
In the mid-1950s, vacuum tubes represented roughly 
a $700 million market. At this time, the leading firms 
in the then state-of-the-art technology of vacuum 
tubes included great technology companies such as 
RCA, Sylvania, Raytheon and Westinghouse. Yet 
between 1955 and 1995, there was almost a complete 
turnover in industry leadership. With the advent of the 
transistor, a major technological discontinuity, we see 
the beginnings of a remarkable shake-out. By 1965, 
new firms such as Motorola and Texas Instruments 
had become important players while Sylvania and 
RCA had begun to fade. Over the next 20 years still 

other upstart companies like Intel, Toshiba and Hitachi 
became the new leaders while Sylvania and RCA 
exited the product class.

Why should this pattern emerge? Is it that managers 
and technologists in 1955 in firms like Westinghouse, 
RCA and Sylvania didn’t understand the technology? 
This seems implausible. In fact, many vacuum tube 
producers did enter the transistor market, suggesting 
that they not only understood the technology, but saw 
it as important. RCA was initially successful at making 
the transition. While from the outside it appeared that 
they had committed themselves to transistors, the 
inside picture was very different.

Within RCA, there were bitter disputes about 
whether the company should enter the transistor 
business and cannibalize their profitable tube business. 
On one side, there were reasonable arguments that the 
transistor business was new and the profits uncertain. 
Others, without knowing whether transistors would be 
successful, felt that it was too risky not to pursue the 
new technology. But even if RCA were to enter the 
solid-state business, there were thorny issues about 
how to organize it within the company. How could 
they manage both technologies? Should the solid-state 
division report to the head of the electronics group, a 
person steeped in vacuum tube expertise?

With its great wealth of marketing, financial and 
technological resources, RCA decided to enter the 
business. Historically, it is common for successful 
firms to experiment with new technologies. Xerox, 
for example, developed user-interface and software 
technologies, yet left it to Apple and Microsoft to 
implement them. Western Union developed the 
technology for telephony and allowed American Bell 
(AT&T) to capture the benefits. Almost all relatively 
wealthy firms can afford to explore new technologies. 
Like many firms before them, RCA management 
recognized the problems of trying to play two different 
technological games but were ultimately unable to 
resolve them. In the absence of a clear strategy and 
the cultural differences required to compete in both 
markets, RCA failed.

READING

8.3
READING
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In his study of this industry, Richard Foster (then 
a Director at McKinsey & Company) notes, ‘Of the 
10 leaders in vacuum tubes in 1955 only two were left 
in 1975. There were three variants of error in these 
case histories. First is the decision not to invest in the 
new technology. The second is to invest but picking 
the wrong technology. The third variant is cultural. 
Companies failed because of their inability to play 
two games at once: To be both effective defenders of 
what quickly became old technologies and effective 
attackers with new technologies.’ Senior managers in 
these firms fell victim to their previous success and 
their inability to play two games simultaneously. New 
firms, like Intel and Motorola, were not saddled with 
this internal conflict and inertia. As they grew, they 
were able to re-create themselves, while other firms 
remained trapped.

In contrast to RCA, consider Hattori-Seiko’s watch 
business. While Seiko was the dominant Japanese 
watch producer in the 1960s, they were a small player 
in global markets. Bolstered by an aspiration to be a 
global leader in the watch business, and informed 
by internal experimentation between alternative 
oscillation technologies (quartz, mechanical and tuning 
fork), Seiko’s senior management team made a bold 
bet. In the mid-1960s, Seiko transformed itself from 
being merely a mechanical watch firm into being both 
a quartz and mechanical watch company. This move 
into low-cost, high-quality watches triggered wholesale 
change within Seiko and, in turn, within the worldwide 

watch industry. As transistors replaced vacuum tubes 
(to RCA’s chagrin), quartz movement watches replaced 
mechanical watches. Even though the Swiss had 
invented both the quartz and tuning fork movements, 
at this juncture in history they moved to reinvest in 
mechanical movements. As Seiko and other Japanese 
firms prospered, the Swiss watch industry drastically 
suffered. By 1980, SSIH, the largest Swiss watch firm, 
was less than half the size of Seiko. Eventually, SSIH 
and Asuag, the two largest Swiss firms, went bankrupt. 
It would not be until after these firms were taken over 
by the Swiss banks and transformed by Nicholas 
Hayek that the Swiss would move to recapture the 
watch market.

The real test of leadership, then, is to be able to 
compete successfully by both increasing the alignment 
or fit among strategy, structure, culture and processes, 
while simultaneously preparing for the inevitable 
revolutions required by discontinuous environmental 
change. This requires organizational and management 
skills to compete in a mature market (where cost, 
efficiency and incremental innovation are key) and 
to develop new products and services (where radical 
innovation, speed and flexibility are critical). A focus 
on either one of these skill sets is conceptually easy. 
Unfortunately, focusing on only one guarantees short-
term success but long-term failure. Managers need to 
be able to do both at the same time, that is, they need 
to be ambidextrous. Juggling provides a metaphor. 
A juggler who is very good at manipulating a single 

figuRE 8.3.1 Semiconductor industry 1955–1995

1955 
(Vacuum 
Tubes)

1955 
(Transistors)

1965 
(Semiconductors)

1975 
(Integrated 
Circuits)

1982 
(VLSI)

1995 
(Submicron)

1. RCA Hughes TI TI Motorola Intel
2. Sylvania Transitron Fairchild Fairchild TI NEC
3.  General Electric Philco Motorola National NEC Toshiba
4.  Raytheon Sylvania GI Intel Hitachi Hitachi
5.  Westinghouse TI GE Motorola National Motorola
6. Amperex GE RCA Rockwell Toshiba Samsung
7.  National Video RCA Sprague GI Intel TI
8.  Rawland Westinghouse Philco RCA Philips Fujitsu
9. Eimac Motorola Transitron Philips Fujitsu Mitsubishi

10.  Lansdale Clevite Raytheon AMD Fairchild Philips

Source: Adapted from R. Foster, Innovation: The Attacker’s Advantage (New York: Summit Books, 1986).
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ball is not interesting. It is only when the juggler can 
handle multiple balls at one time that his or her skill is 
respected.

These short examples are only two illustrations of 
the pattern by which organizations evolve: periods of 
incremental change punctuated by discontinuous or 
revolutionary change. Long-term success is marked by 
increasing alignment among strategy, structure, people 
and culture through incremental or evolutionary change 
punctuated by discontinuous or revolutionary change 
that requires the simultaneous shift in strategy, structure, 
people and culture. These discontinuous changes 
are almost always driven either by organizational 
performance problems or by major shifts in the 
organization’s environment, such as technological or 
competitive shifts. Where those less successful firms 
(e.g., SSIH, RCA) react to environmental jolts, those 
more successful firms proactively initiate innovations 
that reshape their market (e.g., Seiko).

What’s happening? 
Understanding patterns of 
organizational evolution

These patterns in organization evolution are not 
unique. Almost all successful organizations evolve 
through relatively long periods of incremental 
change punctuated by environmental shifts and 
revolutionary change. These discontinuities may be 
driven by technology, competitors, regulatory events, 
or significant changes in economic and political 
conditions. For example, deregulation in the financial 
services and airline industries led to waves of mergers 
and failures as firms scrambled to reorient themselves 
to the new competitive environment. Major political 
changes in Eastern Europe and South Africa have had 
a similar impact. The combination of the European 
Union and the emergence of global competition in the 
automobile and electronics industries has shifted the 
basis of competition in these markets. Technological 
change in microprocessors has altered the face of the 
computer industry.

The sobering fact is that the cliché about the 
increasing pace of change seems to be true. Sooner 
or later, discontinuities upset the congruence that 
has been a part of the organization’s success. Unless 
their competitive environment remains stable – an 
increasingly unlikely condition in today’s world – firms 
must confront revolutionary change. The underlying 
cause of this pattern can be found in an unlikely place: 
evolutionary biology.

Innovation patterns over time
For many years, biological evolutionary theory 
proposed that the process of adaptation occurred 
gradually over long time periods. The process was 
assumed to be one of variation, selection and retention. 
Variations occurred naturally within species across 
generations. Those variations that were most adapted 
to the environment would, over time, enable a 
species to survive and reproduce. This form would be 
selected in that it endured while less adaptable forms 
reproduced less productively and would diminish over 
time. For instance, if the world became colder and 
snowier, animals who were whiter and had heavier 
coats would be advantaged and more likely to survive. 
As climatic changes affected vegetation, those species 
with longer necks or stronger beaks might do better. 
In this way, variation led to adaptation and fitness, 
which was subsequently retained across generations. 
In this early view, the environment changed gradually 
and species adapted slowly to these changes. There is 
ample evidence that this view has validity.

But this perspective missed a crucial question: What 
happened if the environment was characterized, not 
by gradual change, but periodic discontinuities? What 
about rapid changes in temperature, or dramatic shifts 
in the availability of food? Under these conditions, a 
reliance on gradual change was a one-way ticket to 
extinction. Instead of slow change, discontinuities 
required a different version of Darwinian theory – 
that of punctuated equilibria in which long periods 
of gradual change were interrupted periodically by 
massive discontinuities. What then? Under these 
conditions, survival or selection goes to those species 
with the characteristics needed to exploit the new 
environment. Evolution progresses through long 
periods of incremental change punctuated by brief 
periods of revolutionary or discontinuous change.

So it seems to be with organizations. An entire 
subfield of research on organizations has demonstrated 
many similarities between populations of insects and 
animals and populations of organizations. This field, 
known as ‘organizational ecology’, has successfully 
applied models of population ecology to the study of 
sets of organizations in areas as diverse as wineries, 
newspapers, automobiles, biotech companies and 
restaurants. The results confirm that populations of 
organizations are subject to ecological pressures in 
which they evolve through periods of incremental 
adaptation punctuated by discontinuities. Variations 
in organizational strategy and form are more or less 
suitable for different environmental conditions. Those 
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organizations and managers who are most able to 
adapt to a given market or competitive environment 
will prosper. Over time, the fittest survive – until there 
is a major discontinuity. At that point, managers of 
firms are faced with the challenge of reconstituting 
their organizations to adjust to the new environment. 
Managers who try to adapt to discontinuities through 
incremental adjustment are unlikely to succeed. The 
processes of variation, selection and retention that 
winnow the fittest of animal populations seem to apply 
to organizations as well.

To unders tand how th is  dynamic  affec ts 
organizations, we need to consider two fundamental 
ideas; how organizations grow and evolve, and how 
discontinuities affect this process. Armed with this 
understanding, we can then show how managers can 
cope with evolutionary and revolutionary change.

Organizational growth and evolution. There is 
a pattern that describes organizational growth. All 
organizations evolve following the familiar S-curve. For 
instance, consider the history of Apple Computers and 
how it grew. In its inception, Apple was not so much 
an organization as a small group of people trying to 
design, produce and sell a new product, the personal 
computer. With success, came the beginnings of a 
formal organization, assigned roles and responsibilities, 
some rudimentary systems for accounting and payroll, 
and a culture based on the shared expectations among 
employees about innovation, commitment and speed. 
Success at this stage was seen in terms of congruence 
among the strategy, structure, people and culture. 
Those who fitted the Apple values and subscribed to the 
cultural norms stayed. Those who found the Jobs and 
Wozniak vision too cultish left. This early structure was 
aligned with the strategy and the critical tasks needed to 
implement it. Success flowed not only from having a new 
product with desirable features, but also from the ability 
of the organization to design, manufacture, market and 
distribute the new PC. The systems in place tracked 
those outcomes and processes that were important 
for the implementation of a single product strategy. 
Congruence among the elements of the organization is a 
key to high performance across industries.

As the firm continued its successful growth, several 
inexorable changes occurred. First, it got larger. As 
this occurred, more structure and systems were added. 
Although this trend toward professionalization was 
resisted by Jobs (who referred to professional managers 
as ‘bozos’), the new structures and procedures were 
required for efficiency and control. Without them, 
chaos would have reigned. As Apple got older, new 

norms were developed about what was important 
and acceptable and what would not be tolerated. The 
culture changed to reflect the new challenges. Success 
at Apple and at other firms is based on learning what 
works and what doesn’t.

Inevitably, even Apple’s strategy had to change. 
What used to be a single-product firm (selling the 
Apple PC and then its successor, the Apple II) now sold 
a broader range of products in increasingly competitive 
markets. Instead of a focused strategy, the emphasis 
shifted to a market-wide emphasis. Not only was Apple 
selling to personal computer users, but also to the 
educational and industrial markets. This strategic shift 
required further adjustment to the structure, people, 
culture and critical tasks. What worked in a smaller, 
more focused firm was no longer adequate for the 
larger, more differentiated Apple. Success at this phase 
of evolution required management’s ability to realign 
the organization to insure congruence with the strategy. 
The well-publicized ousting of Steve Jobs by Apple’s 
board of directors reflected the board’s judgement that 
John Sculley had the skills necessary to lead a larger, 
more diversified company. Jobs’s approach was fine 
for a smaller, more focused firm but inappropriate for 
the challenges Apple faced in the mid-1980s.

Over an even longer period of success, there are 
inevitably more changes – sometimes driven by 
technology, sometimes by competition, customers, 
or regulation, sometimes by new strategies and ways 
of competing. As the product class matures, the 
basis of competition shifts. While in the early stages 
of a product class, competition is based on product 
variation, in the later stages competition shifts to 
features, efficiency, and cost. In the evolution of 
Apple, this can be seen as the IBM PC and the clones 
emerged. The Windows operating system loosened 
the grip Apple had maintained on the easy-to-use 
graphical interface and triggered a battle between 
three incompatible operating systems – the Mac, 
IBM’s OS/2, and Microsoft Windows. Once Windows 
became the industry standard in operating systems, 
the basis of competition shifted to cost, quality and 
efficiency. Faced with these realities, Apple managers 
once again had to re-balance the congruence among 
strategy, structure, people and culture. Success comes 
from being able to outdo the competition in this new 
environment. So the board of directors replaced 
Sculley as CEO in 1994 with Michael Spindler, who 
was seen as having the operational skills needed to run 
the company in a mature market. Spindler’s task was to 
emphasize the efficiencies and lower margins required 
in today’s markets and reshape Apple to compete in 
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this new market. With Apple’s performance stagnant, 
its board chose a turnaround expert, Gil Amelio, to 
finish what Spindler could not do.

Notice how Apple evolved over a 20-year period. 
Incremental or evolutionary change was punctuated 
by discontinuous or revolutionary change as the 
firm moved through the three stages of growth in the 
product class; innovation, differentiation and maturity. 
Each of these stages required different competencies, 
strategies, structures, cultures and leadership skills. 
These changes are what drive performance. But 
while absolutely necessary for short-term success, 
incremental change is not sufficient for long-term 
success. It is not by chance that Steve Jobs was 
successful at Apple until the market became more 
differentiated and demanded the skills of John Sculley. 
Nor is it surprising that, as the industry consolidated 
and competition emphasized costs, operations-oriented 
managers such as Michael Spindler and, in turn, Gil 
Amelio were selected to reorient Apple.

To succeed over the long haul, firms have to 
periodically reorient themselves by adopting new 
strategies and structures that are necessary to 
accommodate changing environmental conditions. 
These shifts often occur through discontinuous changes 
– simultaneous shifts in strategy, structures, skills and 
culture. If an environment is stable and changes only 
gradually, as is the case in industries such as cement, it 
is possible for an organization to evolve slowly through 
continuous incremental change. But, many managers 
have learned (to their stockholders’ chagrin) that slow 
evolutionary change in a fast-changing world is, as it 
was for the dinosaurs, a path to the boneyard.

Technology cycles. Although organizational growth 
by itself can lead to a periodic need for discontinuous 
change, there is another more fundamental process 
occurring that results in punctuated change. This is a 
pervasive phenomenon that occurs across industries and 
is not widely appreciated by managers. Yet it is critical 
to understanding when and why revolutionary change 
is necessary: this is the dynamic of product, service and 
process innovation, dominant designs, and substitution 
events which together make up technology cycles. 
Figure 8.3.2 shows the general outline of this process.

In any product or service class (e.g., microprocessors, 
automobiles, baby diapers, cash management accounts) 
there is a common pattern of competition that 
describes the development of the class over time. As 
shown in Figure 8.3.2, technology cycles begin with 
a proliferation of innovation in products or services as 
the new product or service gains acceptance. Think, for 

example, of the introduction of VCRs. Initially, only 
a few customers bought them. Over time, as demand 
increased, there was increasing competition between 
Beta and VHS. At some point, a design emerged that 
became the standard preferred by customers (i.e., VHS). 
Once this occurred, the basis of competition shifted to 
price and features, not basic product or service design. 
The emergence of this dominant design transforms 
competition in the product class. Once it is clear that a 
dominant design has emerged, the basis of competition 
shifts to process innovation, driving down costs and 
adding features. Instead of competing through product or 
service innovation, successful strategies now emphasize 
compatibility with the standard and productivity 
improvement. This competition continues until there 
is a major new product, service or process substitution 
event and the technology cycle kicks off again as the 
basis of competition shifts back again to product or 
service variation (e.g., CDs replacing audio tapes). 
As technology cycles evolve, bases of competition 
shift within the market. As organizations change their 
strategies, they must also realign their organizations to 
accomplish the new strategic objectives. This usually 
requires a revolutionary change.

A short illustration from the development of 
the automobile will help show how dramatic these 
changes can be for organizations. At the turn of the 
century, bicycles and horse-driven carriages were 
threatened by the ‘horseless carriage’, soon to be 
called the automobile. Early in this new product 
class there was substantial competition among 
alternative technologies. For instance, there were 
several competing alternative energy sources – steam,  
battery and internal combustion engines. There were 
also different steering mechanisms and arrangements 
for passenger compartments. In a fairly short period of 
time, however, there emerged a consensus that certain 
features were to be standard – that is, a dominant design 
emerged. This consisted of an internal combustion 
engine, steering wheel on the left (in the US), brake 
pedal on the right, and clutch on the left (this dominant 
design was epitomized in the Ford Model T). Once this 
standard emerged, the basis of competition shifted from 
variations in what an automobile looked like and how it 
was powered, to features and cost. The new competitive 
arena emphasized lower prices and differentiated 
market segments, not product variation. The imperative 
for managers was to change their strategies and 
organizations to compete in this market. Those that 
were unable to manage this transition failed. Similar 
patterns can be seen in almost all product classes (e.g., 
computers, telephones, fast foods, retail stores).
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With a little imagination, it is easy to feel what the 
managerial challenges are in this environment. Holding 
aside the pressures of growth and success, managers 
must continually readjust their strategies and realign 
their organizations to reflect the underlying dynamics 
of technological change in their markets. These 
changes are not driven by fad or fashion but reflect the 
imperatives of fundamental change in the technology. 
This dynamic is a powerful cause of punctuated 
equilibria and can demand revolutionary rather 
than incremental change. This pattern occurs across 
industries as diverse as computers and cement, the only 
issue is the frequency with which these cycles repeat 
themselves. Faced with a discontinuity, the option 
of incremental change is not likely to be viable. The 
danger is that, facing a discontinuous change, firms that 
have been successful may suffer from life-threatening 
inertia – inertia that results from the very congruence 
that made the firm successful in the first place.

The success syndrome: 
Congruence as a managerial trap

Successful companies learn what works well and 
incorporate this into their operations. This is what 
organizational learning is about; using feedback from 
the market to continually refine the organization to get 
better and better at accomplishing its mission. A lack 

of congruence (or internal inconsistency in strategy, 
structure, culture and people) is usually associated 
with a firm’s current performance problems. Further, 
since the fit between strategy, structure, people and 
processes is never perfect, achieving congruence is an 
ongoing process requiring continuous improvement 
and incremental  change.  With  evolut ionary 
change, managers are able to incrementally alter 
their organizations. Given that these changes are 
comparatively small, the incongruence injected by 
the change is controllable. The process of making 
incremental changes is well known and the uncertainty 
created for people affected by such changes is within 
tolerable limits. The overall system adapts, but it is not 
transformed.

When done effectively, evolutionary change of this 
sort is a crucial part of short-term success. But there 
is a dark side to this success. As we described with 
Apple, success resulted in the company becoming 
larger and older. Older, larger firms develop structural 
and cultural inertia – the organizational equivalent of 
high cholesterol. As companies grow, they develop 
structures and systems to handle the increased 
complexity of the work. These structures and systems 
are interlinked so that proposed changes become 
more difficult, more costly and require more time to 
implement, especially if they are more than small, 
incremental modifications. This results in structural 
inertia – a resistance to change rooted in the size, 
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complexity and interdependence in the organization’s 
structures, systems, procedures and processes.

Quite different and significantly more pervasive 
than structural inertia is the cultural inertia that 
comes from age and success. As organizations get 
older, part of their learning is embedded in the shared 
expectations about how things are to be done. These 
are sometimes seen in the informal norms, values, 
social networks and in myths, stories and heroes 
that have evolved over time. The more successful an 
organization has been, the more institutionalized or 
ingrained these norms, values and lessons become. 
The more institutionalized these norms, values and 
stories are, the greater the cultural inertia – the greater 
the organizational complacency and arrogance. In 
relatively stable environments, the firm’s culture is a 
critical component of its success. Culture is an effective 
way of controlling and coordinating people without 
elaborate and rigid formal control systems. Yet, when 
confronted with discontinuous change, the very culture 
that fostered success can quickly become a significant 
barrier to change. When Lou Gerstner took over as 
CEO at IBM, he recognized that simply crafting a new 
strategy was not the solution to IBM’s predicament. In 
his view, ‘Fixing the culture is the most critical – and 
the most difficult – part of a corporate transformation.’ 
Cultural inertia, because it is so ephemeral and difficult 
to attack directly, is a key reason managers often fail 
to successfully introduce revolutionary change – even 
when they know that it is needed.

Ambidextrous organizations: 
Mastering evolutionary and 

revolutionary change

The dilemma confronting managers and organizations 
is clear. In the short run they must constantly increase 
the fit or alignment of strategy, structure and culture. 
This is the world of evolutionary change. But this 
is not enough for sustained success. In the long 
run, managers may be required to destroy the very 
alignment that has made their organizations successful. 
For managers, this means operating part of the time in 
a world characterized by periods of relative stability 
and incremental innovation, and part of the time in a 
world characterized by revolutionary change. These 
contrasting managerial demands require that managers 
periodically destroy what has been created in order 
to reconstruct a new organization better suited for the 
next wave of competition or technology.

Ambidextrous organizations are needed if the 
success paradox is to be overcome. The ability 
to simultaneously pursue both incremental and 
discontinuous innovation and change results from 
hosting multiple contradictory structures, processes 
and cultures within the same firm. There are good 
examples of companies and managers who have 
succeeded in balancing these tensions. To illustrate 
more concretely how firms can do this, consider three 
successful ambidextrous organizations, Hewlett-
Packard, Johnson & Johnson and ABB (Asea Brown 
Boveri). Each of these has been able to compete 
in mature market segments through incremental 
innovation and in emerging markets and technologies 
through discontinuous innovation. Each has been 
successful at winning by engaging in both evolutionary 
and revolutionary change.

At one level they are very different companies. HP 
competes in markets like instruments, computers and 
networks. J&J is in consumer products, pharmaceuticals 
and professional medical products ranging from 
sutures to endoscopic surgical equipment. ABB sells 
power plants, electrical transmission equipment, 
transportation systems and environmental controls. Yet 
each of them has been able to periodically renew itself 
and to produce streams of innovation. HP has gone 
from an instrument company to a minicomputer firm 
to a personal computer and network company. J&J has 
moved from consumer products to pharmaceuticals. 
ABB transformed itself from a slow heavy engineering 
company based primarily in Sweden and Switzerland 
to an aggressive global competitor with major 
investments in Eastern Europe and the Far East. In 
spite of their differences, each has been ambidextrous 
in similar ways.

Organizational architectures
Although the combined size of these three companies 
represents over 350,000 employees, each has found 
a common way to remain small by emphasizing 
autonomous groups. For instance, J&J has over 165 
separate operating companies that scramble relentlessly 
for new products and markets. ABB relies on over 
5000 profit centres with an average of 50 people in 
each. These centres operate like small businesses. HP 
has over 50 separate divisions and a policy of splitting 
divisions whenever a unit gets larger than a thousand 
or so people. The logic in these organizations is to keep 
units small and autonomous so that employees feel a 
sense of ownership and are responsible for their own 
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results. This encourages a culture of autonomy and 
risk taking that could not exist in a large, centralized 
organization. In the words of Ralph Larsen, CEO of 
J&J, this approach ‘provides a sense of ownership and 
responsibility for a business you simply cannot get any 
other way’.

But the reliance on small, autonomous units is 
not gained at the expense of firm size or speed in 
execution. These companies also retain the benefits 
of size, especially in marketing and manufacturing. 
ABB continually re-evaluates where it locates its 
worldwide manufacturing sites. J&J uses its brand 
name and marketing might to leverage new products 
and technologies. HP uses its relationships with retailers 
developed from its printer business to market and 
distribute its new personal computer line. But these 
firms accomplish this without the top-heavy staffs 
found at other firms. Barnevik reduced ABB’s hierarchy 
to four levels and a headquarters staff of 150, and 
purposely keeps the structure fluid. At J&J headquarters, 
there are roughly a thousand people, but no strategic 
planning is done by corporate. The role of the centre 
is to set the vision and review the performance of the 
165 operating companies. At HP, the former CEO, 
John Young, recognized in the early 1990s that the 
more centralized structure that HP had adopted in the 
1980s to coordinate their minicomputer business had 
resulted in a suffocating bureaucracy that was no longer 
appropriate. He wiped it out, flattening the hierarchy 
and dramatically reducing the role of the centre.

In these companies, size is used to leverage 
economies of scale and scope, not to become a 
checker and controller that slows the organization 
down. The focus is on keeping decisions as close to 
the customer or the technology as possible. The role 
of headquarters is to facilitate operations and make 
them go faster and better. Staff have only the expertise 
that the field wants and needs. Reward systems are 
designed to be appropriate to the nature of the business 
unit and emphasize results and risk taking. Barnevik 
characterizes this as his 7-3 formula; better to make 
decisions quickly and be right seven out of ten times 
than waste time trying to find a perfect solution. At 
J&J this is expressed as a tolerance for certain types 
of failure; a tolerance that extends to congratulating 
managers who take informed risks, even if they fail. 
There is a delicate balance among size, autonomy, 
teamwork and speed which these ambidextrous 
organizations are able to engineer. An important 
part of the solution is massive decentralization of 
decision making, but with consistency attained through 
individual accountability, information sharing and 

strong financial control. But why doesn’t this result 
in fragmentation and a loss of synergy? The answer is 
found in the use of social control.

Multiple cultures
A second commonality across these firms is 
their reliance on strong social controls. They are 
simultaneously tight and loose. They are tight in that 
the corporate culture in each is broadly shared and 
emphasizes norms critical for innovation such as 
openness, autonomy, initiative and risk taking. The 
culture is loose in that the manner in which these 
common values are expressed varies according to the 
type of innovation required. At HP, managers value 
the openness and consensus needed to develop new 
technologies. Yet, when implementation is critical, 
managers recognize that this consensus can be fatal. 
One senior manager in charge of bringing out a new 
workstation prominently posted a sign saying, ‘This is 
not a democracy.’ At J&J, the emphasis on autonomy 
allows managers to routinely go against the wishes of 
senior management, sometimes with big successes and 
sometimes with failures. Yet, in the changing hospital 
supply sector of their business, managers recognized 
that the cherished J&J autonomy was stopping these 
companies from coordinating the service demanded 
by their hospital customers. So, in this part of J&J, a 
decision was made to take away some of the autonomy 
and centralize services. CEO Larsen refers to this as 
J&J companies having common standards but unique 
personalities.

A common overall culture is the glue that holds 
these companies together. The key in these firms is a 
reliance on a strong, widely shared corporate culture 
to promote integration across the company and to 
encourage identification and sharing of information and 
resources – something that would never occur without 
shared values. The culture also provides consistency 
and promotes trust and predictability. Whether it is the 
Credo at J&J, the HP Way, or ABB’s Policy Bible, these 
norms and values provide the glue that keeps these 
organizations together. Yet, at the same time, individual 
units entertain widely varying subcultures appropriate 
to their particular businesses. For example, although the 
HP Way is visible in all HP units worldwide, there are 
distinct differences between the new video server unit 
and an old line instrument division. What constitutes 
risk taking at a mature division is different than the risk 
taking emphasized at a unit struggling with a brand new 
technology. At J&J, the Credo’s emphasis on customers 
and employees can be seen as easily in the Philippines 

65856_ch08_ptg01_399-447.indd   443 07/02/20   8:57 PM



444  SECTion iii Strategy ProceSS

as in corporate headquarters in New Brunswick, New 
Jersey. But the operating culture in the Tylenol division 
is distinctly more conservative than the culture in a new 
medical products company.

This tight–loose aspect of the culture is crucial 
for ambidextrous organizations. It is supported by a 
common vision and by supportive leaders who both 
encourage the culture and know enough to allow 
appropriate variations to occur across business units. 
These companies promote both local autonomy 
and risk taking and ensure local responsibility and 
accountability through strong, consistent financial 
control systems. Managers aren’t second-guessed 
by headquarters. Strategy flows from the bottom up. 
Thus, at HP the $7 billion printer business emerged 
not because of strategic foresight and planning at HP’s 
headquarters, but rather due to the entrepreneurial flair 
of a small group of managers who had the freedom to 
pursue what was believed to be a small market. The 
same approach allows J&J and ABB to enter small 
niche markets or develop unproven technologies 
without the burdens of a centralized bureaucratic 
control system. On the other hand, in return for 
the autonomy they are granted, there are strong 
expectations of performance. Managers who don’t 
deliver are replaced.

Ambidextrous managers
Managing units that pursue widely different strategies 
and that have varied structures and cultures is a 
juggling act not all managers are comfortable with. 
At ABB, this role is described as ‘preaching and 
persuading’. At HP, managers are low-key, modest, 
team players who have learned how to manage this 
tension over their long tenures with the company. At 
HP, they also lead by persuasion. ‘As CEO my job is 
to encourage people to work together, to experiment, 
to try things, but I can’t order them to do it’, says Lew 
Platt. Larsen at J&J echoes this theme, emphasizing 
the need for lower level managers to come up with 
solutions and encouraging reasonable failures. Larsen 
claims that the role is one of a symphony conductor 
rather than a general.

One of the explanations for this special ability 
is the relatively long tenure managers have in these 
organizations and the continual reinforcement of the 
social control system. Often, these leaders are low-
keyed but embody the culture and act as visible symbols 
of it. As a group the senior team continually reinforces 
the core values of autonomy, teamwork, initiative, 

accountability and innovation. They ensure that the 
organization avoids becoming arrogant and remains 
willing to learn from its competitors. Observers of all 
three of these companies have commented on their 
modesty or humility in constantly striving to renew 
themselves. Rather than becoming complacent, these 
organizations are guided by leaders who venerate the 
past but are willing to change continuously to meet the 
future.

The bottom line is that ambidextrous organizations 
learn by the same mechanism that sometimes kills 
successful firms: variation, selection and retention. 
They promote variation through strong efforts to 
decentralize, to eliminate bureaucracy, to encourage 
individual autonomy and accountability, and to 
experiment and take risks. This promotes wide 
variations in products, technologies and markets. It 
is what allows the managers of an old HP instrument 
division to push their technology and establish a 
new division dedicated to video servers. These firms 
also select ‘winners’ in markets and technologies 
by staying close to their customers, by being quick 
to respond to market signals, and by having clear 
mechanisms to ‘kill’ products and projects. This 
selection process allowed the development of 
computer printers at HP to move from a venture 
that was begun without formal approval to the point 
where it now accounts for almost 40 per cent of HP’s 
profits. Finally, technologies, products, markets, and 
even senior managers are retained by the market, 
not by a remote, inwardly focused central staff many 
hierarchical levels removed from real customers. 
The corporate vision provides the compass by which 
senior managers can make decisions about which of 
the many alternative businesses and technologies to 
invest in, but the market is the ultimate arbiter of the 
winners and losers. Just as success or failure in the 
marketplace is Darwinian, so too is the method by 
which ambidextrous organizations learn. They have 
figured out how to harness this power within their 
companies and organize and manage accordingly.

Summary

Managers must be prepared to cannibalize their own 
business at times of industry transitions. While this 
is easy in concept, these organizational transitions 
are quite difficult in practice. Success brings with 
it inertia and dynamic conservatism. Four hundred 
years ago, Niccolo Machiavelli noted, ‘There is 
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no more delicate matter to take in hand, nor more 
dangerous to conduct, nor more doubtful in its 
success, than to be a leader in the introduction of 
changes. For he who innovates will have for enemies 
all those who are well off under the old order of 
things, and only lukewarm supporters in those who 
might be better off under the new.’

While there are clear benefits to proactive change, 
only a small minority of far-sighted firms initiate 
discontinuous change before a performance decline. 
Part of this stems from the risks of proactive change. 

One reason for RCA’s failure to compete in the solid-
state market or for SSIH’s inability to compete in quartz 
movements came from the divisive internal disputes 
over the risks of sacrificing a certain revenue stream 
from vacuum tubes and mechanical watches for the 
uncertain profits from transistors and quartz watches. 
However, great managers are willing to take this step. 
Andy Grove of Intel puts it succinctly, ‘There is at least 
one point in the history of any company when you have 
to change dramatically to rise to the next performance 
level. Miss the moment and you start to decline.’
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9 Strategic innovation

There is nothing more difficult to take in hand, more perilous to 
conduct, or more uncertain in its success, than to take the lead in 
the introduction of a new order of things. Because the innovator has 
for enemies all those who have done well under the old conditions, 
and lukewarm defenders in those who may do well under the new.
Niccolo Machiavelli (1469–1527); Florentine statesman and political philosopher

introduction

I n Chapter 8, the magnitude and pace of strategic change in aligning the business 
model and organizational system to the external environment have been addressed. 

The distinction has been made between operational change that aims at maintaining the 
current business model and organizational system, and strategic changes that are directed 
at aligning them with the firm’s environment. Strategizing managers are particularly 
concerned with business model changes, as this affects the way the company creates value 
and competes in the business environment (see also Chapter 4).

Changing a firm’s business model to defend or create a sustainable advantage over the 
competition is referred to as strategic innovation. It relates to all technologies, resources, 
activities and processes by which new ideas are generated and converted into products 
and services that increase satisfaction of current customers and attract new customers. 
Strategists innovate to strengthen the firm’s competitive position, a process that is both 
necessary and unending due to the dynamics of the competitive game. Hence this chapter 
deals with the enduring, and arguably the most challenging, topic for strategizing managers 
of strategic innovation.

Although a large and increasing number of studies address the topic of strategic 
innovation, definitions either differ widely or remain implicit. In this chapter, strategic 
innovation is defined as renewing the firm’s business model to create or sustain a 
competitive advantage (Amit and Zott, 2001, 2012). Ultimately, strategic innovation aims 
to achieve a successful long-term corporate life.

the iSSue of Strategic renewal

The idea of eternal life has always appealed to people in many parts of the world, 
including Europe, China and India. For centuries, people have been searching for the 
golden formula of an elixir that would provide eternal life and eternal youth. Indeed, it is a 
fascinating thought that by just consuming a drink, even if it would only work at a defined 
moment, in a specific place and from a certain cup, we would live forever. Because the 
idea is so appealing, there have been blooming markets of supply – the alchemists – and  
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demand – usually rich and powerful people. It is unlikely that an elixir of life has even been 
found efficacious; however, we are quite sure that people have died after consuming an 
acclaimed elixir. The British historian Joseph Needham (Needham et al., 1976) compiled 
a list of Chinese emperors whose death was likely caused due to elixir poisoning. Chinese 
interest in alchemy and the elixir of life vanished with the rise of Buddhism, which claimed 
to have alternative avenues to eternity.

Although the health industry is working hard on lengthening human life through 
research and technological innovations, eternal life is most likely not achievable. For 
organizations the situation is different, but not in the sense that they can exist forever, but 
organizations have the ability to stay young and vital for hundreds of years. In a study, 
initiated by Royal Dutch Shell, on large companies older than 100 years and important 
in their industry, De Geus (1997) found 40 large and dominant companies over 100 years 
old. The oldest company that De Geus and his team found was the Swedish paper, pulp 
and chemical manufacturer Stora (that in 1998 merged with the Finnish company Enso to 
form the new entity Stora Enso), which started as a copper mine in central Sweden over 
700 years ago. As second-oldest company, De Geus nominated the Japanese Sumitomo 
with origins in a copper casting shop founded by Riemon Soga in the year 1590. 
Furthermore, De Geus estimated the average life expectancy of multinational Fortune 500 
corporations between 40 and 50 years, and speculated that the natural average lifespan of 
a corporation could be as long as two or three centuries. So firms can potentially become 
much older than humans, yet the average age of companies turns out to be much lower. 
The question is thus, why is it so difficult to renew the company?

Characteristics of strategic innovation
Strategic renewal processes are arguably the most complex processes to bring to 
a successful ending, the main reason being that strategic innovation consists of four 
different processes that are already challenging on their own and therefore extremely 
demanding in combination. The following paragraph discusses the constituting elements 
of strategic innovation: creating, entrepreneuring, changing and investing processes (see 
Figure 9.1).

Strategic innovation as a creating process. In strategic renewal processes, strategizing 
managers must be aware of the unfolding opportunities and threats in the environment, and 
the evolving strengths and weaknesses of the organization. They must be able to constantly 
re-evaluate their views and generate a new understanding of the competitive situation, often 
against the company’s dominant logic. For strategists a fundamental question in renewal 
processes is how to avoid getting stuck with an outdated cognitive map (see also Chapter 2). 
How can they avoid the danger of building up a flawed picture of their industry, their markets 
and themselves?

While creative thinking is imperative for generating a new understanding of the current 
situation, it is at the essence of developing a new business model. Creativity is in every 
human being, albeit at different levels as not everyone is equally talented and lives a life 
that pushes their creative talent to the limit. Everyone can learn to paint, but few will find 
their paintings displayed in a museum. Likewise the level of creativity that business model 
innovation requires is quite scarce. Moreover, creativity appears in a variety of modes. 
While artists have the freedom to choose any kind of material, form and subject with no 
imposed time constraints, architects are bound by available space, functionality, budget 
and time. Being engaged in strategic renewal, strategists are like architects, working in 
a context of ‘bounded creativity’. Constrained by, for example, lead time and resource 
availability, the context of strategic renewal processes is usually framed by more or less 
articulated input and output criteria.
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Strategic innovation as an entrepreneurial process. Each year, thousands of 
individuals start a new business, expecting to have identified an opportunity that can be 
exploited. The backgrounds and basic ideas of these entrepreneurs differ widely: some 
entrepreneurs may have just graduated, others hold many years of experience in an 
industry they know well, some build their newly established company on the basis of a 
new technology, while others start serving a group of customers that has been overlooked. 
With all the differences, entrepreneurs share the aim to change the environment and take a 
personal risk in starting their own business as the vehicle for their dreams. Many, but not 
all, entrepreneurs succeed and some of their businesses grow large as a family company or 
public firm. The importance of entrepreneurial activity is widely recognized as the driving 
force of creating new industries and renewing existing ones.

Not everyone with entrepreneurial capabilities likes to take the risks, nor the personal 
consequences that come with starting a business, however. Many prefer a less risky life and 
start working with an established firm. These people are entrepreneurial but not entrepreneurs, 
and their entrepreneurial capabilities become a company resource for entrepreneurial 
initiatives. Entrepreneurial people do not own the company, but they do take ownership over 
the firm’s future. This phenomenon has become known as corporate entrepreneurship.

Established companies make use of entrepreneurial managers for various strategic activities, 
such as finding new markets for existing products and services, applying new technologies in 
current markets and setting up new businesses. Entrepreneurial managers realize in established 
companies what entrepreneurs achieve on their own account: finding growth opportunities. 
Unique for corporate entrepreneurs, however, is that they often also have to change the 
company’s internal conditions, along with finding avenues for strategic innovation.

Strategic innovation as a change process. Along with changing the company’s 
business model, one or more elements of the company’s organizational system (Figure 9.2,  
see also Chapter 8) also need to be adjusted. The term ‘organizational system’ refers to 
how the individuals in the firm have been configured and relate to one another, with the 

Strategic Reasoning Strategic Visioning

Strategic Alignment Strategic Venturing

Changing Investing

Strategizing Entrepreneuring

Strategic Renewal

figure 9.1 Strategic innovation
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intention of facilitating the business model. The organizational structure divides tasks and 
responsibilities among the organizational members, by forming different functions and 
units. The organizational processes link individual members to each other and coordinate 
their separate tasks into an integrated whole. Furthermore, firms have organizational 
cultures and subcultures, as organizational members interact with one another and build up 
joint beliefs, values and norms.
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figure 9.2 General view of the business model and the organizational system

Some strategic innovation processes require organizational restructuring, for 
example when new products combine resources that are located in separate units. Also, 
organizational processes may need to be redesigned, for example as a result of new product 
offerings. And finally, a change of the firm’s culture may be needed to enable strategists 
renewing the business model, for example when different units are not inclined to share 
ideas. Strategic change has been discussed at length in Chapter 8.

Strategic innovation as an investing process. Strategic innovation requires resources, 
such as money, time and management capabilities, and can therefore be considered an 
investment into the company’s future. As with all investments, strategic innovation requires 
a positive return on invested resources. Investments in strategic innovation compete with 
other investment categories, such as mergers, acquisitions and entering new countries. 
Consequently, companies engage in decision-making routines to decide whether or not to 
allocate scarce resources for proposed strategic innovation projects.

Generally, investments that promise to generate returns in the long term are riskier than 
short-term options and therefore harder to take. The same applies to innovation options. 
In addition, investing in an enhanced long-term competitive position involves more 
uncertainty about the expected effects as the company environment changes along the 
way. So, investing in strategic innovation becomes both riskier and more uncertain as the 
results are to be expected over a longer term.

Managers with the responsibility for innovation processes cannot afford to develop 
ideas only. They must think of the entire process, from generating ideas and managing 
the renewal process up to successfully implementing innovations. Managers must ask 
themselves upfront how the entire process of strategic innovation should be managed to 
renew their organizations. Who should be involved, what activities need to be undertaken 
and to what extent can the results be described in advance? For strategizing managers, 
strategic innovation encompasses the entire process to arrive at the best possible position 
to achieve a positive return on the innovation investment.
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In sum, strategic innovation is complex for strategizing managers as it combines four 
processes that separately are, in themselves, challenging to bring to a successful ending: 
creating, entrepreneuring, changing and investing processes. Strategic innovation is 
equally challenging for management scholars, as the topic crosses and combines several 
academic disciplines such as Organizational Behaviour, Technology Management, 
Marketing, Finance and of course Strategy. The multi-disciplinary character of the topic 
thwarts researchers in understanding strategic innovation in full, with diverse academic 
contributions as an understandable result. The diverse research findings point to a number 
of factors that further complicate strategic innovation.

Inhibitors of strategic innovation
As described above, strategic innovation is a complex and difficult process to manage. 
Although companies may potentially exist for over a century, there are good reasons why only 
a few companies succeed in surviving for such an extensive period. Some obvious reasons 
include bad management and unfortunate consequences of wars and natural disasters. But 
even in the absence of such occasions, strategic renewal is hard to accomplish as strategists 
face several inhibitors of strategic renewal. The following paragraphs discuss such inhibitors 
of strategic renewal: the effects of innovation results, inertia and bias, and feedback.

Effects of innovation results. The advantage of start-up innovators is a blank 
cognitive map, as there have not been past innovation successes and failures that influence 
perceptions on the viability of innovation options. Over time, however, the innovator 
collects experiences of past projects, both positive and negative. Successes stimulate going 
forward on this path, while disappointing results lead to reconsidering the choices that 
have been made. The results influence future innovating behaviour and strategic choices. 
Innovators continue on routes that lead to success, while changing direction when results 
prove disappointing. Radical innovations that have paid off in terms of strengthened 
competitive position stimulate strategists to replicate bold innovative moves, while 
disappointing results urge strategists to rethink the choices that have been made. The same 
applies to incremental improvement successes leading to continued gradual innovation, 
while disappointing effects on the company’s competitive position prompt for evaluating 
innovation policies.

Established companies do not have the advantage of blank cognitive maps. When 
considering innovation options, past experiences influence how alternatives are valued and 
evaluated. Strategists become reluctant to explore alternatives that had been tried before 
with disappointing pay-offs. They have learned what works and what doesn’t; as a result, 
they develop perceptions and opinions on the viability of certain options. Past experiences 
lead to following the proven innovation routines in which they become increasingly more 
effective – a phenomenon that has been commonly termed path dependency (Nelson 
and Winter, 1982). In other words, positive results of certain innovation routines lead to 
replicating these routines and building up relevant innovation process competencies. Such 
competencies lead to increased chances of success, and ultimately come to define the way 
the company innovates.

As the organization develops innovation routines and institutionalizes successful 
practices, the chances of inertia magnify. The organization increasingly comes to rely on 
patterns of actions it has had sustainable success with in the past (Hannan and Freeman, 
1984; Tripsas and Gavetti, 2000), thus becoming less likely to change course (Kelly and 
Amburgey, 1991). As the organization becomes older, it tends to select innovation routines 
that have proved to be fruitful (Rahmandad, 2008). Successes lead to bias in evaluating 
innovation options and outcomes, inertia builds up over time, and the organization loses 
the ability to value different innovation patterns.
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The effects of inertia and bias. Building up inertia and bias over time prohibits 
organizations from appreciating the potential of innovation options outside the dominant 
organizational logic and managers’ cognitive maps. As a consequence, successful 
innovations of competitors are hardly noticed, the importance of these innovations is not 
understood in full and the organization might miss a crucial industry development. For 
example, the US retailer Sears Roebuck has missed the advent of discount retailers and 
home centres (Christensen, 1997, 2011, Reading 9.2).

The effects of inertia and bias apply to all innovation routines. Organizations that 
continuously improve the current business model have a high chance of missing a 
breakthrough technology, such as Kodak missing the digital imaging revolution, or a 
revolutionary new business model, as the Sears Roebuck reading illustrates. In contrast, 
companies focusing on the ‘next big thing’, concentrating key resources on the new 
breakthrough innovation, build up a blind spot to the continuous improvements of 
competitors. As a result, they may well end up with products that are too expensive or 
which, when compared with alternatives, lack differentiation value. For example, by 
continuously improving products, Japanese electronics firms have come to dominate the 
market of television sets in the United States, the TV country par excellence.

The effects of feedback. When innovation results are satisfying according to higher 
level managers, strategists are not challenged to explore innovations that could be even more 
promising. Innovations are evaluated according to the current dominant logic and based on 
existing mental models (see also Chapter 2). As long as the results meet the criteria, there 
is no compelling reason to change course. The company’s absorption of innovations that 
are ‘good enough’ is reinforced when the full potential of different innovation options is 
not fully understood or valued.

Continuous feedback of the innovation portfolio complicates business model renewal 
processes, especially for innovations with a longer development time. During the 
innovation period, innovations with an extensive lead time are evaluated in multiple 
intermediate states. Since in each state disappointing progress might be noted, innovations 
with a long lead time are vulnerable to being discontinued. For example, promising 
process improvement initiatives can prematurely be abandoned (Repenning and Sterman, 
2002), and product development capability can be compromised by reduced investments 
in concept design activities (Repenning, 2001). The effect of intermediate evaluations is 
that innovation projects with a relatively short duration, delivering immediate pay-offs, 
become dominant (Rahmandad, 2008). Process improvements in manufacturing pay off 
relatively quickly, while it takes some time before the results of business development 
become visible.

Of course, strategizing managers do not merely focus on the immediate payback of 
innovations. The expected future value continues to be a significant factor while evaluating 
innovations with long lead times. The problem is, however, that in allocating resources 
priorities may change. For example, some resources may be needed in urgent innovation 
projects with immediate pay-offs and temporal budget cuts may eliminate long-term 
investments. If intermediate moments of evaluation become more frequent, innovations 
are, thus, more likely to be abandoned.

The key to bringing long-term investment projects to a successful end is to define 
milestones with clearly described mid-term targets. However, the end state of long-term 
innovations can usually not be clearly envisioned, making intermediate states difficult 
to define. In sum, investment projects with long lead times have the highest chance of 
being abandoned along the way, especially when intermediate feedback occurs more 
frequently.

The combination of four challenging processes – creating, entrepreneuring, changing 
and investing – in conjunction with the three main inhibitors may well explain why most 

65856_ch09_ptg01_448-514.indd   453 07/02/20   8:29 PM



454  Section iii StrategY ProceSS

companies are unable to approach a century-enduring corporate life, which De Geus’ 
study has proven to be possible. The question is, thus, how can strategizing managers 
extend corporate life? Is there a magic formula for sustained youth, a corporate elixir 
from magicians in academia or consulting? While this cannot be fully excluded, a much 
more likely answer is that companies should master the ability to renew themselves. This 
would indicate that strategic renewal is the key strategic issue for a company’s long-term 
success.

Business model renewal
Strategizing managers striving for long-term success are well aware that many 
factors may change the competitive arena. Although strategists cannot predict the 
future, they know that it will differ from today. Customer needs, competitor’s actions 
and technological advancements are among the many elements that may create a 
future misfit between the current business model and the company’s environment. In 
order to prepare for a competitive future that is yet unknown, strategizing managers 
need to renew several elements of the business model. Not only current products 
and services are to be improved; to create future demands new products and services 
must also be developed. Strategists are not only reacting to changes, they can also 
initiate changes by innovating activities, effectively creating an environmental 
misfit for competitors.

As strategic innovation is defined as renewing the business model that creates 
a competitive advantage, the term business model renewal needs to be introduced. 
Strategists can renew each element of the company’s business model. A business 
model is the configuration of resources (inputs), activities (throughput) and product/
service offerings (output) intended to create value for customers – it is the way a firm 
conducts its business (see Chapter 4). The first element in a successful business model 
(product offering) is a superior ‘value proposition’. A firm must be able to supply 
a product or service that has a superior mix of attributes (e.g. price, availability, 
reliability, technical specifications, image, colour, taste, ease of use, etc.). The second 
element (value chain) is the ability to actually develop and supply the superior 
product offering. It needs to have the capability to perform the necessary value-adding 
activities in an effective and efficient manner. These value-adding activities, such as 
R&D, production, logistics, marketing and sales, are jointly referred to as a firm’s 
value chain. The third element of a business model (resource base) consists of the 
resources required to perform the value-adding activities. Resources such as data, 
know-how, patents, facilities, money, brands and relationships make up the stock of 
assets that can be employed to create the product offering. If these firm-specific assets 
are distinctive and useful, they can form the basis of a superior value proposition. 
Strategizing managers can choose between outside-in renewal, inside-out renewal and 
value chain renewal (see Figure 9.3).

Outside-in renewal. Strategizing managers can renew their value proposition to 
customers by increasing the perceived product and service value, and by lowering prices. 
Reliability, for example, is highly valued by customers in most industries. By continuously 
improving the reliability of its products, the Korean car maker Hyundai has become known 
as a company offering high-quality yet affordable products. Another case of outside-in 
renewal, usually coined marketing innovation or product offering renewal, has to do with 
the creation of new markets or market segments with existing products. For example, 
Unilever created new market demand by offering instant soup to the corporate market and 
by repositioning ice cream to increase adult consumption.
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Inside-out renewal. By renewing the company’s resource base, new products and 
services can be created and existing ones can be improved. New technologies are often the 
prime starting point for inside-out renewal. For example, companies like Philips (medical 
technology, lighting and household appliances), Merck (pharmaceuticals) and Toyota 
(motorized vehicles) invest heavily in technological research and development. The know-
how and patents add to the firm’s resource base, and from there new technologies will 
create and improve new products and services. Other resources can also be renewed. For 
example, brands can be renewed by an intensive marketing campaign, and a firm’s human 
resources by training.

Value chain renewal. Along with renewing the firm’s value proposition or resource 
base, strategists can renew some, or even all, elements of the value chain. For example, 
IKEA has become the world’s largest furniture retailer by redesigning the end-to-end value 
chain, from standardizing production processes to developing flat pack designs and lowering 
transportation costs. The value chain innovation of Amazon has prompted competitors and 
firms in other industries to rethink and renew their chain of value-adding activities.

the Paradox of exPloitation and 
exPloration

If you realize that all things change, there is nothing you will try to hold on to. 
If you are not afraid of dying there is nothing you cannot achieve.
Lao Tsu (6th century BC); Chinese philosopher and author

Many management theorists have addressed the tension between exploitation and 
exploration (Benner and Tushman, 2003, Reading 9.3; Gupta et al., 2006; March, 1991; 
Raisch et al., 2009; Tushman and O’Reilly, 1996; Zott and Amit, 2013). The question 
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being addressed is whether the company should renew itself by improving the current 
organization (exploitation) or by radically rejuvenating the organization through disrupting 
technologies and processes (exploration). On the one hand, strategizing managers realize 
that ongoing improvement of products and services will increase customer satisfaction 
and therefore strengthen the company’s competitive position. When ongoing improvement 
becomes an organizational routine, the company becomes better and faster, which would, 
in the long run, wear out competitors. On the other hand, they recognize the effects of 
changing the competitive rules with radically new products, technologies and novel ways 
of organizing the company. Rule changers leave competitors in the awkward position of 
catching up with their rules; a feat at which they often fail.

Researchers agree that companies need both exploitative and explorative processes 
(March, 1991). The problem is, however, that these renewal processes are each other’s 
opposites and are at least partially contradictory. Improving the current business model 
starts with defining how the company can become more efficient and effective. Customers 
are asked how the current products and services may become even better than they are 
today, and what changes would meet their demands even more; employees are invited 
to come up with ideas on how to streamline production and distribution processes, and 
how to adapt the sales organization to increase effectiveness. On the basis of these data, 
the business model is incrementally improved and becomes more efficient and effective. 
The point of departure for radically rejuvenating firms, on the other hand, is not a list of 
today’s possible improvements, but an imagined future of a different industry. It does not 
start with asking customers what they need, because customers generally do not know if 
they need something that does not exist yet. The starting point is either a new technology 
or a radically new idea of how future customers may be served. From this vision, new 
products, services and business models are being developed, and new customer needs 
are shaped. Customers need to adapt to the firm’s great new offerings, not the other way 
around. The company shapes the future; it doesn’t build on the present situation.

Both renewal processes have value; however, the problem is that processes to improve 
current products, services and technologies are very different and often even opposite to 
processes to explore breakthrough innovations. It requires a different mindset, different 
people, different processes and a different time horizon. Even the criteria of measuring 
success differ. Renewal processes aimed at improving current products and services can be 
measured in terms of realized client value (lower price and higher quality). The success of 
radical renewal with disrupting technologies and new processes is measured by the extent 
to which a new industry is created or new customer value is realized. The resulting tension 
between exploitation and exploration will be explored in the following sections.

The demand for sustained renewal
Sustained renewal refers to the process of permanently improving products and services 
to strengthen the company’s competitive position. It is the never-ending quest for raising 
quality standards and increasing efficiency, achieving ever better and cheaper value 
propositions – including after-sales, marketing and sales. Each time a higher standard 
has been reached, the bar is raised to the next level. Quality standards include not only 
technologies, materials and other physical inputs into the renewal process, but also people 
– the human resources. People are also developed at ever higher levels.

Sustained renewal is based on factual information, such as customer feedback and 
market research, as well as on ideas from anyone within and outside of the firm. Anything 
that may bring the current products and services to a higher level is included in the 
renewal process. The higher level then becomes the new standard both for the company 
and for competitors and customers. A company needs to improve, even to maintain its 
current position, because without engaging in this permanent process of improvement,  
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the firm would lag behind competitors and eventually deteriorate. People do not want to 
read yesterday’s newspaper or buy outdated products, and therefore without sustained 
renewal there is no long-term future for a company.

Ideas for improvement arrive from different internal and external stakeholders. The areas 
of improvement can widely vary, yet these are usually based on the current understanding 
of the business the company is in and what kinds of products and services the company 
relates to the dominant logic (see also Chapter 2). Thinking within the boundaries of a 
shared paradigm is generally accepted and people tend to proceed accordingly – that is, 
they renew to sustain the current business model. The downside of a dominant logic is 
that it usually locks people into shared paradigms that have been tried and tested, and thus 
becomes immune to external signals that may not fit. This is where the need for disruptive 
renewal comes in.

The demand for disruptive renewal
Disruptive renewal refers to a process in which current competitive positions are 
challenged by introducing new technologies and business models. As described above, 
when improving products and services, a strategist defines each renewing activity on 
the basis of facts while following the dominant logic. However, when searching for an 
innovation that will disrupt the industry, a strategist needs to take leaps of imagination. 
Disruptive innovations do not follow from the facts, but need to be invented. They are 
not analysed into existence, but need to be generated if they are to be distinctive and 
rule-changing.

When generating disrupting solutions, creative thinking is not just important, it is the 
essence. In disrupting creative thinking, the strategist abandons the rules governing sound 
argumentation and draws a conclusion that is not justified based on prior arguments. In this 
way, the strategist generates a new understanding, but without objective proof that the new 
idea ‘makes sense’. Creative thinking takes liberty in following thinking rules. One idea 
might lead to another idea, without formal logic interfering. One variable might be linked 
to another, without a sound explanation of why a correlation is assumed. Creativity in effect 
creates a new understanding, with little attention paid to supporting evidence. Often logic is 
used afterwards to justify an idea that was actually generated by creative means.

Disruptive renewal does not follow from the dominant logic, but is the unexpected 
outcome that emerges when the dominant logic is challenged. Changing a shared paradigm 
requires strategists to imagine new ways of understanding the world that do not follow 
from current beliefs. Strategic thinkers need to be willing and able to break with orthodoxy 
and make leaps of imagination, to generate novel ways of looking at old problems.

The conclusion must be that sustained renewal and disruptive renewal are not only 
opposites, but they are partially incompatible as well. They are based on methods that are at 
odds with one another. Strategizing managers would probably love to exploit and explore 
at the same time, yet both require such a different mindset and range of cognitive skills that 
in practice it is very difficult to achieve both simultaneously (Benner and Tushman, 2003, 
Reading 9.3; March, 1991). The demand for sustained renewal and disruptive renewal 
is not only contradictory for each individual but also within teams, departments and the 
overall firm. While strategizing groups would like to be fully capable of both exploiting 
and exploring, finding ways of incorporating both into a workable renewal process is 
extremely challenging. Conflicting styles often lead to mutual misunderstanding and 
conflicts among people. Therefore, a blend between the two is not that simple. It is for this 
reason that we speak of the ‘paradox of exploitation and exploration’ – the two demands 
on innovating managers seem to be contradictory, yet both are required at the same time. 
Inspired by Christensen (1997, 2011, Reading 9.2 in this chapter), this can be called the 
innovator’s paradox.
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3M: in Search of renewal
If one organization can be said to represent 20th 
century innovations and technological breakthroughs 
it would be 3M. The Minnesota Mining and 
Manufacturing Company managed to conquer the 
world with hits like cellotape and Post-it notes and 
has become famous for its innovative corporate 
culture.

The Minnesota Mining and Manufacturing 
Company was founded in 1902 by five entrepreneurs 
with the initial objective to mine and market a 
relatively rare mineral known as corundum to be 
sold as an abrasive. When the Crystal Bay mine 
proved to contain insufficient amounts of minerals, 
the founders’ changed their focus. They had noted 
customers’ great need for better processing materials, 
thus they developed high-quality sandpaper that 
caused less dust than the hitherto conventional 
abrasives. From there, 3M worked its way to become 
one of the most successful companies.

3M did not start out as an innovation-centred 
company. The focal point in the first decades of 
success was CEO William McKnight, an engineer 
who stood at the base of the first 3M products. 
He defined 3M’s mission as: “Solving unsolved 
problems in innovative ways.” In 1948, he laid the 
management foundation for 3M’s innovative culture:

As our business grows, it becomes increasingly 
necessary to delegate responsibility and 
to encourage men and women to exercise 
their initiative. This requires considerable 
tolerance. Those men and women, to whom we 
delegate authority and responsibility, if they 
are good people, are going to want to do their 
jobs in their own way.

Mistakes will be made. But if a person is 
essentially right, the mistakes he or she 
makes are not as serious in the long run 
as the mistakes management will make if it 
undertakes to tell those in authority exactly 
how they must do their jobs.

Management that is destructively critical 
when mistakes are made kills initiative. And 
it’s essential that we have many people with 
initiative if we are to continue to grow.

3M employees gained independence and space to 
experiment and investigate. Staff were allowed to 
spend 15 per cent of their working time on self-
initiated projects; exploring became part of each 
employee’s job. An endless array of new products 
and variants thereof were developed. Examples of 
breakthrough innovations were cellotape, magnetic 
tape, and not to be forgotten: the Post-it note. By 
combining competences, 3M had entered different 
industries such as the pharmaceutical sector with 
new generation patches, and electronics where 3M 
materials allowed for higher resolution flat screens.

The eight divisions had the autonomy to develop 
new products within their sector and bring them 
to market. From 1914 to 1966 – when McKnight 
acted as CEO – the company’s sales exploded from 
US$264,000 to an astonishing US$1.15 billion. His 
internal successors continued this policy: renewal 
remained paramount and the bottom-up organization 
was sustained.

In the early 1990s, however, 3M seemed to have lost 
its grip on financial and intellectual resources. Costly 
investments in people and products failed to generate 
the desired results, while no new breakthrough 
product had been launched since the Post-it note in 
1980. Time to market for new products had been too 
lengthy, managers were insufficiently challenged, 
and the company that relied heavily on innovative 
initiatives had been characterized as reactive. At the 
end of the 1990s 3M missed focus and was sensitive 
to all kinds of fads and fashions. Shareholders were 
murmuring. It was time for change.

In early 2000, on the initiative of shareholders, 
outsider James McNerney was appointed CEO and 
welcomed an increased focus and an accelerated 
time to market of 3M’s products. Unlike his 
engineering predecessors, McNerney had a 
marketing background, and had previously worked 
under the leadership of General Electric’s CEO Jack 
Welch where he had gained credits in creating and 
transforming lean organizations. McNerney’s arrival 
at 3M was the start of a transformation process in 
search of hidden costs. In a short time period, he 
managed to bring focus to both the manufacturing 
and R&D departments. Focusing on the mindset 
of 3M employees, he imported the GE Six Sigma 
programme, a series of management techniques 
aimed at reducing production errors and increasing 

exhibit 9.1 Short caSe
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efficiency. And not without results: performance at 
3M improved significantly.

In parallel, McNerney took some – for 3M – 
unprecedented steps. He increased competition 
within the company, while existing plants and 
research laboratories were downsized and some 
activities were transferred to low-wage countries. 
The US workforce was reduced by 8000 employees 
– over 10 per cent of the total employment. Never 
before in the existence of the organization had worker 
job security at the Minnesota plants been threatened. 
These events had a negative impact on the open 
and innovative culture of 3M that had been built on 
the strong bond between company and employees. 
In addition, innovation focused only those R&D 
projects that promised the highest and safest return. 
The time from idea to product was shortened, which 
resulted in a rapidly expanded product portfolio. 
Sales increased by 10 per cent annually, delighting 
shareholders. In 2005, McNerney decided to leave 
the company and moved to Boeing.

George Buckley,  former  engineer  f rom 
Brunswick Company, was appointed CEO at 
the end of 2005 and he accelerated growth by 
acquisitions and the strengthening of new markets. 
After a detailed study of the firm he concluded 
that 3M was a highly scientific engineering and 
manufacturing company with conservative values, 
successfully participating in many niche markets. 
Success, he concluded, was related to collaboration 
within the company, and therefore sharing and 
transferring technologies across products and 
markets became a key ingredient of the company’s 
strategy. Buckley decided to restore the original 
3M innovative culture by rehabilitating the 15 per 
cent rule without restrictions for R&D operations. A 
technology-market architecture was set up in which 
nine technology platforms (such as adhesives and 
non-woven materials) were distinguished as the 
fundament for 3M’s core assets and interconnected 
with the various markets (such as aerospace and 
healthcare) in which 3M was active. This way the 
gap between research and customers was narrowed.

Expansion of the product portfolio had mainly 
been realized by Buckley’s choice for an acquisition 
strategy, focused on the booming sectors and 
emerging markets such as China and Brazil. In 
2006, 16 acquisitions were made – representing  
24 per cent of the company’s annual turnover – 
and more acquisitions followed. When Buckley 

retired in 2012, he had increased revenues by 40 per 
cent to US$29.6 billion in his CEO term, yet only  
3 per cent of the increase had resulted from internal 
organic growth.

While in 2004 still listed on the BCG Top 50 
most innovative companies, 3M had lost its spot 
when Inge Thuling, who joined 3M in 1979, took 
the helm as the new CEO in 2012. 3M was facing 
tough competition, increased environmental 
regulations and a versatile global market, while the 
firm’s strong financial performance was largely the 
result of past innovations. 3M seemed to have lost 
its innovation mojo. Inge Thulin was wondering 
how he could keep shareholders in check, while 
also rebuilding the innovation capability that had 
enabled 3M to grow into a world-famous giant in the 
first place. In his CEO letter, Thulin described his 
motto as “finding the balance between a microscope 
view focusing on the day-to-day challenges and a 
telescope view focusing on strengthening 3M for 
the future.” Thulin spun off underperforming and 
non-core business units, such as pharmaceutics, and 
gave 3M more focus. In his reign as 3M’s CEO, 
Thulin caused 3M to go from 40 divisions to 24. He 
managed to lead the company through a bruising 
global industrial downturn as well as slowdowns in 
East Asian markets.

When Thulin passed on the reins of the company to 
Michael Roman in 2018, he handed over a company 
at a crossroads. Slumping demand in China and weak 
sales in the automotive and electronics markets are 
putting increased pressure on the company. To ensure 
3M remains competitive, Thulin was appointed to 
Executive Chairman of the Board, a new position 
specifically created for him to assist Roman in 
developing long-term strategic initiatives for 3M. 
Both gentlemen are aware the company spends more 
than its competitors on R&D but has not had much to 
show for it in recent years. Future value comes from 
invention and innovation – even one single idea may 
shape the company’s future – while short-term value 
relates to operational excellence. How should Roman 
and Thulin glue the present to the future? They have 
one advantage over competitors: there is no shortage 
of cellotape and Post-it notes.

Co-authors: Jeroen van der Velden and Wester Wagenaar

Sources: www.3m.com; 3M Annual Report 2012–2018; Bloomberg, 
11 June 2007, 8 February 2012 and 22 July 2019; Star Tribune,  
28 July 2018.
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PerSPectiveS on Strategic innovation

Innovation opportunities do not come with the tempest but with the rustling of 
the breeze.
Peter Drucker (1909–2005); Austrian-American writer, management thinker and consultant

The demand for both sustained and disruptive renewal puts strategizing managers in the 
difficult position of having to determine how these two must be combined and balanced 
in a process of ongoing renewal. Sustained renewal is necessary to ensure ongoing 
improvement of the current business model – elevating current products and services to 
ever higher levels of customer satisfaction. Disruptive renewal is necessary to create new 
business models – forcing competitors to follow the new rules of the competitive game. 
The question is how strategizing managers go about the demands of renewing the company.

The strategic management literature comes up with a variety of answers to this question. 
Both among business practitioners and strategy researchers, views differ sharply about the 
best way of dealing with the paradox of exploitation and exploration. To gain insight into 
the major points of disagreement on the issue of strategic renewal, the two diametrically 
opposed perspectives will be outlined here.

At one end of the virtual continuum of views are the strategists who argue that strategic 
innovation must be achieved by ongoing renewal of the existing firm. Continuous 
improvement, although difficult to sustain, is at the heart of strategic innovation. This 
point of view will be referred to as the ‘strategic improvement perspective’. At the other 
end of the spectrum are the strategists who argue that real strategic innovations are radical 
departures from the current business model, disrupting the industry in which the firm is 
active. Minor improvements are not at the heart of strategic innovation, but are instead 
striving for a significant rejuvenation towards a next state. Disruptive renewal, although 
difficult to achieve, is at the heart of strategic innovation. This point of view will be 
referred to as the ‘radical rejuvenation perspective’.

The strategic improvement perspective
Proponents of the strategic improvement perspective advocate that companies 
should focus on improving their business model. The point of departure is the 
permanent battle between rivalling companies that fight for the same customer 
group. With customers having a choice between comparable products and 

services that may satisfy their needs, competitive success requires offering the best, 
cheapest and most novel value propositions. Improved products and services attract more 
customers, increase market share and generate more returns, and therefore are the key 
success factors in the competitive game.

The attitude that things can always be advanced is important for the strategic 
improvement perspective. Everyone within the firm should be driven by constructive 
dissatisfaction with the status quo. Furthermore, all employees within the firm should 
be committed to improving all elements of the business model. Company leaders are 
facilitative in the sustained renewal process; their main role is to coordinate several 
renewal initiatives. They must also be aware of the danger of the ‘success trap’: “sustained 
renewal often leads to early success, which in turn reinforces further renewal along the 
same trajectory” (Gupta et al., 2006).

Proponents of the strategic improvement perspective agree that game-changing 
innovations provide a significant competitive advantage for the innovator. They 
point out, however, that although the benefits of success can be considerable, it is 
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a risky route with a moderate chance of success at best. In order to increase the 
chance of a successful breakthrough innovation, the company must allocate the best 
resources, leaving ample capacity for engaging in continuous improvements that 
generate immediate competitive success. As the chance of breakthrough success is 
low, all innovation efforts may well be without results, while the company’s rivals 
have progressed to higher standards. The conclusion must be that radical innovation 
initiatives absorb the most precious resources for corporate renewal while, due to the 
high chance of failure, the most likely outcome is that the company loses competitive 
position, or worse gets kicked out of business by rivals (Imai, 1986; Schroeder, 
Linderman, Liedtke and Choo, 2008; Reading 9.1).

weber-StePhen ProductS: 
hot for grillS
In the 1940s, brick-made grills were the norm. 
Surrounded by low walls with a grill rack in the 
middle, these open-air grills were a staple of 
American life. Although hugely popular at the time, 
these types of grills are far from perfect. They cannot 
be moved, the grill rusts from constant exposure to 
the elements, bad weather extinguishes the fire and 
wind can cause ash to blow up and attach itself to 
food and the occasional piece of clothing.

This annoyed George Stephen Sr, who was 
working at Weber Brothers Metal Works in 
Chicago at the time. So much so that he tried to fix 
it. George went to his workplace, grabbed a metal 
half-sphere used to make marine buoys and turned 
it into a tight-fitting lid for his grill. In order to 
fuel the fire, a neighbour suggested poking holes 
in the kettle. The result was a dome-shaped grill 
that protects food from the elements, keeps the fire 
burning and all the while sealing in that distinct 
barbeque flavour. Thus the Weber grill was born, 
a charcoal kettle grill that would bring about a 
backyard revolution.

The invention caught fire among George 
Stephen’s friends. They raved on about his grill and 
the taste of the dishes his invention helped make. 
The kettle design also allows heat to circulate around 
the food evenly and this has a profound effect on the 
food. The enthusiastic responses made Stephen sell 
the first ever kettle grills in 1952 and soon did this 
under his own brand: Weber-Stephen Products. It 
did not take long before the spherical grill became 
the most popular grill in the United States and the 

majority of Americans gave their meat the kettle 
treat. The company is now the world’s largest grill 
manufacturer and holds about 35 per cent of the US 
grill market.

Weber-Stephen Products is continuously looking 
for ways to improve its grill offering. In the 1970s 
it started producing electric grills and kettles fitted 
with propane tanks. These did not sell like hotcakes, 
however, for the kettle shape was associated too 
much with charcoal grilling. Setting his sights 
on creating a better gas grill, Weber-Stephen 
launched the Genesis line. These rectangular gas-
based grills are fitted with triangular ‘Flavorizer’ 
cooking bars, designed to distribute heat more 
evenly, reduce flare-ups and mimic the sizzling of 
food on hot coals. The company kept improving its 
grill assortment, by introducing the Handle Light 
to illuminate the grilling surface and came up with 
built-in charcoal buckets for its coal-based grills. 
More compact grills were also designed for dense 
urban areas in order to better serve the South-East 
Asian market.

Resembling General Motors’ Chevy-to-Caddy 
product range, Weber-Stephen offers different priced 
grills. As consumers climb the income ladder, they 
can start off with the miniature Smokey Joe kettle 
for $30 and keep purchasing better, more expensive 
grills, such as the $2000 Genesis gas models. With 
a wide product range and continued improvement, 
Weber-Stephen aims to keep firing up audiences 
worldwide and let the grilling continue.

Co-author: Wester Wagenaar

Sources: weber.com; weberstephen.nl; Bloomberg, 27 June 2013; 
The Wall Street Journal, 21 May 2015.

exhibit 9.2 the Strategic iMProveMent PerSPective
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The radical rejuvenation perspective
According to proponents of the radical rejuvenation perspective, companies 
should focus on breakthrough innovations that change the rules of the 
competitive game rather than becoming better at playing by the current rules. 
Game-changing innovations provide innovators with a significant competitive 

advantage, forcing rivals to follow and play by their rules. The more radical the departure 
from the industry rules, the more difficult it will be for competitors to follow and the 
higher the benefits for the innovator are likely to be.

If a firm decides to use a breakthrough technology or a new business model to strengthen 
its competitive position vis-à-vis rivals, this requires some major changes in a short period 
of time, as such innovations to the business model are inherently disrupting. Creating 
novel products and developing a unique business formula require a sharp break with the 
past. Old ways must be discarded before new methods can be adopted. This is the essence 
of what Schumpeter (1950) referred to as the process of ‘creative destruction’, inherent in 
the capitalist system. This process is not orderly and protracted, but disruptive and intense. 
Therefore, it is argued, successful firms must learn to master the skill of radical innovation 
(e.g. D’Aveni, 1994; Hamel, 1996). Rapid implementation of system-wide change is an 
essential organizational capability.

In the radical rejuvenation perspective, strong company leadership is essential 
(Leifer, 2000). Breakthrough renewal is not only disrupting for rivals but also for the 
organization itself. The business model needs to be renewed, usually in conjunction with 
the organizational system. Such dramatic alterations can only be successful when a strong 
company leader is in the position to get things done. This is even more prominent as a 
disruptive renewal project usually takes extensive time to be developed from an idea into 
an actual product, which makes the continuity of the project vulnerable for feedback 
sessions along the way. It is crucial that the disruptive renewal project will be a success, 
because in the absence, there is the danger of the ‘failure trap’: “failure promotes the 
search for even newer ideas and thus more exploration” (Gupta et al., 2006).

Proponents of the radical rejuvenation perspective agree that improvements are useful 
to help companies defend and strengthen their competitive positions; however, they argue 
that it comes at a high price. Sustained improvement and allocating key company resources 
on projects that enhance existing products, services and technologies, come at the expense 
of strategically more effective game-changing innovations. Focusing on serving current 
customers with better propositions at lower costs leads to maximizing short-term return on 
innovation budgets, and diminishes the capacity to engage in breakthrough innovations to 
serve customers in the future. Indeed, many well-managed companies that continuously 
improve on the basis of customer needs fail exactly because they are well managed, a 
phenomena dubbed by Christensen (1997, 2011, Reading 9.2) as the Innovator’s Dilemma.

beyond Meat: SuPPlanting 
the Meat aiSle
Beyond Meat had a lot of rules to break. For its 
founder and CEO Ethan Brown, these were perfectly 
summed up by Bud Light’s 2013 NFL commercial 
poking fun at a quinoa burger – “What is that, a 
loofah?” In the general public’s opinion, plant-based 
burgers were all but appetizing. “What we’re going 

to war with,” Brown asserted, “is that perception 
that this is a product that doesn’t taste good, nobody 
knows what it is, and a man would never eat it.” 
Brown was well aware the success of its plant-based 
meat products depended on fundamentally changing 
people’s ideas about food. No small feat for a 
Californian start-up.

To create its patties, Beyond Meat runs plant 
matter through a system to emulate how animals 

exhibit 9.3 the radical rejuvenation PerSPective

65856_ch09_ptg01_448-514.indd   462 07/02/20   8:29 PM



chaPter 9 Strategic innovation  463

create muscle. Proteins from peas, mung beans 
and brown rice get braided with fat from coconut 
oil to recreate meat texture; beet and pomegranate 
create the meaty red colour and ‘blood’; and oil and 
potato starch provide juiciness and bite. The result? 
Scrumptious burgers that do not taste like a veggie 
burger but can properly fool a carnivore.

The stakes could not be higher: to combat climate 
change, veering away from meat is imperative. 
Methane emissions from livestock and fertilizer 
create as much greenhouse gas emissions as the 
world’s cars, trucks and airplanes combined, and 
despite devouring the vast majority of farmland, 
meat and dairy make up only 18 per cent of all food 
calories and about a third of all protein mankind 
consumes.

Brown realized this too. He had worked at a well-
paying fuel-cell company but felt more efficient 
cells fail to tackle environmental problems on a 
fundamental level. The planet’s ever-growing meat 
consumption seemed a better shot. Compared to 
a regular beef patty, Beyond Meat’s alternative 
requires 99 per cent less water, necessitates 93 per 
cent less land, emits 90 per cent fewer greenhouse 
gas emissions, and uses 46 per cent less energy.

A good product alone is insufficient to 
revolutionize an entire industry. To transform 
the grown meat-focused infrastructure and move 
towards a plant-based meat alternative, Allison 
Aronoff, Beyond Meat’s senior communications 
manager, argued that, “To get people to buy in long-
term that this isn’t just a fad, […] we really have 
to get people to buy into the fact that this is indeed 
meat. It’s just meat made from plants.”

Most importantly, Beyond Meat fought to gain 
placement in supermarkets’ meat aisles. When the 
company attempted this in 2012, its offers were 
refused outright. If Beyond Meat was to put its 
wares in supermarkets, went the message, it had to 
be put into the vegetarian and vegan section. Beyond 
Meat stuck to its principles – if not in the meat aisle, 
the brand wouldn’t be sold there.

In 2016, the tide turned when Whole Foods 
agreed to put Beyond Meat’s burger next to animal 
beef to find out how well it would do. It proved a 
walkaway success and Beyond Meat could hardly 
keep up with the demand. The other mainstream 
US grocers followed in their competitor’s footsteps. 
Soon even mainstream fast-food chain Carl’s Jr. 
began selling Beyond Meat patties, helping change 
the public’s perception of the plant-based burgers. 
After all, Aronoff argues, “They’re not a salad 
place.”

Beyond Meat now sells plant-based burger 
patties, sausages and minced beef in over 15,000 
restaurants, hotels, universities and grocers in the 
US, Canada and Europe. A factory in Zoeterwoude, 
the Netherlands, starts operating in early 2020 
and marks Beyond Meat’s first production facility 
outside the US. For the first quarter of 2019, Beyond 
Meat reported sales of US$40.2 million – up 215 
per cent from the same period in 2018. A promising 
start for meatless meat and a hopeful step towards 
saving our planet.

Co-author: Wester Wagenaar

Sources: www.beyondmeat.com; Bloomberg, 28 May 2019; CNN, 
9 June 2019; Fast Company, 15 May 2019; The Guardian, 21 
December 2018; NPR, 16 February 2017.

Managing the Paradox of exPloitation 
and exPloration

He that will not apply new remedies must expect new evils, for time is the 
greatest innovator.
Francis Bacon (1561–1626); English philosopher, statesman, scientist, jurist, orator and author

So how should managers go about renewing their organizations? Should strategizing 
managers focus on sustained renewal by ongoing improvement of their current business 
model? Or should they strive for disruptive renewal by focusing on radical, breakthrough 
innovations? There is no consensus within the field of strategic management on how 
to balance exploitation and exploration; however, a number of scholars have discussed 

65856_ch09_ptg01_448-514.indd   463 07/02/20   8:29 PM



464  Section iii StrategY ProceSS

different ways of dealing with the arguments put forward in the debate (see Table 9.1). 
Depending on the situation, strategizing managers can assess the arguments and develop 
their own way of dealing with the paradox.

While the general notion of strategy paradoxes and competing demands is often not – 
or not fully – embraced among scholars, it is one of the key research areas in innovation 
research. Initiated by March’s (1991) pioneering article, the paradox of exploitation 
and exploration has become highly influential in the fields of organizational learning 
and organizational behaviour, and currently also enjoys attention from many strategy 
researchers. As strategic innovation concerns the future of the company, it is at the core 
of what strategizing managers are actually doing. The question is thus, how can they best 
manage the paradox of exploitation and exploration? Taking the taxonomy in Chapter 1 
(Figure 1.9) the following options have been discussed in the literature.

table 9.1 Strategic improvement versus strategic rejuvenation perspective

Strategic improvement perspective Radical rejuvenation perspective

Emphasis on Exploitation over exploration Exploration over exploitation
Strategic innovation as Sustained improvements Disruptive rejuvenation
Innovation effects Undramatic and long-lasting Dramatic and short term
Innovation ideas come from All internal and external company 

stakeholders
Entrepreneurial company leaders

Innovation investments are Low-risk, small returns High-risk, high returns
Main reinforcement 
mechanism

Success trap Failure trap

Strategic renewal process Organic adaptation Creative destruction
View on the future Building the future Shaping the future
Lasting renewal requires Continuous learning Radical breakthrough series
Long-term renewal dynamics Persistent transient state Stable and unstable states 

alternate

Parallel processing
Parallel processing involves separating exploitation and exploration processes into 
different organizational units (differentiation), while integration takes place at a different – 
usually higher – organizational level. This option has been coined ‘spatial separation’ – an 
academic term still used by organization behaviour scholars. Organizations that employ 
both exploitation – for example, by improving production processes – and exploration 
– such as technological research and development – as the means of dealing with the 
paradox of exploitation and exploration are called ambidextrous organizations (Benner 
and Tushman, 2003). Ambidextrous organizations separate exploitative and explorative 
processes in different organizational units. The literature has suggested two distinct 
parallel processing practices:

Parallel processing internally. A well-known practice is to build a separate research 
and development (R&D) unit that develops new technologies. The outcomes are then 
transferred to other organizational units, such as business units or market groups. Some 
researchers have indicated, however, that differentiating may be easy but integrating often 
fails. The problems are many, for example when researchers have developed technologies 
and patents, while managers have difficulties matching the technologies to client demands.
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Parallel processing with external partners. Exploitation and exploration can also 
be separated by outsourcing one of the processes to an external strategic partner. When 
exploitation is outsourced, partners take responsibility to adopt the firm’s exploitative 
processes, such as manufacturing products, including the ongoing improvement of current 
processes and products. In this case, the company is able to focus the key organizational 
resources on exploration processes, creating the new generation of products and services. 
Conversely, the firm can also outsource exploration to specialized companies and stay 
focused on efficient and effective exploitation. Strategizing managers then integrate 
the partner’s deliverables within the company processes. A main advantage of parallel 
processing with external partners is that it effectively combines the contradicting core 
capabilities of two firms; a main pitfall is, however, that the partner’s strategic objectives 
may change and become conflicting.

Navigating
Entrepreneurs often separate exploration and exploitation over time in the early start-up 
phase. When starting a new business on the basis of a new idea for a new technology 
(such as a new app) or a novel market proposition, the entrepreneur first explores and then 
exploits – hence navigates over time, also called temporal separation.

In this case, the start-up entrepreneur is not renewing as there is not yet an organization 
to be renewed; however, when this initiative is being taken by a corporate entrepreneur or 
a business development manager, the entrepreneurial activity may well intend to renew 
the current company. The new activity is then meant to replace or improve established 
businesses. This process had become known by the famous CEO from General Electric, 
Jack Welch, who introduced the ‘Destroy your business dot com’ programme in the year 
2000. The general practice is that the renewing unit stays at a distance from the established 
company in order to prevent managers from the current business killing the initiative in its 
infancy. This practice has been advocated by Peters and Waterman (1982), who dubbed 
these promising corporate start-ups ‘skunk works’ as the initiative may threaten the current 
organization and thus ‘stinks’.

Balancing
One of the differences between exploitation and exploration is time orientation: sustaining 
renewal processes (exploitation) has a short-term focus, while disrupting processes 
(exploration) is long-term oriented. Notwithstanding the differences, it is suggested in the 
literature that the processes may be combined in the same unit. The strategic agenda then 
consists of both short-term and long-term innovation projects. The balance between the 
two is not only company-specific, but also dynamic as priorities can change. Although 
balancing exploitation and exploration is more complex than parallel processing, some 
scholars prefer balancing because, although differentiating is relatively easy and fast, the 
integrating part is usually a problem (Smith et al., 2016).

When balancing takes place at the individual level, some strategists are expected to 
fulfil roles in both sustaining and disrupting renewal processes. For example, knowledge 
workers both build their professional practice at higher levels and also explore radically 
different ways to serve future clients. Being able to do so requires personal characteristics 
that not all individuals possess. Smith and Tushman (2005, Reading 1.2) argue that “the 
ability to engage in paradoxical thinking may be vital for effectively managing exploitation 
and exploration”.

The human factor in balancing the paradox, in particular the composition of 
the company’s leadership team, has been explored by Peter Robertson. In a book, 
provocatively entitled Always Change a Winning Team (2005), Robertson combines 
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insights from ethology – a field strongly related to neuroanatomy, ecology and evolution 
theory – with the dynamics of the well-known S-curve. Robertson argues that the 
composition of a successful leadership team should differ over the S-curve. In the early 
phase, the leadership team should mainly be composed of leaders employing visionary 
feedforward-thinking with a passion to explore the unknown, while in the mature phase, 
the leadership team should mainly consist of analytic feedback-thinking leaders (see 
Figure 9.4). Over the S-curve, the composition of the leadership team should be changed 
in anticipation of the next phase. According to Robertson, the key role in permanently 
changing the leadership team is a ‘chairperson’, the CEO, who connects the feedforward 
and feedback thinkers and who is in charge of continuously rebalancing the ‘winning 
team’. This individual needs to have what Robertson calls high ‘complexity maturity’, a 
term that relates to what Smith and Tushman (2005) describe as “the ability to engage in 
paradoxical thinking”.

)B( tiolpxE)A( erolpxE

figure 9.4 Exploration and exploitation over the S-curve

Source: Robertson, 2005.

Strategic innovation in international 
PerSPective

Co-authors: Gep Eisenloeffel and Wester Wagenaar

Imagination is more important than knowledge.
Albert Einstein (1879–1955); German–American physicist

Pronounced international variance on inclinations towards exploitation or exploration are 
apparent across countries. For what reason do firms in different societies prefer different 
views on strategic innovation? Are there any country-specific factors that lead to divergent 
perspectives? Understanding international differences and their causes helps get a better 
grip on the extent to which companies are able to learn from international practices or are 
limited by their national context. In addition to national differences, some industries focus 
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more on radical breakthroughs than do others. A strategist can learn from both the national 
level as well as international industry similarities.

On the national level
Strategic innovation is responsible for turning small firms into industry leaders and for 
falling giants that fail to successfully renew (Bilton and Cummings, 2010; Utterback, 
1994). This is true for the national level as well as for the global scale. Although most 
agree that innovation is important, preferences on how to innovate differ across societies. 
Imai (1986) explicitly introduces specific national preferences in his approach to strategic 
innovation. He argues that “Japanese companies generally favour the gradualist approach 
and Western companies the great-leap approach – an approach epitomized by the term 
innovation”. This general, yet fundamental, distinction is supported by other research, 
although these studies are relatively old (e.g. Kagono et al., 1985; Ouchi, 1981; Pascale 
and Athos, 1981). Nevertheless, the common suggestion is that the US and Japan represent 
two extremes, with most other industrialized countries somewhere in between (e.g. Calori, 
Valla and De Woot, 1994; Krüger, 1996).

Elucidating the differences in preferences for innovation styles generally boils down 
to cultural explanations. For example, studies claim a correlation between individualism 
and innovation (e.g. Goncalo and Staw, 2006; Hampden-Turner and Trompenaars, 2000). 
Individualistic-minded teams foster internal competition, which improves innovation 
(Tellis, Prabhu and Chandy, 2009, p. 8). The two countries considered most individualistic, 
the US and Great Britain, also show tremendous capacity to realize radical frame-breaking 
innovations. Furthermore, the US leads the world ranking of Nobel Prizes won, in the 
practical application of scientific principles.

Another cultural explanation can be found in national preferences towards uncertainty 
avoidance. Because radical innovation inherently yields unexpected and unintended outcomes 
(Starbuck, 2014), a natural tendency towards feeling threatened by the unknown may limit 
possibilities. Especially adopting radical changes can be expected to be met with a degree of 
reluctance in countries scoring high on Hofstede’s uncertainty avoidance index (1980).

Culture cannot explain everything, however. Government support and prevailing rules 
and regulations may also play a decisive role in the transition from one technological 
platform to another. For instance, since the Second World War, the European Union has 
been crucial in the transition from coal to an oil- and gas-based energy supply. In China, the 
government promotes solar power batteries to reduce emissions from two- to four-wheeled 
motor vehicles.

Traditionally, most recent radical innovations have originated from the West, but a 
shift seems to be imminent. A good indicator of shifting technological innovations from 
the traditional industrialized countries in the North West to the upcoming economies in the 
South East is the number of patents granted per country. This concentration of patents is 
highly uneven. Between 2000 and 2006, applicants from Japan, the US, the Republic of 
Korea and Germany received 73 per cent of total patents worldwide. In that same period, 
the number of patents granted to applicants from China and South Korea grew with an 
average annual growth rate of 26.5 per cent and 23.2 per cent respectively (WIPO, 2008). 
China is now the country with the most filed patents per year, although it is the Republic 
of Korea where the highest number of patents per unit of GDP are filed. High-income 
countries in total still account for about 60 per cent of the applications filed. This reflects 
their high R&D spending (WIPO, 2015). The rapid growth of Chinese patents matches 
the emergence of this country as the second largest producer of scientific knowledge as 
revealed by a Thomson Reuters analysis of 10,500 scientific journals worldwide for the 
period 1981–2008 (Cookson, 2010).
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On the industry level
Are there industries with a preference for radical rejuvenation and industries where 
a focus on strategic improvement can be observed? Every industry follows an S-curve 
of exploration and exploitation. It depends on the industry how long it takes before a 
radical innovation changes the game and traditional processes or technologies become 
outdated. Furthermore, there is not a strict distinction between disruptive and evolutionary 
industries, because innovation is by nature inter-disciplinary (Story et al., 2014, p. 1272). 
Nevertheless, some industries do display a stronger focus on exploring possibilities for 
disruptive innovations, such as the high-tech sector. Capital often proves essential for 
innovative technological breakthroughs and this is especially true for these high-tech 
industries. Collaboration or coopetition is thus a common way to advance promising 
technological initiatives. Nevertheless, it is important to note that collaboration among 
those with complementary technology and processes contributes to developing radical 
innovations, while partners with similar technologies innovate incrementally (Quintana-
García and Benavides-Velasco, 2011).

Because of the power of capital to find and develop drastic breakthroughs, it is not 
surprising that proactive government support is often responsible for radical innovation. 
One straightforward example is the military industry. The development of aviation, for 
example, was made possible because of war. Dutch engineer Anthony Fokker, working 
for the Germans during the First World War, was one of the first great pioneers in the field 
exploiting opportunities presented as a result of conflict. Many other entrepreneurs, like 
American Lockheed and French Dassault followed suit. The Cold War is responsible for 
the improvement of helicopters and the development of stealth technology. Helicopters 
were used for the first time in the Korean War and stealth technology was developed 
in the late 1950s after earlier attempts by the Soviet Union to prevent radar tracking of 
US spy planes had been unsuccessful. DARPA research teams (The Defense Advanced 
Research Projects Agency) made computer networking possible, paving the way for the 
development of the internet, and present day drones were primarily invented for war and 
not for commercial purposes.

Although many of the inventions by the military are adopted by other industries, non-
military sectors can also profit directly from government support. For example, Japan’s 
Ministry of International Trade and Industry (MITI) is highly influential in developing 
industries, and the European Commission promotes technological development 
programmes in the field of information technologies.

To the strategist
Increasingly, the innovator is not merely seen as an individual. He or she plays a role in 
a team, organization and network in fostering innovation (Fichter and Beucker, 2012). 
Nevertheless, the individual strategist still has a powerful role to play in the innovation 
process. He or she should not see their context, national and international, as eternally 
stable, but as in flux and malleable. In order to make the right strategic decisions, he 
or she needs to be able to continuously adapt to a changing industry environment. Not 
only does this mean having the ability to abandon processes, products and services when 
these prove outdated, the strategist also needs to shift between leadership styles when the 
need arises. Making radical changes may make some previous commitments and policies 
obsolete, so a versatile strategist is necessary when dealing with innovation – both during 
the exploration and in the exploitation phase (Starbuck, 2014).

65856_ch09_ptg01_448-514.indd   468 07/02/20   8:29 PM



chaPter 9 Strategic innovation  469

introduction to the readingS

Every act of creation is first of all an act of destruction.
Pablo Picasso (1881–1973); Spanish artist

So how should managers go about renewing their organizations? The debate will be kicked 
off in Reading 9.1, ‘Six Sigma: Definition and underlying theory’ by Roger G. Schroeder, 
Kevin Linderman, Charles Liedtke and Adrian Choo. In this Journal of Operations 
Management article, the authors define and describe the currently most popular process 
for continuous business improvement, Six Sigma, and the tools and techniques that are 
being used to achieve the key objectives: maximizing shareholder value and improving 
customer satisfaction. Six Sigma has evolved from scientific management, continuous 
improvement theories and former quality initiatives such as Total Quality Management 
(TQM). Six Sigma is a metric of process measurement, symbolized by the Greek letter s, 
that represents the amount of variation with a normal data distribution that could result in 
defects, so that causes of quality problems can be eliminated before they are transformed 
into defects. The two major improvement methodologies in Six Sigma consist of five 
process steps: the DMAIC methodology consists of define, measure, analyse, improve and 
control, and the DFSS methodology is divided into define, measure, analyse, design and 
verify.

The radical rejuvenation perspective is represented by Clayton M. Christensen. In 
Reading 9.2, adapted from his popular book, The Innovator’s Dilemma: When New 
Technologies Cause Great Firms to Fail, Christensen explains why outstanding companies 
lost their market leadership when confronted with disruptive changes in technology and 
market structure. This phenomenon applies particularly to excellent firms with an excessive 
customer focus, Christensen argues, exactly because their excessive customer focus 
prevents them from creating new markets and finding new customers for the products of the 
future. His argument follows Burgelman, who wrote in 1991: “Paradoxically, adaptation to 
existing environmental demands may reduce the organization’s capacity to adapt to future 
changes in the environment or to seek our new environments” (1991, p. 251). Christensen 
has termed this strategic innovation paradox ‘the innovator’s dilemma’.

Reading 9.3, written by Mary J. Benner and Michael L. Tushman, builds on J.G. March’s 
1991 pioneering and seminal article ‘Exploitation and Exploration in Organizational 
Learning’. March’s Organization Science article started a new research stream and 
stimulated many scholars in several academic fields to understand how companies do 
and should manage the paradox of exploitation and exploration to achieving long-term 
success. March argued that “companies require both exploitation and exploration to 
achieve persistent success”, and have to manage both by finding a balance, because “the 
two are fundamentally incompatible”. While alternative avenues have been described 
and suggested (see for a thorough discussion Gupta et al. (2006)), March’s proposition 
still holds. Stronger even: the popular term ‘ambidextrous organization’ takes March’s 
proposition as a more general characteristic of organizations. From here, the fundamental 
idea that companies have to manage multiple tensions hallmarks a significant portion of 
present day research in the organization and strategy sciences.

Mary J. Benner and Michael L. Tushman were among the first to build on March’s 
article. In Reading 9.3, their 2001 Academy of Management Review article ‘Exploitation, 
Exploration, and Process Management: The productivity dilemma revisited’, the authors 
argue that the ongoing wave of managerial activity and institutional pressures for process 
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management stunt a firm’s dynamic capabilities. In response, they have developed a 
contingency view of process management’s influence on both technological innovation 
as well as organizational adaptation. They argue that while process management activities 
are beneficial for organizations in stable contexts, they are fundamentally inconsistent 
with all but incremental innovation and change. As dynamic capabilities are rooted in both 
exploitative and exploratory activities, ambidextrous organizational forms provide the 
complex contexts for these inconsistent processes to co-exist.

READING

9.1
Six Sigma: Definition and underlying theory
By Roger G. Schroeder, Kevin Linderman, Charles Liedtke and 
Adrian S. Choo1

1Source: This article was adapted with permission from Schroeder, R.G., Linderman, K., Liedtke, C. and Adrian Choo, A.S. (2008), ‘Six 
Sigma: definition and underlying theory’, Journal of Operations Management, Vol. 26(4) pp. 536–54. Copyright © 2008. Reproduced with 
permission of John Wiley & Sons Limited through PLSclear.

1. Introduction

Six Sigma has been characterized as the latest 
management fad to repackage old quality management 
principles, practices, and tools/techniques (Clifford, 
2001). At first glance Six Sigma looks strikingly 
similar to prior quality management approaches. 
However, leading organizations with a track record 
in quality have adopted Six Sigma and claimed that 
it has transformed their organization. For example, 
3M’s Dental Division won the Baldrige Award 
(Aldred, 1998) and then later adopted Six Sigma to 
improve performance even further (McClenahen, 
2004). The financial performance of 3M since Six 
Sigma adoption has been very impressive (Fiedler, 
2004). Other organizations with a quality track record, 
such as Ford, Honeywell, and American Express, 
have adopted Six Sigma as a way to further enhance 
business performance (Hahn et al., 2000). This 
creates a dilemma: on the one hand, skeptics argue 
that Six Sigma lacks discriminate validity over prior 
approaches to quality management; on the other hand, 
quality-mature organizations adopt Six Sigma to 
enhance performance.

Scholarly inquiry into this management approach 
has been limited. While many books and papers on 
Six Sigma have emerged in the practitioner literature 
(Breyfogle, 1999; Harry and Schroeder, 2000; Pande 
et al., 2000), academic research on Six Sigma is just 
beginning to come forward. Scholarly research is 
needed to develop an in-depth, scientific understanding 
of Six Sigma and separate fact from fiction.

This paper finds that indeed the philosophy and 
tools/techniques of Six Sigma are strikingly similar 
to prior quality management approaches. However, 
the way Six Sigma is practiced represents a new 
organization structural approach to improvement. 
Six Sigma helps an organization become more 
ambidextrous by providing a switching structure 
(Daft, 2001) that allows the organization to act more 
organically in coming up with new improvement ideas 
and operate more mechanistically when implementing 
them. Furthermore, the structure of Six Sigma employs 
numerous mechanisms that simultaneously promote 
the conflicting demands of exploration and control in 
the improvement effort. As a result, what is new in Six 
Sigma when compared to prior quality management 
approaches is more its organizational implementation 
rather than the underlying philosophy or the quality 
tools/techniques employed.

At this early stage in the development of scientific 
knowledge about Six Sigma, academic research needs 
to address three questions:

 1.  What is the base definition of Six Sigma and 
possible variants?

 2. What is the theoretical basis underlying Six Sigma?
 3.  What is new about Six Sigma relative to the 

existing literature?

Our research addresses these questions using 
a grounded theory approach. This approach helps 
develop an in-depth, relevant understanding of poorly 
understood phenomena (Eisenhardt, 1989; Meredith, 
1998; Yin, 1994). Since no clear definition or theory 
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has emerged to explain Six Sigma, conceptual 
development can take place by using field observation, 
the literature, and/or pure thought. This paper employs 
all three approaches to provide a solid basis for the 
emergent theory development and subsequent testing.

After discussing the literature in the next section, we 
define Six Sigma from our grounded theory research 
and propose an underlying theory for Six Sigma. We 
then address what is new and propose some future 
research directions. The result is a grounded theory 
that has potential value for advancing the scientific 
understanding of Six Sigma.

2. The literature

Motorola originally developed Six Sigma in 1987 and 
targeted an aggressive goal of 3.4 ppm defects (Barney, 
2002b; Folaron, 2003). In 1994 Larry Bossidy, CEO 
of AlliedSignal, introduced Six Sigma as a business 
initiative to “produce high-level results, improve work 
processes, expand all employees’ skills and change 
the culture” (ASQ, 2002, p. 14). This was followed by 
the well-publicized implementation of Six Sigma at 
General Electric beginning in 1995 (Slater, 1999).

Currently, there are many books and articles on Six 
Sigma written by practitioners and consultants and 
only a few academic articles published in scholarly 
journals (Linderman et al., 2003, 2004). Reviewing 
the practitioner literature and these academic articles 
provides a starting point for defining Six Sigma.

Six Sigma has been defined in the practitioner 
literature in a variety of ways. This disparity leads 
to some uncertainty and confusion. Consider some 
of the following definitions from the practitioner 
articles. Quality Progress called Six Sigma a “high-
performance, data-driven approach to analyzing the 
root causes of business problems and solving them” 
(Blakeslee, 1999, p. 78). Harry and Schroeder (2000), 
in their popular book on Six Sigma, described it as a 
“business process that allows companies to drastically 
improve their bottom line by designing and monitoring 
everyday business activities in ways that minimize 
waste and resources while increasing customer 
satisfaction” (p. vii). Hahn et al. (2000) described 
Six Sigma as a disciplined and statistically based 
approach for improving product and process quality. 
On the other hand, Sanders and Hild (2000) called it 
a management strategy that requires a culture change 
in the organization. Recognizing the divergence in 
definitions, Hahn et al. (1999) noted that Six Sigma 
has not been carefully defined in either the practitioner 
or academic literature.

Many of the definitions of Six Sigma found in 
the literature are very general and do not provide 
elements—or factors (variables, constructs, concepts), 
as Whetten (1989) described them—to define the 
“what” of the theory, nor do they describe relationships 
among the elements to define the “how.” Therefore, 
our data collection focused on obtaining a scientific 
definition of Six Sigma and then extracting both the 
elements of Six Sigma and their relationships.

3. Field data and analysis

In order to develop a rich understanding of Six Sigma 
we selected two corporations that had implemented 
it, one in manufacturing and the other in service 
(hereafter referred to as MFG and SERV, respectively). 
These two companies were selected using the idea of 
theoretical sampling (Eisenhardt, 1989) to inform the 
theory we are developing. They were in two different 
industries, and one had just started implementing Six 
Sigma, while the other had extensive experience with 
it. We seek theoretical sampling in theory building 
rather than the generalizability sought in statistical 
studies, so the cases were chosen for theoretical rather 
than statistical reasons. In some cases, polar opposites 
are selected to inform and expand the emergent theory 
(Eisenhardt, 1989). While the cases we selected were 
not polar opposites, they provide enough differences 
to support the development of an emergent theory that 
can potentially apply across industries and to different 
stages of implementation maturity.

Four projects were selected from each company: 
two that were representative of the best results obtained 
and two that had less successful results. These projects 
were not selected randomly; they were selected to help 
improve our understanding of Six Sigma. Furthermore, 
studying two very different companies and several 
projects should improve the richness of our findings.

MFG is a large manufacturing company (with 
multi-billions of dollars in revenue) that produces 
electronic components for the computer industry. They 
have been using Six Sigma for 3 years and are very 
advanced in its application. MFG has almost 3.5% of 
its professional workforce (about 350 out of 10,000 
full-time employees) working as full-time Black Belt 
specialists, and they have completed over 1000 Six 
Sigma projects. MFG has documented savings of over 
$400 million from its Six Sigma efforts.

SERV is a large (billion-dollar-plus) service 
company providing computer software services to its 
customers. It is a well-established business but has 
been implementing Six Sigma at a slow pace. Only a 
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small number of Black Belts have been trained, and 
only a few projects had been completed at the time of 
this study.

In each company our research team interviewed 
corporate officers in addition to individuals associated 
with each of the projects. The corporate officers were 
generally in charge of Six Sigma efforts and were at 
the vice president or director level. We also interviewed 
Black Belt specialists, Green Belts, and Master 
Black Belts who had worked on each of the projects 
and often reported to Project Champions (operating 
vice presidents) who were in charge of the particular 
processes being studied. We conducted 22 interviews 
lasting from 1 to 2 hours each.

In each company we asked interviewees a series of 
questions. At the corporate level we asked questions 
about the history of Six Sigma deployment in the 
company, the company’s definition of Six Sigma, the 
approach used, what they thought was new about Six 
Sigma compared to previous quality approaches, top 
management support, and the training and benefits 
of Six Sigma. We also asked extensive questions 
about knowledge creation, diffusion, and retention 
as a result of Six Sigma projects; however, this part 
of the interview is outside the scope of the present 
paper.

The interviews at the project level followed a 
similar format, starting with a description of the origin 
of the specific project, followed by a description of 
the project team and method used, an explanation of 
benefits and costs, an update on what is new, and an 
overview of the learning that occurred from the project. 
We also asked about knowledge created, diffused, and 
retained from the project.

All of the interviews were tape recorded with the 
permission of the respondent on a confidential basis and 
then transcribed after the meeting. The transcriptions 
were entered into NUD*IST, a software program 
that permits analysis and manipulation of qualitative 
data (Gahan and Hannibal, 1998). Each transcript 
was coded according to the key issues discussed by 
the informants. The codes were subsequently used to 
extract data and quotations for analysis.

In an effort to triangulate our research results, 
as recommended by Jick (1979), we also collected 
the following types of written materials from each 
company:

 ■ training manuals;

 ■ briefings on Six Sigma;

 ■ articles written about the company on Six Sigma;

 ■ annual reports pertaining to Six Sigma;

 ■ reports on financial savings, number of people 
trained, etc.;

 ■ story boards for individual projects;

 ■ minutes of project meetings;

 ■ presentations made to management;

 ■ other documents describing Six Sigma.

The researchers who conducted the interviews then 
analyzed these materials to supplement the responses 
obtained from the interviewees. This approach 
reinforced statements made during the interviews or 
helped identify discrepancies that served as a basis for 
further inquiry.

In line with qualitative research procedures, the 
research team conducted a number of meetings to distill 
the important findings and conclusions from the field 
data (Eisenhardt, 1989; Miles and Huberman, 1994; 
Yin, 1994). Prior to these meetings the researchers 
read the transcripts and came prepared to discuss 
definitions of Six Sigma, its constructs, relationships 
and important research issues that could be developed 
further. We first conducted within-case analyses to 
insure that all researchers had the same understanding 
of the interviews and written information. Then we 
conducted cross-case analyses to further understand 
differences and similarities observed. After these 
meetings, team members conducted additional analyses 
of the transcripts and written documents to support or 
refute the tentative conclusions.

4. Definition of Six Sigma

In order to develop a definition of Six Sigma, we draw 
upon the field data we collected and then compare it 
to the literature. We begin by presenting a number of 
definitions offered to us during the interviews. Finally, 
we will present an emergent theoretical definition 
based on the interviews and the literature.

Note that in each interview the respondent was 
specifically asked to provide a definition of Six Sigma, 
which was then discussed and clarified with them. 
For example, two top executives interviewed at MFG 
defined Six Sigma as follows:

For us, you take from among your best 
people, give them 4 weeks of problem-solving 
discipline skills, you tie them to one of your 
most leveraged problems that if you fix this it 
generates a lot of return, you give them full time 
to lead a team to go get this thing done, and 
you have active support of senior management, 
and that’s what Six Sigma to us is all about. 
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But, if you boil it down to our view is we want 
to improve the pace of improvement so that 
we are significantly ahead of our competition, 
whomever that might be. So if you can learn 
faster and fix faster than your competition, then 
you will be on the way to long-term health as a 
company. (Executive 1)

What’s different about six sigma from my 
perspective is number one you’re taking people 
out of their full-time jobs . . . we’re teaching 
them how to solve a problem using statistics 
and methods. And then they’re [Black Belts] 
assigned to work with a Champion, a Champion 
typically is a vice president, who ideally or 
hopefully understands what’s really impacting 
the business and will pick a tough problem for 
that Black Belt to work on. (Executive 2)

These executives viewed Six Sigma in very broad 
terms as an approach to running a business that leads 
to competitive advantage. These are not efficiency-
oriented definitions, although savings are important at 
MFG. They also noted the importance of connecting the 
Black Belt with a Champion to ensure Six Sigma teams 
work on processes important to the business strategy. 
This definition refers to how the business is run rather 
than process improvement or statistical methods.

A Black Belt in SERV defined Six Sigma as follows:

As far as Six Sigma goes, there’s a couple 
of different ways of looking at it from my 
perspective. One is more of the technical aspect, 
where you’re looking at the first time yield or the 
defects per million opportunities. That’s one way 
of looking at it. The way I tend to describe it to 
people that I work with in business . . . is looking 
at a situation, identifying if there’s a problem, 
and then drilling down into the root cause. What 
companies tend to do is they tend to attack these 
symptoms and when they attack a symptom they 
may fix that little problem but there are still all 
these other problems. When you drill down to the 
root cause, you not only resolve the symptom you 
were originally looking at but numerous other 
problems at the same time. . . So to me it’s a 
way of improving processes using a very logical, 
sound method. It’s the right way to do business.

This definition emphasizes the idea of getting to the 
root cause of problems in order to improve a process. 
This is very important because there is a tendency to 
jump to conclusions and to attack symptoms rather 
than the underlying problems in business.

Another Black Belt in SERV also noted the 
importance of the Champion in Six Sigma:

And then besides that, it’s also re-checking now 
and then with the project Champion, making sure 
we’re on track. Sometimes you’ve got to look at it 
and say, “Okay, where are we going? Do we need 
to refocus this project a little bit?” Just make sure 
you’re still going off in the right direction.

Each of these definitions indicates somewhat 
different views of Six Sigma. This diversity in emphasis 
and points of view exists even within the same company.

From a practitioner’s perspective different definitions 
may be considered valid, and which one is preferred 
may depend on the individual interviewed, the company, 
or the author’s prior experience. However, scholars 
need to develop rigorous conceptual definitions that can 
serve as the basis of theory building (Wacker, 2004). 
Commonly used definitions are insufficient for scientific 
investigation (Teas and Palan, 1997). Conceptual 
definitions should show evidence of inclusivity, 
exclusivity, differentiability, clarity, communicability, 
consistency, and parsimony (Hempel, 1970, p. 654). 
Wacker (2004) developed rules for constructing 
conceptual definitions. With those rules in mind, we 
propose the following rigorous base definition that 
captures the theoretical aspects of Six Sigma from the 
case study data and literature:

Six Sigma is an organized, parallel-meso 
structure to reduce variation in organizational 
processes by using improvement specialists, a 
structured method, and performance metrics 
with the aim of achieving strategic objectives.

We do not suggest one definition for everyone. 
Companies may choose variations of this base definition 
when implementing Six Sigma in order to customize 
it to their situation. Later, we suggest some possible 
variations. Contingency theory implies that the base 
definition will not fit every company, but nonetheless it 
is a starting point for research and implementation.

5. Elements of the Six Sigma 
definition

The elements in our base definition of Six Sigma need 
further clarification. Our field research and literature 
suggest and inform the following four relevant 
constructs or elements (parallel-meso structure, 
improvement specialists, structured method, and 
performance metrics).

65856_ch09_ptg01_448-514.indd   473 07/02/20   8:29 PM



474  Section iii StrategY ProceSS

5.1. Parallel-meso structure
Parallel structures “are extra creations that operate 
outside of, and do not directly alter, an organization’s 
normal way of operating” (Lawler, 1996, p. 132). 
From this perspective Six Sigma operates as a parallel 
structure dedicated to improving the organization 
(see Figure 9.1.1). Implementation of Six Sigma at 
both MFG and SERV followed the logic of a parallel 
structure. Both organizations employed Six Sigma 
teams led by Black Belts and supported by Champions 
who focused on improving the organization.

However, parallel structures are not new to quality 
management. Scholars often cite Quality Circles as an 
example of a parallel structure (e.g., Adler et al., 1999; 
Lawler, 1996). From this perspective one might argue 
that Six Sigma and Quality Circles are isomorphic and 
lack discriminate validity. However, Quality Circles 
have faced unique challenges in implementation (Lawler 
and Mohrman, 1987). Lawler (1996) noted that because 
“quality circles have relatively little authority and power 
to implement their ideas, many of their suggestions 
are not implemented. There are other reasons as well, 
including resistance from managers who are threatened 
by the ideas, lack of funds, and, of course, the fact that 
some ideas that sound good are based on incomplete 
or inaccurate information” (p. 134). Although Quality 
Circles allowed employees to explore problems, many 
organizations experienced a fundamental failure with 
control and authority in implementation. Six Sigma 
provides an emergent structural evolution in quality that 
can overcome some of these challenges, which can be 
described as a parallel-meso structure.

“Meso theory concerns the integration of both the 
micro- and macro-levels of analysis. Individuals and 
groups affect the organization and the organization 
in return affects individuals and groups. To thrive 
in organizations, managers and employees need to 
understand multiple levels simultaneously” (Daft, 
2001, p. 32). Scholars have recognized Six Sigma as an 
example of a meso approach to work design (Sinha and 
Van de Ven, 2005). Barney (2002a) described Six Sigma 
as a “combination of macro-organizational strategy 
and meso and micro-tactics.” Six Sigma provides a 
hierarchical structure where leaders (Champions) 
initiate, support, and review key improvement projects; 
Black Belts then serve as project leaders who mentor 
Green Belts in problem-solving efforts (Barney, 2002b; 
Sinha and Van de Ven, 2005). Both MFG and SERV 
support the importance of connecting multiple levels 
of the organization together in improvement projects. 
Various mechanisms in Six Sigma – such as strategic 
project selection and leadership engagement – help 
achieve multilevel integration.

5.1.1. Strategic project selection. Six Sigma 
organizations develop formal mechanisms to select 
Six Sigma projects. These mechanisms, sometimes 
called project hoppers, involve senior management to 
filter out Six Sigma projects that do not have financial 
or strategic implications (Carnell, 2003; Kelly, 2002; 
Snee and Hoerl, 2003). From this perspective the 
decision rights to initiate a project are allocated to 
senior management. In contrast, other approaches 
to quality have taken a bottom-up approach where 
workers directly involved with the process initiate 
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figure 9.1.1 Six Sigma parallel-meso structure.
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improvement projects. Consistent with Six Sigma, 
some academic research supports the view that 
decision rights to initiate improvement projects should 
be allocated to management (Wruck and Jensen, 1994, 
1998). Wruck and Jensen (1994) gave an account of 
implementing TQM at Sterling Chemicals that resulted 
in “team mania” from an inappropriate allocation of 
decision rights. Giving management the decision rights 
to initiate a project helps ensure that project selection is 
based on strategic importance and not on convenience.

5.1.2. Leadership engagement. Leaders are 
also involved in the ongoing execution of Six Sigma 
projects. Senior executive Champions, typically vice 
presidents, perform many functions for Six Sigma 
projects, including facilitating project selection, 
defining project charters, selecting Black Belts and 
other project resources, removing barriers to project 
completion, and conducting progress reviews or 
tollgate reviews with Black Belts (Gitlow and Levine, 
2005; Snee and Hoerl, 2003). Tollgate reviews force 
people to look at what they have been doing and serve 
as a counterpoint to the freewheeling that can occur in 
problem solving (Bastien and Hostager, 1988; Weick, 
1993). Both MFG and SERV informants noted the 
importance of ongoing senior executive engagement 
and support for successful completion of Six Sigma 
projects.

5.2. Improvement specialists
Both MFG and SERV used full-time improvement 
specialists called Black Belts. Typically, these 
specialists were trained in the Six Sigma structured 
method through 4 weeks of training with hands-on 
experience in improving one or more processes. Many 
organizations also train most, if not all, employees 
assigned to projects in Six Sigma basics. These 
individuals receive 2 weeks of training and are called 
Green Belts. There are also Master Black Belts who 
receive extensive training beyond the Black Belt 
level and whose main responsibilities are to serve as 
instructors and to provide technical assistance and 
mentoring (Slater, 1999).

In MFG and SERV, for each Six Sigma project, 
an improvement team was formed, consisting of 
employees who had substantial knowledge of the 
process, served on a part-time basis, and may have had 
Green Belt training. The team leader was a full-time 
Black Belt specialist. The Black Belt usually reported 

to the team’s sponsor, the Champion, a member of 
senior management trained in Six Sigma basics. The 
Champion provided a holistic view of the organization, 
helped establish project buy-in, and insured the 
availability of critical resources to the team.

Both MFG and SERV selected Black Belts not only 
on the basis of their technical skills but also for their 
leadership skills. Black Belts play an essential role 
in Six Sigma because they bridge the gap between 
senior management and project improvement teams. 
One can think of a Black Belt as a “heavyweight” 
project manager who reports to higher levels of the 
organization (e.g., the Champion). A heavyweight 
project manager can help secure resources and break 
down barriers, which is critical to a multifunctional 
team (Clark and Fujimoto, 1991). Heavyweight 
project managers also help maintain discipline and a 
vision of the big picture solution as the team explores 
the problem (Brown and Eisenhardt, 1995). A few 
organizations (e.g., small companies) do not use full-
time Black Belts and instead use part-time project 
leaders. Also, other organizations use full-time 
Black Belts but call them by another name, such as 
“continuous improvement specialists” or “coaches.”

5.3. Structured method
Six Sigma uses a structured method for process 
improvement, which is patterned after the PDCA cycle 
(Shewhart, 1931, 1939). The improvement method 
used at both MFG and SERV was the familiar DMAIC 
(define, measure, analyze, improve, and control) 
method.2 In both SERV and MFG we found a strong 
emphasis on finding the root cause of the problem 
through systematic use of the method. The Six Sigma 
methodology employs standard quality tools such as 
FMEA, cause-effect charts, and statistical process 
control (Breyfogle, 1999; Hoerl, 1998; Ishikawa, 1985; 
Kume, 1985, 1995). These tools include many of the 
seven classic tools of quality control and the seven new 
tools for problem formulation and diagnosis (Gitlow 
et al., 1995; Mizuno, 1988).

The structured method is related to the theory of 
organizational routines. From this perspective the Six 
Sigma method is a metaroutine, that is, a routine for 
changing established routines or for inventing new 
routines. The underlying assumption of metaroutines is 
that problem solving can follow predicable steps (e.g., 
DMAIC). The DMAIC method is consistent with the 

2MFG also used design for Six Sigma (DFSS) for new products, but that was not part of the data collection reported here.
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problem-solving steps of the PDCA model and places 
more emphasis on integrating specific tools into each 
step of the method.

DMAIC also involves different organizational 
members at different steps in the method. Champions play 
an active role in the Define step but a supporting role in 
the remaining steps. On the other hand, Process Owners 
take a much more active role in the control step but a 
supporting role in the other steps. Green Belts tend to take 
a more active role in the measure, analyze, and improve 
steps. Finally, Black Belts serve as project leaders and 
are active in all steps of the process. Prior approaches to 
quality management have not given this much role clarity 
to organizational members in each step of the method.

The benefits of the Six Sigma metaroutine go 
beyond promoting rational decision-making. As one 
executive at MFG noted:

Well, what we thought was important is that it 
[Six Sigma] gives us a common methodology 
throughout the company. I mean, it’s not just 
to accomplish good results but it’s a common 
methodology for approaching a substantial 
array of business activities, so on the one 
hand it’s a problem-solving mentality, it’s a 
common methodology, it’s common language, 
it’s raising the performance level of a great 
number of individuals. . . And the other part that 
we liked is that it could be pervasive, it could 
be used throughout the company not just in 
manufacturing but engineering, sales, marketing, 
and administrative functions. The ability to 
analyze and solve problems is, of course, an 
opportunity anywhere in an organization, not 
just the factory.

This executive highlights the importance of establishing  
a common language through the metaroutine. The 
common language serves an integrative function that 
facilitates diverse team member interaction in exploring 
system-wide problems. However, getting the benefits 
of the common language requires institutionalizing the 
metaroutine across the organization (Scott, 2001).

5.4. Performance metrics
In MFG and SERV we found that Six Sigma used a 
variety of special metrics, including process sigma 
measurements, critical-to-quality metrics, financial 
measures, and strategic measures. The Six Sigma 
performance metrics were employed at multiple levels 
of the organization and in service, administrative, and 
manufacturing processes. Broadly, the metrics can be 

categorized as customer-oriented metrics or financial 
metrics.

5.4.1. Customer-oriented metrics. Deming 
(1986, 1994) and others have stressed the importance 
of understanding customers’ present and future 
needs when designing new products and services. 
Understanding the true customer need is at the root 
of Six Sigma. “A fundamental aspect of Six Sigma 
methodology is identification of critical-to-quality 
(CTQ) characteristics that are vital to customer 
satisfaction” (Evans and Lindsay, 2005, p. 184). The 
baseline and desired process sigma measure levels are 
in fact defined relative to customer requirements. As 
a result, customer requirements help establish project 
improvement goals and direct improvement efforts 
of Six Sigma teams (Linderman et al., 2003). Our 
interviewees at MFG and SERV conclusively stated 
that determining customer requirements must be part 
of the Six Sigma process.

5 . 4 . 2 .  F i n a n c i a l  m e t r i c s .  S i x  S i g m a 
improvement efforts have measurable financial returns 
that are determined by accountants and financial 
personnel in the organization. For example, General 
Electric estimated that for 1999 the impact on net 
income derived from their Six Sigma efforts minus 
the implementation costs exceeded $2 billion (General 
Electric Company, 1999b). Most mature Six Sigma 
companies track their financial results and report the 
impact to all levels of management on a regular basis.

MFG included a financial analyst on Six Sigma 
teams. The financial analyst provides an independent 
auditing function to the team and validates the financial 
and strategic benefits of the project. The financial 
analyst’s role “is to help translate what the team does 
into dollars and cents” (Smith et al., 2002, p. 188). 
The financial analyst can play a role in each step of 
the Six Sigma methodology (Smith et al., 2002). Upon 
completion of the project, the financial analyst will 
continue to track benefits for up to a year to make sure 
the benefits are realized. SERV did not track financial 
results as rigorously as MFG, but the company did 
recognize the importance of connecting Six Sigma 
projects to financial results.

Prior quality management approaches have made 
efforts to establish connections between improvement 
projects and financial performance. For example, Juran 
(1989) advocated the use of cost-of-quality measures 
to justify improvement efforts. However, embedding 
financial analysts into the improvement process is new, 
and Six Sigma provides a level of financial control not 
seen in prior quality management approaches.
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A measurement orientation at MFG and SERV 
helped promote “fact-based” decision-making. This 
not only promoted rational decision-making but 
also helped encourage problem exploration. One 
respondent shared the adage “In God we trust, all else 
bring data.” This measurement orientation promoted 
dialog in Six Sigma teams based on expertise and 
facts rather than positional authority and domination 
(Eisenhardt et al., 1997). As a result, teams can more 
effectively explore problems and identify the “root 
cause.”

Six Sigma metrics also provide a basis for 
establishing improvement goals (Linderman et al., 
2003). Both MFG and SERV employed improvement 
goals based on target defects-per-million-opportunities 
(DPMO) or process sigma metrics. Basing goals on 
Six Sigma metrics results in specific, challenging 
goals that can lead to higher levels of performance 
than do vague, nonquantitative goals such as do-best 
goals (Locke and Latham, 1990). Clear goals create 
team alignment, help measure success, and provide a 
basis for feedback about performance (Ivancevich and 
McMahon, 1982).

While it is important to have a definition of Six 
Sigma for future research, there is a belief that 
organizational performance will improve if the specific 
practices and parallel-meso organization structure 
associated with Six Sigma are implemented. Our 
definition and its related elements need to be tested in 
practice to determine whether Six Sigma has a direct 
effect on performance improvement. Toward this end 
we offer the following proposition.

Proposition 1. Organizational performance will tend 
to improve with the use of a parallel-meso Six Sigma 
structure to reduce variation in organization processes 
by using improvement specialists, a structured method, 
and performance metrics with the aim of achieving 
strategic objectives.

These Six Sigma elements can be arranged in 
a framework by the proposed mediation model in  
Figure 9.1.2. We have shown leadership as a driver of 
three other elements, and it is an exogenous variable, as 
is commonly proposed in the literature (Anderson et al., 
1994; Kaynak, 2003; National Institute of Standards 
and Technology, 2006). Leadership should lead to 
strategic project selection and the use of improvement 
specialists. These two elements in turn enable the use of 
the structured method for process improvement. Finally, 
the structured method leads directly to improved 
organization performance. From Figure 9.1.2, specific 
hypotheses can be empirically tested using structural 
equation modeling or path models.

6. Underlying theory of Six Sigma

Organizations have been characterized as either 
mechanistic  in structure, with high levels of 
standardization, formalization, specialization, and 
hierarchical authority; or organic in structure, with low 
levels of standardization, formalization, specialization, 
and hierarchical authority (Burns and Stalker, 1961; 
Courtright et al., 1989; Scott, 2002). Contingency theory 
argues that organizations will be more effective if their 
structure fits their primary task (Donaldson, 2001). From 
this perspective, the mechanistic structure fits simple 
and stable tasks and promotes efficiency, whereas the 
organic structure fits complex and uncertain tasks and 
supports adaptability. The underlying assumption is that 
tradeoffs need to be made when selecting a structure. 
However, some argue for “dual structures” from which 
organizations can realize the benefits of both efficiency 
and adaptability (Duncan, 1976); this is often referred 
to as the ambidextrous organization (Tushman and 
O’Reilly, 1996). Six Sigma can be seen as one way to 
achieve organizational ambidexterity.

Leadership
Engagement

Improvement
Specialists

Structured
Method

Improved
Performance

Strategic
Project
Selection

figure 9.1.2 Proposed mediation model for Six Sigma.
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table 9.1.1 Structural control and structural exploration in Six Sigma

Control mechanism Six Sigma

Structural control

 Outcome Goals & metrics

 Behavioral Metaroutine

Tollgate reviews

Decision rights allocation

 Social Organizational socialization

Exploration mechanism Six Sigma

Structural exploration

 Boundary spanning Multifunctional teams

Heavyweight project manager

Leadership involvement

 Communication Common language

Some organizational mechanisms to achieve 
ambidexterity include job enrichment, contextual 
ambidex te r i ty,  pa r t i t ion ing ,  and  swi tch ing 
(McDonough and Leifer, 1983). Six Sigma can 
essentially operate as a switching mechanism. 
Switching mechanisms “create an organic structure 
when such a structure is needed for the initiation of 
new ideas” (Daft, 2001, p. 361). “Switching can be 
supported by ‘parallel’ organizational structures” 
(Adler et al., 1999, p. 46).

Some scholars argue that in turbulent environments, 
organizations need a structure that has both a controlling 
and an exploring effect (Eisenhardt and Tabrizi, 1995). 
Research in quality management provides some support 
for this contention (Douglas and Judge, 2001; Sitkin 
et al., 1994). In Table 9.1.1 we propose that Six Sigma 
can be viewed from two different structural dimensions: 
structural control and structural exploration. Structural 
control is grounded in control theory (Eisenhardt, 
1985; Ouchi, 1979) and helps ensure proper execution 
of Six Sigma. On the other hand, structural exploration 
emphasizes boundary-spanning roles (At-Twaijri and 
Montanari, 1987; Jemison, 1984; Schwab et al., 1985) 
and communication (Hill and Levenhagen, 1995; 
Marschan-Piekkari et al., 1999).

6.1. Structural control
Control strategies include outcome, behavioral, and 
social controls (Eisenhardt, 1985; Ouchi, 1977; Ouchi 
and Maguire, 1975). Outcome controls regulate 
activities by specifying the outcomes of tasks (Nidumolu 
and Subramani, 2003). This requires that the outcomes 
be measurable (Eisenhardt, 1985). Extensive use of 
metrics and measurements in Six Sigma help ensure 
that outcomes are measurable. A number of measures 
and metrics based on customer requirements, DPMOs, 
and process sigma measures help establish explicit 
project goals (Lindermanet al., 2003). This creates 
a “cybernetic process for monitoring and rewarding 
performance” (Eisenhardt, 1985, p. 135). The focus 
on financial and non-financial results in Six Sigma 
also promotes outcome control. For example, on each 
Six Sigma team MFG embedded a financial analyst 
who provided an auditing function and clarified the 
performance outcomes. Such strong measurement and 
goals employed by Six Sigma support outcome control.

“Behavioral control processes regulate activities 
by clarifying details of specific behaviors involved 
in task execution” (Nidumolu and Subramani, 
2003, p. 162). These control mechanisms work well 
when behaviors can be monitored. In Six Sigma the 
structured method, DMAIC, provides a metaroutine 
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that organizational members follow to solve problems 
and improve processes. Following a structured method 
helps avoid jumping to conclusions and helps ensure an 
adequate search for alternative solutions to a problem. 
Organizational leaders (Champions) can help monitor 
and ensure proper execution of the metaroutine by 
conducting tollgate reviews at each step in DMAIC. 
Other monitoring mechanisms of the metaroutine can 
also be used. MFG introduced a Program Evaluation 
System to monitor the metaroutine. This system did a 
pre- and postaudit of how the Six Sigma team used the 
DMAIC process. Teams were rated on the appropriate 
use of tools and steps within the method, which helped 
ensure proper execution of the prescribed tools and 
method. The metaroutine also helps establish role 
clarity in the improvement process. Champions are 
more directly involved in the define step, whereas 
Process Owners take a more active role in the control 
step, and Black Belts and Green Belts are more actively 
engaged in the remaining steps. Establishing clear 
roles and responsibilities helps ensure the execution of 
the improvement process and avoids having things fall 
through the cracks. Finally, strategic process selection 
in Six Sigma allocates decision rights to different 
organizational members in the improvement process 
that promotes control. Senior managers decide which 
improvement projects to select (via the project hopper), 
whereas Black Belts and Green Belts decide how to 
make improvements.

Finally, social controls, sometimes called “clan 
mechanisms” or “culture control” (Ouchi, 1979), 
can also provide control when neither outcomes nor 
behaviors can be clearly observed. Ouchi (1979) gives 
an example of social control in healthcare (a context 
where outcome and behavior is difficult to monitor) 
where, he observes, practitioners undergo “a highly 
formalized and lengthy period of socialization during 
which would-be-doctors are subjected to not only skill 
training but also to value training and indoctrination” 
(p. 837). Extensive training of Six Sigma specialists 
not only provides organizational members with 
important skills but also promotes organizational 
socialization (Ashforth, 1997; Bauer et al., 1998). 
Recall the adage “In God we trust, all else bring 
data.” Part of the training in Six Sigma essentially 
socializes organizational members to the value of 
fact-based decision-making (Detert et al., 2000). 
Black Belts at both MFG and SERV demonstrated 
strong commitment to quality values. The extensive 
level of training in Six Sigma should allow for more 
socialization in quality values that was not seen in 
prior quality management efforts.

6.2. Structural exploration
Structural exploration helps Six Sigma teams be open 
to and flexible regarding new and different perspectives. 
Traditionally, organizations have maintained buffers 
or boundaries to separate functional areas to promote 
efficiency. GE popularized the boundaryless organization 
through its Work-Out program (Ulrich et al., 2002). 
Boundary-spanning roles can help break down barriers 
that get in the way of problem understanding (Daft, 
2001). Research indicates that individuals strongly 
linked to the external and internal environment are more 
effective at boundary spanning (Druskat and Wheeler, 
2003; Tushman and Scanlan, 1981). In Six Sigma the 
Black Belt serves as a heavyweight project manager who 
reports to senior management. This structure promotes 
boundary-spanning activities that help employees 
understand and solve problems that cut across functional 
domains. In contrast, as noted by Lawler (1996), Quality 
Circles did not provide this type of support structure.

Communication can also facilitate exploration and 
boundary-spanning activities (Manev and Stevenson, 
2001). Since Six Sigma employs multifunctional teams, 
communication challenges can occur between diverse 
organizational members, who may have different 
interpretative schemes that can obstruct understanding 
(Dougherty, 1992). However, as one executive at MFG 
noted, institutionalizing Six Sigma creates a common 
language and method for solving problems. This common 
language helps overcome barriers created by diverse 
interpretive schemes. For example, when a financial 
analyst and an engineer use the term “process sigma” they 
have a common understanding of what this term means.

Proposition 2. Higher levels of simultaneous structural 
control and structural exploration in Six Sigma tend to 
result in higher organizational performance.

Incorporating structural control with structural 
exploration helps resolve some problems with prior 
quality management approaches (e.g., Quality Circles 
and TQM). Some elements of Six Sigma have features 
that support both structural control and structural 
exploration. For example, instituting the Six Sigma 
metaroutine helps maintain behavioral control while 
also establishing a common language. Thus, we believe 
that implementing both structural control and structural 
exploration will lead to higher performance levels.

7. Discriminating Six Sigma from 
TQM

Understanding Six Sigma requires identifying what 
is new about it, if anything, compared to prior quality 
management approaches. Various quality frameworks and 
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approaches could be used to determine what is new in Six 
Sigma, including the Malcolm Baldrige National Quality 
Award (NIST, 2006), ISO 9000 (Tsiakals et al., 2002),  
TQM (Kaynak, 2003), Deming (1986, 1994), Juran 
(1989, 1995), and Crosby (1979), etc. One can view Six 
Sigma as an approach that can be used within the Baldrige 
framework as one way to proceed (Byrne and Norris, 
2003). However, because the Baldrige framework is not 
prescriptive in nature, a Baldrige comparison would not by 
itself determine what is new. During the 1990s TQM was 
the dominant theoretical and empirical paradigm for quality 
management and included many of the elements advocated 
by leading quality thinkers such as Deming, Juran, and 
Crosby. Therefore, TQM seems to be an appropriate – 
though not the only – basis for comparison with Six Sigma.

Discriminating Six Sigma from TQM has been 
widely debated. Some would argue that Six Sigma is 
the latest banner of TQM (McManus, 1999). Others 
claim that Six Sigma is something new (Pande et al., 
2000). In order to compare Six Sigma to TQM, we 
must first establish a baseline definition for TQM.

Many studies have been done on TQM’s definitions 
and its links to performance (Douglas and Judge, 2001; 
Flynn et al., 1995; Kaynak, 2003). While we cannot 
review all of these studies, we will draw on literature 
reviews and current studies to define TQM.

Recently, Kaynak (2003) compared 18 studies of 
TQM definitions and their relationship to performance. 
While some of these studies use a single construct 
definition of TQM, many of them present TQM as a 
multi-dimensional construct. Table 9.1.2 shows five 
different studies from the Kaynak paper that have gained 
wide use in the literature for their definitions of TQM. In 
the left column of the table are the dimensions of TQM 
that are common to most, if not all, of the five studies. 
As can be seen, with the exception of product/service 
design that is common to three of the five studies,  
the other dimensions are common to four or all five of 
the studies. Table 9.1.2 also provides a description of the 
TQM elements taken from the various studies that can 
be used for direct comparison to Six Sigma.

The first element for comparison is product/service 
design. While we did not emphasize this element 
in this paper, it is an important part of design for 
Six Sigma (DFSS). Both TQM and Six Sigma stress 
the importance of cross-functional design, customer 
input, design for manufacturability, robust design, and 
quality function deployment (QFD). What is different 
is that DFSS emphasizes following a structured 
method in design projects. In MFG this process was 
being taught to all design engineers and provided a 

common language for both design and certain design 
tools. The method MFG used for design was IDOV 
(identify, design, optimize, verify), which functions 
as the method for product design (similar to DMAIC 
for process improvement). Thus, the Six Sigma design 
process is more prescriptive in nature than TQM.

In TQM the area of process management stresses 
clarity of process ownership, less reliance on inspection, 
statistical process control (SPC), total productive 
maintenance (TPM), and process definitions (Flynn 
et al., 1994). Six Sigma takes a somewhat different 
approach by stressing process improvement through the 
use of DMAIC or a similar metaroutine for improvement. 
While SPC and other tools are part of this process, Six 
Sigma connects specific tools with specific steps in the 
process. Similarities with TQM are Six Sigma’s process 
ownership and clear process definitions.

Top management leadership is essential to both 
TQM and Six Sigma (Harry and Schroeder, 2000; 
Kaynak, 2003). One difference, however, is the well-
defined meso structure in Six Sigma that demands 
more involvement of leaders on improvement 
projects. In addition, Six Sigma engages leaders in the 
improvement process on an ongoing basis. Champions, 
for example, help direct and support improvement 
projects.

Training for quality is dramatically different 
between TQM and Six Sigma. In TQM, training is 
typically provided for all employees in a 1-week TQM 
course (Saraph et al., 1989). In both MFG and SERV, 
Six Sigma training was provided on an as-needed 
basis and differentiated by task. Likewise, a different 
approach is used for employee involvement and 
participation. In TQM, teams are typically formed 
within work groups or sometimes with cross-functional 
membership (Flynn et al., 1994). One objective of the 
TQM team is to involve all employees, frequently 
at the shop-floor level or in the workplace. In Six 
Sigma, projects are designated at a strategic level, 
and teams are formed along process lines to improve 
a particular process. There is no objective of wide 
team participation. Furthermore, salaried workers are 
more likely to be on teams than hourly workers, since 
many processes are transactional, administrative, or 
service in nature, or they require engineering skills 
for improvement. Six Sigma teams are disbanded 
after the process improvement is implemented, unlike 
TQM teams, which often have an ongoing charter for 
improvement in their work areas.

Quality data and reporting under TQM is oriented 
toward use of cost of quality data, feedback of quality 

65856_ch09_ptg01_448-514.indd   480 07/02/20   8:29 PM



chaPter 9 Strategic innovation  481

data to the employees, visual display of quality 
information and benchmarking (Ahire et al., 1996).  
Six Sigma quality data focuses on customer and 
financial performance metrics for each specific 
project. In addition, tracking cost savings on a project- 
by-project basis has replaced the organization-wide 
“cost of quality” calculations from TQM approaches.

Supplier management is an important element 
of TQM. It is argued that long-term relationships, a 
relatively small number of dependable suppliers, and 
supplier involvement in design contribute to quality 
improvement (Dow et al., 1999). In contrast, the Six 
Sigma efforts we studied in MFG and SERV involved 
suppliers only if the supplier was a critical part of the 
process being studied.

Finally, customer focus from Table 9.1.2 can be seen 
as an important element of TQM. It is also important 
in Six Sigma and is given similar emphasis. In both 
TQM and Six Sigma customer input is important at 
two levels: the organization and the project level. At 
the organization level, customer input is critical in 
establishing which processes and products are in need 
of strategic improvement. At the project level, customer 
input is critical in defining those quality attributes that 
are critical-to-quality and therefore constitute a defect.

Several distinctive features of Six Sigma are 
illustrated in the above discussion. First, Six Sigma 
is not distinctive by insisting on top management 
leadership or in being customer driven. These elements 
are important in every type of quality management 
initiative (Juran, 1989, 1995). However, Six Sigma 
provides a well-defined organizational structure that 
facilitates leadership engagement.

Differences between Six Sigma and TQM can be 
succinctly summarized as follows:

1. The focus on financial and business results is 
to some extent unique. Deming (1986) warned 
against focusing on results and instead preferred 
a process focus. On the other hand, the Baldrige 
Award and related quality awards around the world 
have focused extensively on results (NIST, 2006). 
The difference is that Six Sigma usually requires 
financial returns from most projects and from each 
full-time Six Sigma specialist. Thus the financial 
focus is at the project level, in contrast to being on the 
organizational level in TQM and the Baldrige award. 
In addition, results are tracked on a pre-project  
and post-project audit basis by the financial 
organization. This aggressive insistence on a 
financial return from improvement projects is new to 

most organizations. However, Six Sigma recognizes 
that not all projects produce short-term financial 
returns; therefore, projects with purely strategic 
value may also be undertaken (Pande et al., 2000).

 Many of our interviewees emphasized that having 
strong financial measurement was new compared to 
past quality efforts. For example, one executive in 
MFG said:

My expectation was that it [Six Sigma] would 
go the same path that all the other quality 
initiatives have gone down. You really have 
to have some ongoing demonstration that 
it’s making a difference. . . We are very, very 
strict in our interpretation of this tie and this 
connection. . . And we are continuing to 
demonstrate that we can produce results, which, 
more than anything else, the evidence that this 
program produces results, it will keep it going.

2. Use of a structured method for process improvement 
or new product and service introduction is also not 
entirely distinctive. However, the degree of insistence 
on following the structured method, the intense 
training of the full-time specialists (see Snee and 
Hoerl, 2003 for discussion of Six Sigma training), and 
the full integration of statistical and nonstatistical tools 
are unique. In the past, quality improvement teams 
have been formed with minimal training (perhaps 1 
week or less) and set out to improve a process with 
less emphasis on the use of data or a well-structured 
method (Pande et al., 2000). Often these teams were 
formed more for employee involvement than for 
improvement. So the intensity of using the specialized 
method is worthy of note. One executive at SERV said:

Six Sigma brings together a very cohesive 
and comprehensive approach to problem 
solving. It kind of brings together a number 
of the better methods and tools that I know 
and then combines them in a novel way to 
look at things.

3. Use of specific metrics is also new with Six Sigma. 
Processes have not been measured in terms of their 
DPMO, critical-to-quality (CTQ), or process sigma. 
The effect of these measures highlights the importance 
of improvement and encourages difficult but attainable 
goals for improvement. Stretch goals motivate team 
members to think “out of the box” (Breyfogle, 1999; 
Hamel, 2000). Six Sigma requires a disciplined 
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approach toward measurement and improvement that 
has not been evident in previous quality improvement 
efforts. Six Sigma metrics also help ensure a customer 
focus when engaging in process improvement efforts. 
As one executive at SERV noted, “to actually be able 
to calculate a sigma you have to have a very specific 
focus on the customer.”

4. Finally, the use of a significant number of full-
time improvement specialists in Six Sigma is new 
to many organizations. In the past, organizations 
were reluctant to make the investment in full-
time specialists and often assigned improvement 
tasks to already overworked staff on a part-
time basis. Some organizations used full-time 
specialists but provided little or no training in 
structured improvement methods. By contrast, in 
1997 GE invested $250 million in training nearly 
4000 Black Belts and 60,000 Green Belts out of 
a workforce of 220,000 employees (Harry and 
Schroeder, 2000). This large investment paid off in 
1997 alone by adding $300 million to net income. 
Since investments are converted immediately to 
bottom-line results, management is able to justify 
the commitment of extensive training and full-time 
employees.

Overall, much of what is being done in Six Sigma 
is not entirely new with respect to prior quality tools 
or principles, but the deployment approach and 
emergent structure of Six Sigma are new. Six Sigma 
has been attractive to many CEOs and executives 
precisely because it is a very disciplined approach with  
a parallel-meso organization structure that delivers a 
verified financial return (e.g., see Slater, 1999). As a 
result, organizations may find that Six Sigma fits their 
improvement needs better.

This discussion of differences between Six Sigma 
and TQM suggests that Six Sigma can be discriminated 
from TQM in the critical elements described above. 
Furthermore, we expect that these differences will 
further improve performance in organizations that have 
already implemented TQM.
Proposition 3. Six Sigma will differ from TQM practices 
as described herein and will tend to provide incremental 
benefits in customer service and financial results for 
organizations that have already implemented TQM.

8. Research directions

There are several directions that future research can 
take. One of them is testing the above propositions. 
Also an important issue is investigating what types 

of organizations are likely to successfully adopt 
Six Sigma. It seems that there are at least three 
contingencies regarding Six Sigma that could be tested 
via contingency theory (Benson et al., 1991; Sousa and 
Voss, 2001).

1. Most, but not all, companies track financial results 
from each project. At SERV, for example, they 
were tracking improvement in customer satisfaction 
rather than dollars saved. Perhaps certain industries 
might not be as interested in tracking financial 
savings as others.

2. Most, but not all, companies use full-time Black 
Belts to lead projects. At MFG we found that Black 
Belts were not used in design for Six Sigma, since 
engineers were already assigned to projects full-time.

3. Employees involved in the projects we studied 
varied in their use of statistical tools and in their 
rigor at following all the steps of DMAIC. This 
tended to be true when the root cause for improving 
the process was known in advance or when there 
was a lack of data.

There are no doubt other contingencies that can be 
specified and tested. This would stand in contrast to 
those who argue “one size fits all.”

Another interesting research project would be to 
study the benefits that actually accrue from Six Sigma. 
While project savings can be totaled, they might not 
translate into organizational savings or improvements 
in the bottom line. There is also the question of how to 
measure savings from design projects when the major 
benefit is cost avoidance. Also, there is no established 
methodology for measuring revenue enhancements 
that occur from improved customer satisfaction or 
increased market share.

Internal fit could be another area of interesting 
research. The culture of the organization, along with 
its structure, might be averse to implementation of Six 
Sigma and thus require changes in the shared values 
of the employees and in the structure of the company 
(Eckes, 2001). An aversive culture could inhibit the 
implementation of Six Sigma and may ultimately 
defeat it, particularly if there is CEO turnover. The 
study of Six Sigma sustainability is closely related to 
the question of internal fit.

Six Sigma is an organizational learning process 
and one that results in greater knowledge. Viewing Six 
Sigma through the lens of knowledge management and 
organizational learning can lead to insights about how to 
create, retain, and diffuse knowledge using a structured 
approach (Choo et al., 2007; Lapré et al., 2000).
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Finally, we suggest that Six Sigma be viewed as 
an organization change process. This might provide 
improved ways for implementation of the Six Sigma 
process and a more enlightened analysis of what needs 
to be changed. It might also improve management 
of the change management process itself. There is 
certainly ample literature about organizational change 
that could be used as a starting point (Van de Ven and 
Poole, 1995).

9. Conclusions

We have proposed an emergent base definition of 
Six Sigma and an initial theory based on a grounded 
theory approach. Although Six Sigma builds off prior 
quality management practices and principles, it offers 
a new structure for improvement. The structural 
differences simultaneously promote both more 
control and exploration in improvement efforts. Some 
organizations may find benefit from the Six Sigma 
approach because it fits their organizational needs 
better.

Academics need to better understand Six Sigma 
so that they do not overhype it or too quickly dismiss 
it as nothing new. By better defining and adequately 
understanding Six Sigma, scholars can develop a 
deeper and richer knowledge of this phenomenon.

Our research makes four contributions:

1. It proposes a rigorous base definition of Six Sigma 
from the literature and field study that can be used 
for further research. A phenomenon cannot be 
scientifically studied until it is defined; therefore, 
we provide a starting point for future research on 
Six Sigma.

2. We provide an underlying theory for Six Sigma 
research derived from observation and the literature. 
The theory includes the concepts of ambidextrous 
organizations, parallel-meso organization, structural 
control and structural exploration.

3. We suggest well-grounded propositions and a 
framework for future empirical testing.

4. We differentiate Six Sigma from TQM and other 
quality management approaches in order to indicate 
what is new about this approach.

There are some limitations to our research, including 
the fact that grounded theory has inherent weaknesses. 
The theory we have developed might require further 
refinement, but this is a normal part of the theory 
development and testing process. Nevertheless our 
grounded theory has a reasonable chance for empirical 
verification and a better chance than theory developed 
without the triangulation methods and grounded theory 
approach used here.

The choice of the two companies studied in 
depth has perhaps limited the results in some ways. 
For example, neither company stressed cultural 
change to a large extent. Eckes (2001), for example, 
stresses the importance of cultural change along with 
technical change in an organization, and he proposes a 
comprehensive approach to cultural change.

Finally, only MFG stressed the use of Six Sigma 
as a leadership development program in the company. 
MFG selected from among its best people, trained 
them as Black Belts, and assigned them to challenging 
processes in need of improvement. They also trained 
everyone in the company who was assigned to projects 
at the Green Belt level and clearly viewed Six Sigma 
as a way to train, reward, and promote future leaders.

As we go forward in Six Sigma research, it is an 
opportune time to begin testing the theory that has 
been developed. This will require random sampling 
to empirically test and validate the propositions and 
theory provided. Such theory testing should add to 
our scientific knowledge regarding Six Sigma and 
can either verify or refute certain key elements of the 
definition and theory proposed here.

We have also specified a number of additional 
research projects  using contingency theory, 
organization learning, and organization change 
theories. It is only through academic research that a 
better understanding of Six Sigma can be developed. 
We hope that this initial effort will provide a beginning 
for future scientific research and a better understanding 
of this important phenomenon.
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T his reading is about the failure of companies to 
stay atop their industries when they confront 

certain types of market and technological change. It’s 
not about the failure of simply any company, but of 
good companies – the kinds that many managers have 
admired and tried to emulate, the companies known 
for their abilities to innovate and execute. Companies 
stumble for many reasons, of course, among them 
bureaucracy, arrogance, tired executive blood, poor 
planning, short-term investment horizons, inadequate 
skills and resources, and just plain bad luck. But this 
reading is not about companies with such weaknesses: 
It is about well-managed companies that have their 
competitive antennae up, listen astutely to their 
customers, invest aggressively in new technologies, 
and yet still lose market dominance.

Such seemingly unaccountable failures happen in 
industries that move fast and in those that move slow; in 
those built on electronics technology and those built on 
chemical and mechanical technology; in manufacturing 
and in service industries. Sears Roebuck, for example, 
was regarded for decades as one of the most astutely 
managed retailers in the world. At its zenith Sears 
accounted for more than 2 per cent of all retail sales 
in the United States. It pioneered several innovations 
critical to the success of today’s most admired retailers: 
for example, supply chain management, store brands, 
catalogue retailing and credit card sales. The esteem in 
which Sears’ management was held shows in this 1964 
excerpt from Fortune: “How did Sears do it? In a way, 
the most arresting aspect of its story is that there was 
no gimmick. Sears opened no big bag of tricks, shot off 
no skyrockets. Instead, it looked as though everybody 
in its organization simply did the right thing, easily and 
naturally. And their cumulative effect was to create an 
extraordinary powerhouse of a company.”

Yet no one speaks about Sears that way today. 
Somehow, it completely missed the advent of discount 
retailing and home centres. In the midst of today’s 
catalogue retailing boom, Sears has been driven from 
that business. Indeed, the very viability of its retailing 
operations has been questioned. One commentator has 

noted that “Sears’ Merchandise Group lost $1.3 billion 
(in 1992) even before a $1.7 billion restructuring 
charge. Sears let arrogance blind it to basic changes 
taking place in the American marketplace.” Another 
writer has complained:

Sears has been a disappointment for investors 
who have watched its stock sink dismally in 
the face of unkept promises of a turnaround. 
Sears’ old merchandising approach – a vast, 
middle-of-the-road array of mid-priced goods 
and services – is no longer competitive. No 
question, the constant disappointments, the 
repeated predictions of a turnaround that never 
seems to come, have reduced the credibility of 
Sears’ management in both the financial and 
merchandising communities.

It is striking to note that Sears received its accolades 
at exactly the time – in the mid-1960s – when it 
was ignoring the rise of discount retailing and home 
centres, the lower-cost formats for marketing name-
brand hard goods that ultimately stripped Sears of its 
core franchise. Sears was praised as one of the best-
managed companies in the world at the very time it let 
Visa and MasterCard usurp the enormous lead it had 
established in the use of credit cards in retailing.

In some industries this pattern of leadership failure 
has been repeated more than once. Consider the 
computer industry. IBM dominated the mainframe 
market but missed by years the emergence of 
minicomputers, which were technologically much 
simpler than mainframes. In fact, no other major 
manufacturer of mainframe computers became a 
significant player in the minicomputer business. Digital 
Equipment Corporation created the minicomputer 
market and was joined by a set of other aggressively 
managed companies: Data General, Prime, Wang, 
Hewlett-Packard and Nixdorf. But each of these 
companies in turn missed the desktop personal computer 
market. It was left to Apple Computer, together with 
Commodore, Tandy and IBM’s stand-alone PC 
division, to create the personal-computing market.  

The innovator’s dilemma
By Clayton M. Christensen1

1Source: Reprinted by permission of Harvard Business School Press. From The Innovator’s Dilemma by Clayton M. Christensen. Boston, MA 
1997, pp. ix–xxvi. Copyright © 1997 by the Harvard Business School Publishing Corporation; all rights reserved.

READING

9.2
READING
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Apple, in particular, was uniquely innovative in 
establishing the standard for user-friendly computing. 
But Apple and IBM lagged five years behind the 
leaders in bringing portable computers to market. 
Similarly, the firms that built the engineering 
workstation market – Apollo, Sun and Silicon Graphics 
– were all newcomers to the industry.

As in retailing, many of these leading computer 
manufacturers were at one time regarded as among 
the best-managed companies in the world and were 
held up by journalists and scholars of management as 
examples for all to follow. Consider this assessment of 
Digital Equipment, made in 1986: “Taking on Digital 
Equipment Corp. these days is like standing in front 
of a moving train. The $7.6 billion computer maker 
has been gathering speed while most rivals are stalled 
in a slump in the computer industry.” The author 
proceeded to warn IBM to watch out, because it was 
standing on the tracks. Indeed, Digital was one of the 
most prominently featured companies in the McKinsey 
study that led to the book In Search of Excellence 
(Peters and Waterman, 1982).

Yet a few years later, writers characterized DEC 
quite differently:

Digital Equipment Corporation is a company 
in need of triage. Sales are drying up in 
its key minicomputer line. A two-year-old 
restructuring plan has failed miserably. 
Forecasting and production planning systems 
have failed miserably. Cost-cutting hasn’t come 
close to restoring profitability… But the real 
misfortune may be DEC’s lost opportunities. 
It has squandered two years trying halfway 
measures to respond to the low-margin 
personal computers and workstations that have 
transformed the computer industry.

In Digital’s case, as in Sears, the very decisions 
that led to its decline were made at the time it was so 
widely regarded as being an astutely managed firm. It 
was praised as a paragon of managerial excellence at 
the very time it was ignoring the arrival of the desktop 
computers that besieged it a few years later.

Sears and Digital are in noteworthy company. Xerox 
long dominated the market for plain paper photocopiers 
used in large, high-volume copying centres. Yet it 
missed huge growth and profit opportunities in the 
market for small tabletop photocopiers, where it 
became only a minor player. Although steel mini 
mills have now captured 40 per cent of the North 
American steel market, including nearly all of the 
region’s markets for bars, rods and structural steel, 

not a single integrated steel company – American, 
Asian, or European – had by 1995 built a plant using 
mini mill technology. Of the thirty manufacturers of 
cable-actuated power shovels, only four survived the 
industry’s twenty-five-year transition to hydraulic 
excavation technology.

The list of leading companies that failed when 
confronted with disruptive changes in technology 
and market structure is a long one. At first glance, 
there seems to be no pattern in the changes that 
overtook them. In some cases the new technologies 
swept through quickly; in others, the transition took 
decades. In some, the new technologies were complex 
and expensive to develop. In others, the deadly 
technologies were simple extensions of what the 
leading companies already did better than anyone else. 
One theme common to all of these failures, however, is 
that the decisions that led to failure were made when 
the leaders in question were widely regarded as among 
the best companies in the world.

There are two ways to resolve this paradox. One 
might be to conclude that firms such as Digital, IBM, 
Apple, Sears, Xerox and Bucyrus Erie must never 
have been well managed. Maybe they were successful 
because of good luck and fortuitous timing, rather than 
good management. Maybe they finally fell on hard 
times because their good fortune ran out. Maybe. An 
alternative explanation, however, is that these failed 
firms were as well-run as one could expect a firm 
managed by mortals to be – but that there is something 
about the way decisions get made in successful 
organizations that sows the seeds of eventual failure.

Our research supports this latter view: It shows 
that in the cases of well-managed firms such as those 
cited above, good management was the most powerful 
reason they failed to stay atop their industries. Precisely 
because these firms listened to their customers, invested 
aggressively in new technologies that would provide 
their customers more and better products of the sort 
they wanted, and because they carefully studied market 
trends and systematically allocated investment capital 
to innovations that promised the best returns, they lost 
their positions of leadership.

What this implies at a deeper level is that many 
of what are now widely accepted principles of good 
management are, in fact, only situationally appropriate. 
There are times at which it is right not to listen 
to customers, right to invest in developing lower-
performance products that promise lower margins, 
and right to aggressively pursue small, rather than 
substantial, markets. This book derives a set of rules, 
from carefully designed research and analysis of 
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innovative successes and failures in the disk drive and 
other industries that managers can use to judge when 
the widely accepted principles of good management 
should be followed and when alternative principles are 
appropriate.

These rules, which I call principles of disruptive 
innovation, show that when good companies fail, it 
often has been because their managers either ignored 
these principles or chose to fight them. Managers can 
be extraordinarily effective in managing even the most 
difficult innovations if they work to understand and 
harness the principles of disruptive innovation. As in 
many of life’s most challenging endeavours, there is 
great value in coming to grips with “the way the world 
works,” and in managing innovative efforts in ways that 
accommodate such forces. The Innovator’s Dilemma 
applies to manufacturing and service businesses – high 
tech or low – in slowly evolving or rapidly changing 
environments.

Technology means the processes by which an 
organization transforms labour, capital, materials 
and information into products and services of greater 
value. All firms have technologies. A retailer like 
Sears employs a particular technology to procure, 
present, sell and deliver products to its customers, 
while a discount warehouse retailer like PriceCostco 
employs a different technology. This concept of 
technology therefore extends beyond engineering and 
manufacturing to encompass a range of marketing, 
investment and managerial processes. Innovation 
refers to a change in one of these technologies.

The failure framework: Why good 
management can lead to failure

The failure framework is built upon three findings 
from our study. The first is that there is a strategically 
important distinction between what I call sustaining 
technologies and those that are disruptive. These 
concepts are very different from the incremental – 
versus – radical distinction (as described in Chapter 8 
of this book) that has characterized many studies of this 
problem. Second, the pace of technological progress 
can, and often does, outstrip what markets need. 
This means that the relevance and competitiveness of 
different technological approaches can change with 
respect to different markets over time. And third, 
customers and financial structures of successful 
companies colour heavily the sorts of investments that 
appear to be attractive to them, relative to certain types 
of entering firms.

Sustaining versus disruptive technologies
Most new technologies foster improved product 
performance. I call these sustaining technologies. Some 
sustaining technologies can be discontinuous or radical 
in character, while others are of an incremental nature. 
What all sustaining technologies have in common is that 
they improve the performance of established products, 
along the dimensions of performance that mainstream 
customers in major markets have historically valued. 
Most technological advances in a given industry are 
sustaining in character. An important finding revealed 
in this book is that rarely have even the most radically 
difficult sustaining technologies precipitated the failure 
of leading firms.

Occasionally, however, disruptive technologies 
emerge: innovations that result in worse product 
performance, at least in the near-term. Ironically, 
in each of the instances studied in this book, it was 
disruptive technology that precipitated the leading 
firms’ failure.

Disruptive technologies bring to a market a very 
different value proposition than had been available 
previously. Generally, disruptive technologies 
underperform established products in mainstream 
markets. But they have other features that a few fringe 
(and generally new) customers value. Products based 
on disruptive technologies are typically cheaper, 
simpler, smaller and, frequently, more convenient 
to use. There are many examples in addition to the 
personal desktop computer and discount retailing 
examples cited above. Small off-road motorcycles 
introduced in North America and Europe by Honda, 
Kawasaki and Yamaha were disruptive technologies 
relative to the powerful, over-the-road cycles made 
by Harley-Davidson and BMW. Transistors were 
disruptive technologies relative to vacuum tubes. 
Health maintenance organizations were disruptive 
technologies to conventional health insurers.

Trajectories of market need versus 
technology improvement
The second element of the failure framework, the 
observation that technologies can progress faster than 
market demand, illustrated in Figure 9.2.1, means 
that in their efforts to provide better products than 
their competitors and earn higher prices and margins, 
suppliers often “overshoot” their market: They give 
customers more than they need or ultimately are 
willing to pay for. And more importantly, it means that 
disruptive technologies that may underperform today, 
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figure 9.2.1 The impact of sustaining and disruptive technological change

relative to what users in the market demand, may be 
fully performance-competitive in that same market 
tomorrow.

Many who once needed mainframe computers 
for their data processing requirements, for example, 
no longer need or buy mainframes. Mainframe 
performance has surpassed the requirements of many 
original customers, who today find that much of what 
they need to do can be done on desktop machines 
linked to file servers. In other words, the needs of many 
computer users have increased more slowly than the 
rate of improvement provided by computer designers. 
Similarly, many shoppers who in 1965 felt they had to 
shop at department stores to be assured of quality and 
selection now satisfy those needs quite well at Target 
and Wal-Mart.

Disruptive technologies versus rational 
investments
The last element of the failure framework, the 
conclusion by established companies that investing 
aggressively in disruptive technologies is not a rational 
financial decision for them to make, has three bases. 
First, disruptive products are simpler and cheaper; they 
generally promise lower margins, not greater profits. 
Second, disruptive technologies typically are first 
commercialized in emerging or insignificant markets. 
And third, leading firms’ most profitable customers 
generally don’t want, and indeed initially can’t use, 

products based on disruptive technologies. By and 
large, a disruptive technology is initially embraced by 
the least profitable customers in a market. Hence, most 
companies with a practiced discipline of listening to 
their best customers and identifying new products that 
promise greater profitability and growth are rarely able 
to build a case for investing in disruptive technologies 
until it is too late.

Harnessing the principle of 
disruptive innovation

Colleagues who have read my academic papers were 
struck by their near-fatalism. If good management 
practice drives the failure of successful firms faced 
with disruptive technological change, then the usual 
answers to companies’ problems – planning better, 
working harder, becoming more customer-driven and 
taking a longer-term perspective – all exacerbate the 
problem. Sound execution, speed-to-market, total 
quality management and process reengineering are 
similarly ineffective. Needless to say, this is disquieting 
news to people who teach future managers!

I suggest, however, that although the solution to 
disruptive technologies cannot be found in the standard 
tool kit of good management, there are, in fact, sensible 
ways to deal effectively with this challenge. Every 
company in every industry works under certain forces 
– laws of organizational nature – that act powerfully to 
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define what that company can and cannot do. Managers 
faced with disruptive technologies fail their companies 
when these forces overpower them.

By analogy, the ancients who attempted to fly by 
strapping feathered wings to their arms and flapping 
with all their might as they leapt from high places 
invariably failed. Despite their dreams and hard work, 
they were fighting against some very powerful forces 
of nature. No one could be strong enough to win this 
fight. Flight became possible only after people came 
to understand the relevant natural laws and principles 
that defined how the world worked: the law of gravity, 
Bernoulli’s principle, and the concepts of lift, drag and 
resistance. When people then designed flying systems 
that recognized or harnessed the power of these laws 
and principles, rather than fighting them, they were 
finally able to fly to heights and distances that were 
previously unimaginable.

I propose the existence of five laws or principles 
of disruptive technology. As in the analogy with 
manned flight, these laws are so strong that managers 
who ignore or fight them are nearly powerless to 
pilot their companies through a disruptive technology 
storm. If managers can understand and harness these 
forces, rather than fight them, they can in fact succeed 
spectacularly when confronted with disruptive 
technological change. I am very confident that 
great managers will be very capable on their own of 
finding the answers that best fit their circumstances. 
But they must first understand what has caused 
those circumstances and what forces will affect the 
feasibility of their solutions. The following paragraphs 
summarize these principles and what managers can do 
to harness or accommodate them.

Principle #1: Companies depend on 
customers and investors for resources
The history of the disc drive industry shows that 
the established firms stayed atop wave after wave 
of sustaining technologies (technologies that their 
customers needed), while consistently stumbling over 
simpler disruptive ones. This evidence supports the 
theory of resource dependence (Pfeffer and Salancik 
1978) which states that while managers may think 
they control the flow of resources in their firms, in 
the end it is really customers and investors who 
dictate how money will be spent because companies 
with investment patterns that don’t satisfy their 
customers and investors don’t survive. The highest-
performing companies, in fact, are those that are the 
best at this; that is, they have well-developed systems 

for killing ideas that their customers don’t want. As a 
result, these companies find it very difficult to invest 
adequate resources in disruptive technologies – lower 
margin opportunities that their customers don’t want 
– until their customers want them. And by then it is 
too late.

I suggest a way for managers to align or harness this 
law with their efforts to confront disruptive technology. 
With few exceptions, the only instances in which 
mainstream firms have successfully established a timely 
position in a disruptive technology were those in which 
the firms’ managers set up an autonomous organization 
charged with building a new and independent business 
around the disruptive technology. Such organizations, 
free of the power of the customers of the mainstream 
company, ensconce themselves among a different set 
of customers – those who want the products of the 
disruptive technology. In other words, companies 
can succeed in disruptive technologies when their 
managers align their organizations with the forces of 
resource dependence, rather than ignoring or fighting 
them.

The implication of this principle for managers 
is that, when faced with a threatening disruptive 
technology, people and processes in a mainstream 
organization cannot be expected to allocate freely 
the critical financial and human resources needed to 
carve out a strong position in the small, emerging 
market. It is very difficult for a company whose cost 
structure is tailored to compete in high-end markets 
to be profitable in low-end markets as well. Creating 
an independent organization, with a cost structure 
honed to achieve profitability at the low margins 
characteristic of most disruptive technologies, is the 
only viable way for established firms to harness this 
principle.

Principle #2: Small markets don’t solve 
the growth needs of large companies
Disruptive technologies typically enable new markets 
to emerge. There is strong evidence showing that 
companies entering these emerging markets early have 
significant first-mover advantages over later entrants. 
And yet, as these companies succeed and grow larger, 
it becomes progressively more difficult for them to 
enter the even newer small markets destined to become 
the large ones of the future.

To maintain their share prices and create internal 
opportunities for employees to extend the scope of 
their responsibilities, successful companies need to 
continue to grow. But while a $40 million company 
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needs to find just $8 million in revenues to grow at   
20 per cent in the subsequent year, a $4 billion 
company needs to find $800 million in new sales. 
No new markets are that large. As a consequence, the 
larger and more successful an organization becomes, 
the weaker the argument that emerging markets can 
remain useful engines for growth.

Many large companies adopt a strategy of waiting 
until new markets are “large enough to be interesting”. 
But the evidence shows why this is not often a 
successful strategy. Those large established firms 
that have successfully seized strong positions in the 
new markets enabled by disruptive technologies have 
done so by giving responsibility to commercialize 
the disruptive technology to an organization whose 
size matched the size of the targeted market. 
Small organizations can most easily respond to 
the opportunities for growth in a small market. The 
evidence is strong that formal and informal resource 
allocation processes make it very difficult for large 
organizations to focus adequate energy and talent on 
small markets, even when logic says they might be 
big someday.

Principle #3: Markets that don’t exist 
can’t be analyzed
Sound market research and good planning followed 
by execution according to plan are hallmarks of 
good management. When applied to sustaining 
technological innovation, these practices are 
invaluable; they are the primary reason, in fact, why 
established firms led in every single instance of 
sustaining innovation in the history of the disc drive 
industry. Such reasoned approaches are feasible 
in dealing with sustaining technology because the 
size and growth rates of the markets are generally 
known, trajectories of technological progress have 
been established, and the needs of leading customers 
have usually been well articulated. Because the vast 
majority of innovations are sustaining in character, 
most executives have learned to manage innovation 
in a sustaining context, where analysis and planning 
were feasible.

In dealing with disruptive technologies leading 
to new markets, however, market researchers and 
business planners have consistently dismal records. 
In fact, based upon the evidence from the disc drive, 
motorcycle and microprocessor industries, the only 
thing we may know for sure when we read experts’ 
forecasts about how large emerging markets will 
become is that they are wrong.

In many instances, leadership in sustaining 
innovations – about which information is known and 
for which plans can be made – is not competitively 
important. In such cases, technology followers do 
about as well as technology leaders. It is in disruptive 
innovations, where we know least about the market, 
that there are such strong first-mover advantages. This 
is the innovator’s dilemma.

Companies whose investment processes demand 
quantification of market sizes and financial returns 
before they can enter a market get paralysed or 
make serious mistakes when faced with disruptive 
technologies. They demand market data when none 
exists and make judgments based upon financial 
projections when neither revenues nor costs can, 
in fact, be known. Using planning and marketing 
techniques that were developed to manage sustaining 
technologies in the very different context of disruptive 
ones is an exercise in flapping wings.

A different approach to strategy and planning 
recognizes the law that the right markets, and the 
right strategy for exploiting them, cannot be known in 
advance. Called discovery-based planning, it suggests 
that managers assume that forecasts are wrong, rather 
than right, and that the strategy they have chosen to 
pursue may likewise be wrong. Investing and managing 
under such assumptions drives managers to develop 
plans for learning what needs to be known, a much 
more effective way to confront disruptive technologies 
successfully.

Principle #4: An organization’s 
capabilities define its disabilities
When managers tackle an innovation problem, they 
instinctively work to assign capable people to the job. 
But once they’ve found the right people, too many 
managers then assume that the organization in which 
they’ll work will also be capable of succeeding at the 
task. And that is dangerous – because organizations 
have capabilities that exist independently of the 
people who work within them. An organization’s 
capabilities reside in two places. The first is in its 
processes – the methods by which people have learned 
to transform inputs of labour, energy, materials, 
information, cash and technology into outputs of 
higher value. The second is in the organization’s 
values, which are the criteria that managers and 
employees in the organization use when making 
prioritization decisions. People are quite flexible, in 
that they can be trained to succeed at quite different 
things. An employee of IBM, for example, can quite 
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readily change the way he or she works, in order to 
work successfully in a small start-up company. But 
processes and values are not flexible. A process that 
is effective at managing the design of a minicomputer, 
for example, would be ineffective at managing the 
design of a desktop personal computer. Similarly, 
values that cause employees to prioritize projects to 
develop high-margin products, cannot simultaneously 
accord priority to low-margin products. The very 
processes and values that constitute an organization’s 
capabilities in one context, define its disabilities in 
another context.

Principle #5: Technology supply may not 
equal market demand
Disruptive technologies, though they initially can 
only be used in small markets remote from the 
mainstream, are disruptive because they subsequently 
can become fully performance-competitive within 
the mainstream market against established products. 
As depicted in Figure 9.2.1, this happens because the 
pace of technological progress in products frequently 
exceeds the rate of performance improvement 
that mainstream customers demand or can absorb. 
As a consequence, products whose features and 
functionality closely match market needs today often 
follow a trajectory of improvement by which they 
overshoot mainstream market needs tomorrow. And 
products that seriously underperform today, relative 
to customer expectations in mainstream markets, 
may become directly performance-competitive 
tomorrow.

When this happens, in markets as diverse as disc 
drives, accounting software and diabetes care, the 
basis of competition – the criteria by which customers 
choose one product over another – changes. When 
the performance of two or more competing products 
has improved beyond what the market demands, 
customers can no longer base their choice upon 
which is the higher performing product. The basis 
of product choice often evolves from functionality 
to reliability, then to convenience, and, ultimately, to 
price.

Many students of business have described phases 
of the product life cycle in various ways. But the 
phenomenon in which product performance overshoots 
market demands is the primary mechanism driving 
shifts in the phases of the product life cycle.

In their efforts to stay ahead by developing 
competitively superior products, many companies 
don’t realize the speed at which they are moving 

up-market,  over-satisfying the needs of their 
original customers as they race the competition 
toward higher-performance, higher-margin markets. 
In doing so, they create a vacuum at lower price 
points into which competitors employing disruptive 
technologies can enter. Only those companies that 
carefully measure trends in how their mainstream 
customers use their products can catch the points 
at which the basis of competition will change in the 
markets they serve.

Lessons from spotting disruptive 
threats and opportunities

Some managers and researchers familiar with these 
ideas have arrived at this point in the story in an 
anxious state because the evidence is very strong that 
even the best managers have stumbled badly when 
their markets were invaded by disruptive technologies. 
Most urgently, they want to know whether their own 
businesses are targets for an attacking disruptive 
technologist and how they can defend their business 
against such an attack before it is too late. Others, 
interested in finding entrepreneurial opportunities, 
wonder how they can identify potentially disruptive 
technologies around which new companies and 
markets can be built.

“Good” companies often begin their descent into 
failure by aggressively investing in the products and 
services that their most profitable customers want. 
No automotive company is currently threatened by 
electric cars, and none contemplates a wholesale leap 
into that arena. The automobile industry is healthy. 
Gasoline engines have never been more reliable. 
Never before has such high performance and quality 
been available at such low prices. Indeed, aside from 
governmental mandates, there is no reason why we 
should expect the established car makers to pursue 
electric vehicles.

But the electric car is a disruptive technology and 
potential future threat. The innovator’s task is to ensure 
that this innovation – the disruptive technology that 
doesn’t make sense – is taken seriously within the 
company without putting at risk the needs of present 
customers who provide profit and growth. The problem 
can be resolved only when new markets are considered 
and carefully developed around new definitions of 
value – and when responsibility for building the 
business is placed within a focused organization whose 
size and interest are carefully aligned with the unique 
needs of the market’s customers.
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Where disruptions are happening 
today

One of the most gratifying aspects of my life since 
the first edition of The Innovator’s Dilemma was 
published has been the number of people who have 
called, representing industries that I had never thought 
about, who have suggested that forces similar to those 
historical examples I described in these pages are 
disrupting their industries as well. Some of these are 
described in Table 9.2.1. Not surprisingly, the Internet 

looms as an infrastructural technology that is enabling 
the disruption of many industries.

Each of the innovations in the right column – in the 
form of a new technology or a new business model – is 
now in the process of disrupting the established order 
described in the left column. Will the companies that 
currently lead their industries using the technologies in 
the left column survive these attacks? My hope is that the 
future might be different than the past. I believe that the 
future can be different, if managers will recognize these 
disruptions for what they are, and address them in a way 
that accounts for or harnesses the fundamental principles.

table 9.2.1

Established technology Disruptive technology

Silver halide photographic film Digital photography

Wireline telephony Mobile telephony

Circuit-switched telecommunications networks Packet-switched communications network

Notebook computers Hand-held digital appliances

Desktop personal computers Sony Playstation II, Internet appliances

Full-service stock brokerage Online stock brokerage

New York and NASDAQ stock exchanges Electronic Communications Network (ECNs)

Full-free underwriting of new equity and debt issues Dutch auctions of new equity and debt issues, conducted 
on the Internet

Credit decisions based upon the personal Automated lending decisions based upon credit

judgement of bank lending officers scoring systems

Bricks and mortar retailing Online retailing

Industrial materials distributors Internet-based sites such as Chemdex and E-steel

Printed greeting cards Free greeting cards, downloadable over the Internet

Electric utility companies Distributed power generation (gas turbines, micro-
turbines, fuel cells)

Graduate school of management Corporate universities and in-house management 
training programmes

Classroom and campus-based instruction Distance education, typically enabled by the Internet

Standard textbooks Custom-assembled, modular digital textbooks

Offset printing Digital printing

Manned fighter and bomber aircraft Unmanned aircraft

Microsoft Windows operating systems and Internet Protocols (IP), and Java software

applications software written in C++ protocols

Medical doctors Nurse practitioners

General hospitals Outpatient clinics and in-home patient care

Open surgery Arthroscopic and endoscopic surgery

Cardiac bypass surgery Angioplasty

Magnetic resonance imaging (MRI) and Ultrasound – initially floor-standing

Computer tomography (CT) Scanning machines, ultimately portable machines
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M ore than twenty years ago, Abernathy (1978) 
suggested that a firm’s focus on productivity 

gains inhibited its flexibility and ability to innovate. 
Abernathy observed that in the automobile industry, 
a firm’s economic decline was directly related to its 
efficiency and productivity efforts. He suggested that 
a firm’s ability to compete over time may be rooted 
not only in simply increasing efficiency, but also in its 
ability to be simultaneously efficient and innovative 
(Abernathy, 1978: 173; Hayes & Abernathy, 1980). 
Strategy and organization theorists have similarly 
observed that dynamic capabilities are anchored in 
the ability to both exploit and explore (Ghemawat & 
Costa, 1993; March, 1991; Weick, 1969). A firm’s 
ability to compete over time may lie in its ability both 
to integrate and build upon its current competencies, 
while simultaneously developing fundamentally new 
capabilities (Teece, Pisano, & Shuen, 1997). 

Twenty years after Abernathy’s observations, the 
pressures for organizations to meet multiple, often 
inconsistent, contextual demands have escalated (e.g. 
Christensen, 1997; Tushman & O’Reilly, 1997). The 
notion of balance between exploitation and exploration, 
or between incremental and radical organizational 
change has been a consistent theme across several 
approaches to research in organizational adaptation 
(e.g. Brown & Eisenhardt, 1998; Burgelman, 1994; 
March, 1991; Levinthal & March, 1993; Gavetti and 
Levinthal, 2000; Tushman and Romanelli, 1985). Yet 
this need for dual organizational capabilities arises 
in the context of a wave of managerial activity and 
institutional pressures focusing on process management 
and control (e.g. Cole, 1998; Winter, 1994; Hackman 
& Wageman, 1995; Hammer & Stanton, 1999).

Process management, based on a view of an 
organization as a system of interlinked processes, 
involves concerted efforts to map, improve, and 
adhere to organizational processes. Initially building 
on the seminal work of Deming (1986), Juran 
(1989), and Ishikawa (1985), process management 

practices became popular as a central element of 
Total Quality Management (TQM) programs in the 
1980’s (Hackman & Wageman, 1995). Since then, 
they have continued to spread in practice as a core 
element of a continuing progression of quality-related 
initiatives, including the Malcolm Baldrige National 
Quality Award, the International Organization for 
Standardization’s Series 9000 program (ISO 9000), 
Business Process Reengineering, and more recently, 
Six Sigma programs. By 1992 every Fortune 100 firm 
had adopted TQM practices (Nohria, 1996). Although 
some have suggested that interest in TQM waned in 
the 1990’s (Powell, 1995), thousands of organizations 
subsequently adopted ISO 9000 (Quality Digest, 1999), 
and many companies, including highly visible ones like 
GE, Honeywell, 3M, Amazon.com, Toshiba, and Ford 
have recently embraced Six Sigma (e.g. International 
Quality and Productivity Center, 2000; Gabor, 2001; 
Feyder, 2001). Process management practices have 
been institutionally mandated as powerful suppliers 
or regulating organizations require adoption (e.g. 
Westphal, et al, 1997, Harrington & Mathers, 1997).

Although process management techniques were 
first employed in the domain of manufacturing and 
operations improvement, their influence has migrated 
to other processes, including those underlying the 
selection and development of technological innovations 
(Brown and Duguid, 2000; Sitkin and Stickel, 1996). 
Process management practices focus on reducing 
variation and increasing efficiency in organizational 
routines. As these variation-decreasing activities 
spread to centers of innovation, or variation-creation 
activity in organizations, they increasingly affect an 
organization’s dynamic capabilities. Yet there has been 
a lack of theory development about the effects of these 
institutionally mandated and pervasive practices on 
technological innovation or adaptation.

Much of the managerial literature on process 
management is prescriptive and aimed at educating 
managers on implementing such practices. Process 

Exploitation, exploration, and process 
management: The productivity dilemma 
revisited
By Mary J. Benner and Michael L. Tushman1

1Source: This article was adapted with permission from Academy of Management: ‘Exploration and Exploitation in Organizational Learning’ 
by Mary J. Benner and Michael L. Tushman (2003), Academy of Management Review, Vol. 28(2) pp. 238–256.
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management’s proponents have promoted process-
focused practices as universally beneficial for 
organizations, spurring continuous innovation that 
results in efficiency improvements, cost reductions, 
improved customer satisfaction, and ultimately, higher 
profits (Hammer & Stanton, 1999; ISO, 1999; Harry 
& Schroeder, 2000). Reflecting these assumptions, 
empirical research on process management’s effects 
has been limited to assessing the financial performance 
implications from process management adoption 
(eg. Powell, 1995; Ittner & Larcker, 1997; Samson & 
Terziovski, 1999)2. The results of these studies have 
been equivocal. Findings from empirical and case 
study research suggest that differential outcomes from 
TQM adoption arise because organizations implement 
different practices under the TQM umbrella (Westphal 
et al., 1997, Zbaracki, 1998). Similarly, Sitkin, 
Sutcliffe & Schroeder (1994) argue that an alternative 
set of TQM practices be used in task environments with 
higher uncertainty. While these studies provide insight 
into possible contingencies, their focus is specifically on 
TQM programs. Similarly, much of the organizational 
literature on the topic of process management has been 
focused on TQM (e.g. Hackman & Wageman, 1995; 
Easton & Jarrell, 1998; also see the 1994 special issue 
of AMR, and Cole & Scott, 2000). There has been no 
attempt to build theory that links this TQM literature to 
broader concepts of process management or with more 
recent research on dynamic capabilities (e.g. Teece, 
Pisano & Shuen, 1997; Eisenhardt & Martin, 2000).

We extend the process management literature by 
developing a model and testable propositions on the 
effects of process management activities on both 
technological innovation and organizational adaptation. 
We explore how both technological and organizational 
contexts moderate the relations between process-focused 
activities and organizational adaptation (e.g. Sitkin 
et al, 1994). We argue that the utilization of process 
management techniques stabilizes and rationalizes 
organizational routines, while establishing a focus on 
easily available efficiency measures and the satisfaction 
of existing customers. These dynamics increase 
efficiency in the short run. Because of institutional 
pressures in support of process management and the 
internal bias for certainty and predictable results, process 
management activities spread throughout the firm. The 
diffusion of process management techniques favors 

exploitative innovation at the expense of exploratory 
innovation. While exploitation and inertia may be 
functional for organizations within a given technological 
trajectory or for existing customers, these variance 
reducing dynamics stunt exploratory innovation and/or 
responsiveness to new customer segments (Henderson 
et al, 1998; Sterman et al, 1997). Finally, we explore 
how ambidextrous organizational forms provide buffered 
contexts such that both exploitation and exploration can 
coexist (Tushman and O’Reilly, 1997; Bradach, 1997).

We proceed in three sections. First, we define 
process management techniques and explore the 
empirical evidence of their impact on organizational 
outcomes. In section 2 we explore the effects of 
process management techniques on both exploratory 
as well as exploitative innovation. We also consider 
the structural features and moderating effects of 
ambidextrous organizational designs that allow process 
control activities to be isolated from exploratory 
activities. In section 3, we explore how process 
management practices, through their influence on both 
technological innovation and organizational inertia, 
affect adaptation, and how these effects are contingent 
on both organizational form and environment context. 
Our model is illustrated in Figure 9.3.1.

This paper makes several contributions. We extend the 
process management literature with a more contingent 
theory and associated testable propositions about the 
effects of process management on organizations. Our 
model helps resolve inconsistent empirical findings and 
provides a base for further research on the relationship 
between process management activities and dynamic 
capabilities. This paper also contributes more generally to 
research that considers the influence of increasingly stable 
processes on outcomes like technological innovation, 
organizational adaptation, and failure (Christensen &  
Bower, 1996; Henderson & Clark, 1990; Hannan  
& Freeman, 1984; Nelson & Winter, 1982; Levinthal & 
March, 1993). Although such research has considered 
the role of routines in organizational outcomes, it has not 
addressed the effect of institutionally mandated quality 
programs that directly target organizational routines 
and processes. Thus, this paper extends research more 
generally by illuminating how specific organizational 
practices (in this case, a meta-process focused on 
stabilizing and refining other organizational processes) 
affect an organization’s dynamic capabilities.

2Other empirical research explores implications of more broadly-defined Total Quality Management programs. While process-focused practices 
may be included in an organization’s adoption of TQM, it is not necessarily the case (Westphal, Gulati & Shortell, 1997, Zbaracki, 1998). 
Further, it is not clear from most research on TQM whether and to what extent the organizations involved undertook practices focused on 
mapping, improving and adhering to processes, as such, interpreting existing research is hampered by heterogeneity in the practices adopted. 
The three studies cited break out process-focused activities from other practices within TQM, and are particularly relevant to out topic. We also 
review the larger body of existing research on process management and TQM later in this paper.
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Adaptation: 

• Responsiveness   
P8, P10  

• Performance 
P7, P9 

Process Management Technological Innovation
Adaptation

Technology cycles 
• Incremental technological 
  change 
• Non-incremental technological
   change  

Environment

Organizational Form

Ambidextrous or dual  
organization 
• Tight coupling within subunits 
• Loose coupling across subunits 

P6 

P11

Exploration:   
• Architectural innovation P3

• Radical innovation P4 

• Innovation for emergent P5 
customer sets 

Exploitation: 
• Incremental innovation          P1

• Innovation for   
current customer sets              P2

Extent of process 
Management 
Activities 

• Mapping processes 
• Streamlining processes 
• Adhering to 

Improved processes 

figure 9.3.1 Process management’s effects on technological innovation and adaptation

Background: the promise and 
reality of process management

The process revolution has been marked by a shift from 
the view of organizations as a collection of departments 
with separate functions and outputs, to a view of them as 
systems of interlinked processes that cross functions and 
link organizational activities (Dean & Bowen, 1994). 
Processes are collections of activities that, taken together, 
produce outputs for customers (Ittner & Larcker, 1997; 
Garvin, 1998). Customers include not only external 
consumers of the organization’s products or services, 
but also a series of internal recipients at linkage points 
between processes, as outputs from upstream processes 
become the inputs for subsequent processes. Although 
programs and awards like TQM, ISO 9000, Six Sigma, 
the Malcolm Baldrige Award, and Business Process 
Reengineering differ in scope and approach, they share 
a core focus on measuring, improving, and rationalizing 
organizational processes (cf. Harrington & Mathers, 

1997; Ittner & Larcker, 1997; Powell, 1995; Repenning, 
1999; Winter, 1994; Harry & Schroeder, 2000).

Process management is composed of three main 
practices: mapping processes, improving processes, 
and adhering to systems of improved processes. Once 
underlying processes have been recorded through 
process mapping, process improvement involves 
developing measures of how well a process meets 
customer requirements, and using statistical methods to 
continually eliminate variation in processes and outputs 
(Hackman & Wageman, 1995; Harry & Schroeder, 
2000). Process improvement not only involves 
rationalizing individual work processes, but also 
streamlining the handoffs between processes (Garvin, 
1995; Harry & Schroeder, 2000). Organizational 
participants are trained in effective ways to facilitate 
cross-functional team meetings and learn standard 
approaches for identifying and solving problems. 
These tools, by design and intent, help integrate and 
coordinate a broad set of activities throughout the 
organization (Repenning, 1999).
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The last element of process management is 
adherence to processes that have been mapped and 
improved. This ensures that processes are repeatable, 
allowing for ongoing incremental improvement, and 
the realization of benefits of improvement efforts 
(Hackman & Wageman, 1995; Harrington & Mathers, 
1997; Mukherjee, Lapré, & Van Wassenhove, 1998). 
The ISO 9000 program, in particular, has a strong, 
explicit focus on adherence to documented processes. 
As part of ISO 9000 certification, third-party auditors 
ensure that an organization is following its documented 
practices (Harrington & Mathers, 1997; Cole, 1998). 
Similarly, the final stage of Six Sigma implementation 
is coordinating standardized best practices throughout 
an organization (Harry & Schroeder, 2000).

Proponents of process management have long 
cited the expected benefits of these practices. Non-
value-added activities are removed as processes are 
streamlined, resulting in reduced costs and efficiency 
improvements in the form of increased yields and less 
rework and waste. Tighter intraorganizational linkages 
increase efficiency by streamlining the handoffs 
between activities, and speeding development and 
delivery times (Dean & Snell, 1996; Garvin, 1995). 
Further, these products are likely to better satisfy 
customers, leading to increases in revenues. Ultimately, 
as revenues increase and costs decrease, profits are 
expected to improve.

Yet, empirical research on the effects of process 
management practices fails to yield conclusive 
evidence of these promised benefits. The few 
empirical studies that consider the implications of 
process-focused techniques show no evidence that 
these techniques are consistently helpful. Powell 
(1995) and Samson & Terziovski (1999) found no 
relationship between measures of process management 
utilization and organizational performance. Ittner & 
Larcker (1997) found the use of process management 
techniques associated with increased performance in 
the automobile industry, but decreased performance 
in the computer industry. Others have noted that 
poor financial performance has followed the process-
focused efforts necessary for winning the Baldrige 
Award (Garvin, 1991; Hill, 1993). Winners like 
Motorola, Cadillac and Federal Express have suffered 
subsequent financial setbacks, leading some Wall 
Street analysts to recommended shorting the stocks of 
Baldrige Award winners (Garvin, 1991).

Related research has explored the organizational 
effects of TQM program adoption. However, as TQM 
may include actual implementation of different sets 
of practices within each organization (Hackman & 

Wageman, 1995; Westphal, Gulati, & Shortell, 1997), 
it is difficult to determine whether organizations 
implement the process-focused techniques. Even 
so, this research has also produced conflicting or 
paradoxical results. Wruck and Jensen (1994) and 
Kearns and Nadler (1992) report on TQM efforts 
that led to substantial organizational improvements. 
Similarly, event studies have found performance 
benefits from adoption of a TQM program (Easton & 
Jarrell, 1998) and winning a quality award (Hendricks 
& Singhal, 1996), and Dean & Snell (1996) found that 
TQM as one component of Integrated Manufacturing 
was associated with performance benefits.

In contrast, Analog Devices’ adoption of a TQM 
program resulted in short-term improvements in 
efficiency, such as higher yields and less waste, but 
this was soon followed by financial performance far 
worse than the industry average (Sterman, Repenning, 
& Kofman, 1997). Similarly, proactive quality efforts 
at Alcoa initially led to competitive gains (Kolesar, 
1993). Yet soon after this quality effort was initiated, 
Alcoa’s CEO Paul O’Neill lamented the slow pace of 
change and initiated a “quantum-leap improvement” 
(Kolesar, 1993: 161). Henderson et al. (1998) found 
that despite significant returns to process improvements 
at Hewlett Packard these activities were underfunded 
out of concerns that process-focused efforts would 
impede product innovation. Sitkin and Stickel (1996) 
found that TQM efforts in an R&D setting led to 
organizational conflicts, distrust, conformity and, in 
turn, to decreased innovation. Staw & Epstein (2000) 
found that while TQM adoption was associated with 
higher CEO compensation, there was no association 
between adoption and financial performance.

Other empirical research has been aimed at resolving 
these inconsistent findings. This work suggests that 
outcomes fall short of anticipated benefits because 
while firms adopt TQM, they fail to fully implement 
the associated efficiency-generating practices 
(Zbaracki, 1998; Westphal, et al., 1997; Easton & 
Jarrell, 1998) or fail to give them sufficient time or the 
right culture to work (e.g. Cameron and Barnett, 2000; 
Sterman et al., 1997). It may also be that the effects 
of process management activities are contingent on the 
technological and organizational contexts to which they 
are applied. Process management activities have spread 
beyond their origins in manufacturing and operations 
into other activities, such as processes for selecting and 
developing technological innovations. Indeed, the 9001 
version of the ISO 9000 program involves processes 
for product design, development, and service, while 
Design for Six Sigma similarly promotes extending 
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process control techniques into R&D, including 
product design and development activities (ISO, 1999, 
Harry & Schroeder, 2000). Similarly, these practices 
have also been applied to senior team processes (e.g. 
Garvin, 1995; Ghoshal & Bartlett, 1995; Hammer & 
Stanton, 1999).

Process management practices may be adopted 
because of bandwagon effects created by their 
adoption by other high status organizat ions 
(Abrahamson & Rosenkopf, 1993; Abrahamson, 
1996; Meyer & Rowan, 1977; Staw & Epstein, 2000). 
As these techniques are embraced by highly visible 
organizations like IBM, GE, 3M, Amazon.com, among 
others (Hammer & Stanton, 1999), they become taken-
for-granted, and viewed as sensible approaches for 
operating organizations (cf. Meyer & Rowan, 1977). 
Once adopted, the spread of process management gives 
rise to unintended effects on innovation and adaptation. 
The ubiquity of process management techniques 
works to reduce variation in organizational processes 
and routines. Variance reducing activities drive out 
variance increasing activities and, as such, affect an 
organization’s ability to innovate and adapt outside of 
existing trajectories (e.g. Weick, 1995; Levinthal and 
March, 1993; Sutcliffe et al, 2000). Core capabilities 
may become core rigidities (Leonard-Barton, 1992). 
Thus, although process management activities are 
employed to help organizations adapt, to the extent 
that these practices increase inertia and limit variation-
creation, they may instead impede adaptation in all but 
routine contexts (e.g. Levinthal, 1997a). Yet, there has 
been no effort to build testable theory to explore these 
broader implications of process management activities 
for innovation and adaptation.

Process management and 
technological innovation

Technological innovation is a central engine of 
organizational adaptation (Nelson & Winter, 1982; 
Tushman & Nelson, 1990; Levinthal, 1991; Brown 
& Eisenhardt, 1997). As such, to understand how 
process management techniques affect organizational 
adaptation, we first address how it affects exploratory 
as well as exploitative innovation. A firm’s ability 
to innovate provides its senior team with options to 
either reinforce or destabilize a technological regime 
(Burgelman, 1994; McGrath, 1999; Tushman & 
Murmann, 1998). Innovations generated within or 
absorbed by firms provide variation to proactively 
shape or reactively respond to technological transitions 

(Brown & Eisenhardt, 1997; Cohen & Levinthal, 
1990; Tushman & O’Reilly, 1997). An organization’s 
dynamic capabilities depend on simultaneously 
exploiting current technologies and resources to 
secure efficiency benefits and on creating variation 
through exploratory innovation (Ghemawat & 
Costa, 1993; March, 1991; Teece et al., 1997). As 
process management techniques focus on continuous 
improvement in routines and variation reduction 
(Anderson et al., 1994; Hackman & Wageman, 1995; 
Harry & Schroeder, 2000), their increased utilization in 
an organization affects the balance between exploratory 
and exploitative innovation.

The  e ff ec t s  o f  p roce s s  managemen t  on 
technological innovations arise in several ways. First, 
they stabilize the resource allocation and decision 
processes that determine which technological 
projects will be supported (cf. Christensen & Bower, 
1996). Process management techniques also tighten 
internal communication linkages and affect the 
types of technological changes that are recognized 
and addressed (cf. Henderson & Clark, 1990). In 
addition, process management activities also influence 
technological innovation directly through adherence to 
particular product development or design processes. 
For example, Design for Six Sigma (DFSS) ensures 
that processes for invention and innovation conform to 
tight statistical standards, while the ISO 9001 program 
entails certification in product design and development 
(Harry and Schroeder, 2000). Process management 
activities will facilitate some innovation types, but 
dampen others. We first need to clarify innovation 
types.

Types of innovations
Innovations can be classified along two dimensions, 
in terms of proximity to the current technological 
trajectory, and in terms of proximity to the existing 
customer/market segment (Abernathy and Clark, 
1985). On the technological dimension, different 
innovation types have contrasting determinants and 
organizational effects (Morone, 1993; Tushman and 
O’Reilly, 1997). Incremental innovation, characterized 
by small changes in a technological trajectory, builds on 
the firm’s current technical capabilities, while radical 
innovation fundamentally changes the technological 
trajectory and associated organizational competencies 
(Green, Gavin & Smith, 1995; Dosi, 1982). Innovation 
can be further categorized by how it affects existing 
subsystems and/or linking technologies (Baldwin & 
Clark, 2000; Henderson & Clark, 1990; Tushman 
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& Murmann, 1998). Modular innovations affect 
subsystem or component technology, leaving linking 
mechanisms intact, while architectural innovations 
involve changes in how subsystems are linked together 
(Henderson & Clark, 1990; Iansiti & Clark, 1994). For 
example, the addition of a stepper motor was a modular 
innovation in the photolithography industry, while the 
move from 14 to 8 inch disk drives was an architectural 
innovation in the disk drive industry (Christensen & 
Bower, 1996; Henderson & Clark, 1990).

Innovations have also been classified by whether 
they address the needs of existing customers or are 
designed for new or emergent markets (Christensen 
& Bower, 1996). Products designed for new customer 
sets are often organizationally disruptive and require 
significant departures from existing activities. For 
example, the advent of digital photography represented 
not only a technological change from chemical-based 
film, but also involved new distribution channels for 
electronic cameras. The change in marketing and 
distribution presented an equal or greater challenge 
as did the technological change for some photography 
fi rms (Tripsas  & Gavet t i ,  2000) .  Similar ly, 
progressively smaller disk drives were innovations 
for emergent customer sets in the disk drive industry. 
These technologically simple innovations created 
organizational challenges for incumbents and they 
found it difficult to respond (Christensen, 1998). 
Incremental technological innovations and innovations 
designed to meet the needs of existing customers are 
exploitative, and build upon existing organizational 
knowledge. In contrast, radical innovations or those for 
emergent customers or markets are exploratory, as they 
require new knowledge or departures from existing 
skills (March, 1991; Levinthal & March, 1993).

Effects of Process Management 
Activities on Innovation
As the implementation of process management 
techniques initially entails an explicit focus on 
innovation and change in organizational activities, 
it is likely to spur innovation (Winter, 1994). Tacit 
organizational routines are revealed and made explicit 
(Brown & Duguid, 1991) leading to richer cognitive 
models of organizational activities (Repenning, 1999); 
firms can learn before doing (Pisano, 1996). Team 
approaches to problem solving, decentralized decision-
making, and colocated information facilitate the 
search for solutions to help drive initial improvements 
in efficiency in organizational activities (see also, 
Wruck & Jensen, 1994; Hackman & Wageman, 1995).  

In under-performing firms the organizational changes 
associated with process management may well be 
radical (e.g. Kearns and Nadler, 1992). Or in the case 
of lethargic competitors, process management efforts 
can lead quickly to substantial performance gains (eg. 
Kolesar, 1993).

While this innovative phase of process management 
entails substantive change, such change is focused on 
improving efficiency within an existing technological 
trajectory. The founders of process management 
focused on incremental and exploitative innovation, 
rather than radical, architectural, or exploratory 
innovation. The associated process oriented tools 
and techniques are aimed at making an organization 
more efficient through incremental improvements in 
processes and outputs (Anderson, et al., 1994; Harry & 
Schroeder, 2000). For example, prescriptive literature 
encourages organizations to view improvements as 
controlled experiments that involve repetition of 
practices and measurement prior to making small, 
testable changes (e.g. Harry & Schroeder, 2000). 
Moreover, process improvement techniques apply to 
the organization’s current activities; innovation and 
change in those activities is accomplished by paring 
from existing routines. Once changed, these improved 
routines become standardized best practices.

After this initial phase of innovation, repetition 
of organizational routines through adherence to best 
practices leads to deepened competence (e.g. Pisano, 
1996). As an organization learns and increases its 
efficiency through repetition of a set of activities, 
subsequent innovation is increasingly incremental 
(Levitt & March, 1988; Levinthal & March, 1993). 
Thus, while process management activities drive 
innovation, the focus on variation reduction, search for 
incremental improvements in routines, and increased 
proficiency through repetition of organizational 
activities ensures that this innovation will be in the 
neighborhood of existing capabilities. As process 
management activities extend in an organization over 
time, more and tighter linkages between routines 
further constrain innovation to incremental changes in 
existing activities and outputs.
Proposition 1. Increases in the extent of process 
management activities will lead to increased 
incremental innovation.

Process management activities are also focused 
on delivery to the organization’s target customers. 
Organizational processes and the outputs they produce 
are driven to continuously improve by better meeting 
customer requirements. As the locus of decision-
making is pushed down in the firm, multiple levels of 
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the hierarchy are focused on meeting, if not exceeding, 
customer needs (Winter, 1994). Measures of customer 
satisfaction are used as the basis of improvement 
and coordination efforts (Cole, 1998; Garvin, 1988; 
Hackman & Wageman, 1995; Powell, 1995), and 
such efforts are reinforced by supportive resource 
allocation systems. Von Hippel (1988) and Christensen 
& Bower (1996) showed how persistent resource 
allocation processes among equipment suppliers and 
disk drive manufacturers channeled innovation away 
from product development for emergent customer sets. 
Thus, as process management creates an organizational 
focus on better understanding and satisfying existing 
customers, it also channels innovation into areas that 
benefit existing customers.
Proposition 2. Increases in the extent of process 
management activities will lead to increased innovation 
that benefits existing customer sets.

Henderson and Clark (1990) found that in the 
photolithography equipment industry, increasingly 
stable routines and communication linkages within 
firms constrained their ability to initiate and respond 
to changes in subsystem and linking technologies. 
Seemingly minor architectural innovations were 
treated as incremental innovations by incumbent 
firms with disastrous results. Process management 
techniques stabilize organizational routines and tighten 
the linkages between them, yet make cross boundary, 
cross community linkages more difficult (Sitkin and 
Stickel, 1996). Organizations focused on incremental 
enhancements of current technology treat architectural 
innovation as merely incremental, fail to forge 
linkages across organizational boundaries, and in turn, 
underperform (Lawless & Anderson, 1996; Henderson, 
1993; Tripsas, 1997). Although incremental innovation 
may in some circumstances actually accommodate 
architectural or modular innovations, adherence to 
standardized best practices ensures repetition of 
practices through these stable linkages within local 
domains, and an organization’s ability to actually take 
advantage of subsystem and linking technologies is 
stunted.
Proposition 3. Increases in the extent of process 
management activities will lead to less architectural 
innovation.

Process management techniques, by design and 
intent, exploit existing capabilities. In the face of 
short-term performance pressures, demands of existing 
customers, and ease of measurement, exploitation 
overwhelms exploration (March, 1991; Levinthal & 
March, 1993; Sitkin et al., 1994). Process management 
affects variation-creation through the use of statistical 

techniques designed to reduce variation, and also 
through repetition of linked sets of streamlined 
organizational processes. Rapid exploitation as 
employees carry out activities in coordinated 
processes produces measurable, short-term benefits. 
As an organization achieves faster new product 
introductions, cost reductions, or improvements 
in customer satisfaction, these outcomes drive 
organizations to persist with greater zeal in extending 
process activities and linking disparate parts of the 
organization (Levinthal & March, 1993). Managers 
with documented successes from process management 
may be promoted and charged with extending such 
activities to more domains. Those opposed to the 
encroachment of process management in creative or 
innovative domains may opt out of the organization, 
further increasing the influence of process-intensive 
activities (Brown and Duguid, 2000).

As systems of improved routines are repeated 
throughout an organization, an organization becomes 
more competent and efficient, but variation in the 
outcomes of those activities decreases (March, 1991). 
The objective of stabilizing organizational routines 
and “attacking variation” (Harry & Schroeder, 2000) 
contrasts with the variation-increasing roles played by 
internal corporate venturing units (Burgelman, 1983), 
or redundant and overlapping information designed to 
increase organizational innovation and variety (Nonaka 
& Takeuchi, 1995). This explicit focus on incremental 
innovation and increased proficiency with local search 
makes it unlikely that process management activities 
will produce innovations that significantly depart 
from the neighborhood of an organization’s existing 
technological or market competencies.

Further, over time, process management further 
influences variation creation by affecting the selection 
of innovations. Short-term, easy-to-measure efficiency 
improvements make vague, uncertain, difficult-
to-quantify exploratory activities less attractive 
(March, 1991; Levinthal & March, 1993). As process 
management practices spread in an organization, the 
predominant measures of effectiveness are increasingly 
focused on speed, efficiency, and reductions in costs or 
waste. These dynamics lead to selecting innovations 
that leverage efficient, streamlined manufacturing or 
distribution processes, or that utilize materials that are 
cost-effectively obtained from streamlined purchasing 
processes. Such innovations build on existing firm 
capabilities and will tend to be closer to existing 
products. As innovation development and selection 
processes are linked with other improved processes, 
the focus shifts away from creating variation.  
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A focus on refining project selection processes to yield 
continuous improvement in the speed or success rates 
of new products tips project selection toward those with 
greater predictability, lower variation, and increased 
certainty. Thus, as the reach of process management 
activities extends further into research, R&D project 
selection activities, or product development, radical 
innovation projects increasingly give way to more 
certain, incremental activities (e.g. Henderson, et al, 
1998). As process intensity increases, even structures 
designed to produce radical innovations (e.g. heavy 
weight teams or independent units) will increasingly 
produce innovations close to past innovations (e.g. 
Tripsas and Gavetti, 2000; Sitkin and Stickel, 1996; 
Brown and Duguid, 2000).

Incremental innovation associated with process 
management reduces significant exploratory activity 
and learning outside the existing technological 
trajectory (March, 1991; Levinthal & March, 1993). 
The path-dependent nature of innovation suggests 
an even longer-term effect of process management 
practices. Past innovative activities play a role in future 
innovation by providing a firm with a knowledge base 
that allows it to absorb technological competence 
from external sources (Cohen & Levinthal, 1990; 
Levitt & March, 1988). An organization that lacks 
exploration in one period may be excluded from areas 
of future exploratory activity by the lack of a relevant 
knowledge base (e.g. Teece et al., 1997; Cohen & 
Levinthal, 1990). As process management techniques 
reduce a firm’s exploratory activities, its absorptive 
capacity will be stunted. As such, a firm’s likelihood 
of subsequent innovations that incorporate new 
technologies is reduced.
Proposition 4. Increases in the extent of process 
management activities will lead to less radical innovation.

Measures of customer satisfaction drive improvement 
efforts though an increasingly coordinated system of 
processes. As improved manufacturing or distribution 
processes create measurable improvements for 
existing customers, process management will drive 
innovations that continuously improve products for 
existing customers. Emergent customer sets or market 
segments often do not lend themselves to measurement 
or are highly uncertain (Von Hippel, 1988; Sitkin, et al, 
1994). Thus, exploratory innovation into new markets 
becomes increasingly unattractive compared to the 
short-term, tangible, measurable successes from further 
improvement in existing capabilities  (Leonard-Barton, 
1992; Christensen, 1998). Through process management 
practices, an organization becomes increasingly skilled 

at producing outputs that leverage existing knowledge 
about inputs, technologies, manufacturing techniques, or 
distribution channels. New innovations that further utilize 
these capabilities will benefit from these efficiencies and 
lend themselves to even more measurable successes. 
As these codified and tightly linked processes begin 
to further influence the development and delivery of 
technological innovations, innovations for emergent 
or new markets are squeezed out. This is likely to 
further exacerbate the tendency to innovate for existing 
customers that Christensen and Bower (1996) observed 
in the disk drive industry.
Proposition 5. Increases in the extent of process 
management activities will lead to less innovation that 
benefits new customers.

Exploration, Exploitation and 
Ambidextrous Organizations
Abernathy (1978) highlighted the inconsistencies 
be tween ac t iv i t ies  focused on product iv i ty 
improvements and cost reductions and those focused 
on innovation and flexibility. He questioned whether it 
was possible for organizations to pursue both types of 
activities simultaneously. While both types of activities 
are important for organizational survival, exploration 
and exploitation are contradictory organizational 
processes (March, 1991; Adler, Goldoftas, & Levine, 
1999; Teece et al., 1997). How can organizations 
balance these potentially conflicting activities? While 
organizational literature has stressed the importance of 
a balance between efficiency and exploration, there are 
multiple points of view on how organizations actually 
strike this balance.

Hedberg, Nystrom and Starbuck (1976) suggest 
that organizations engage in multiple forms of 
learning by switching back and forth between alternate 
organizational designs and by being alternatively 
consistent and inconsistent in their actions. Similarly, 
Brown and Eisenhardt (1998) suggest that dynamic 
capabilities are rooted in an organization’s ability to 
rhythmically switch between more organic and more 
mechanistic structures. In contrast to switching between 
organizing modes, others argue for creating loosely 
coupled organizations where the experimenting units 
are highly buffered from the exploiting units (Weick, 
1976; Levinthal, 1997b). For example, Burgelman 
(1991) describes buffered induced and autonomous 
processes at Intel, while Leonard-Barton (1995) 
describes experimenting units failing forward, distinct 
from units focused on more incremental innovation. At 
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the extreme, Christensen (1998) suggests that because 
of the disruptive nature of the technology, experimenting 
units must be completely separated from exploiting 
units. In these loosely coupled organizational forms it is 
unclear where the integration required to drive streams 
of innovation is accomplished.

Ambidextrous or dual organizational forms are 
organizational architectures that build in both tight and 
loose coupling simultaneously (Tushman and O’Reilly, 
1998; Sutcliffe et al., 2000; Bradach, 1997). These 
organizational forms are not loosely coupled, nor do 
they switch between contrasting structures. Rather, 
ambidextrous organizations are composed of multiple 
tightly coupled subunits that are themselves loosely 
coupled from each other. Within subunits, the tasks, 
culture, individuals and organization arrangements are 
consistent, but across subunits, tasks and cultures are 
inconsistent and loosely coupled. Strategic integration, 
the ability to drive innovation streams and take 
advantage of contrasting organizational capabilities, 
occurs at the senior team level of analysis.

In contrast to Lawrence and Lorsch (1967), 
ambidextrous organizational designs are composed 
of highly differentiated but weakly integrated 
subunits. While the exploratory units are small and 
decentralized with loose cultures and processes, 
the exploitation units are larger, more centralized 
with tight cultures and processes. Exploratory units 
succeed by experimenting, by creating small wins 
and losses frequently (Sitkin, 1992). As process 
management tends to drive out experimentation, it 
must be prevented from migrating into exploratory 
units and processes. In contrast, exploitation units 
that succeed by reducing variability and maximizing 
efficiency and control are an ideal location for the tight 
coordination associated with process management 
efforts. These contrasting, inconsistent units must 
be physically and culturally separated from each 
other, have different measurement and incentives, 
and have distinct managerial teams (Nonaka, 1988, 
1991; Bradach, 1997; Sutcliffe et al., 2000; Tushman 
and O’Reilly, 1998). For example in HP’s Scanner 
Division, the more routine flatbed scanners had a 
completely different organizational architecture than 
the emerging consumer/knitting technology scanners. 
These distinct units were physically separated from 
each other and had their own management teams.

Because dynamic capabilities are rooted in driving 
streams of innovation in a product class (Teece et al., 
1997; Morone, 1993), these highly differentiated but 
loosely coupled subsystems must be strategically 

integrated by the senior team. Such strategic linkage 
is anchored by common aspiration levels and a senior 
team that provides slack to the experimental subunits 
and holds the differentiated units to fundamentally 
different selection and search constraints (Levinthal 
and March, 1993; Levinthal, 1997b). To be effective, 
ambidextrous senior teams must develop their own 
processes such that they can establish new forward-
looking cognitive models for exploration units, while 
allowing backward-looking experiential learning to 
rapidly unfold for exploitation units (Gavetti and 
Levinthal, 2000; Louis and Sutton, 1989).

To create dual organizational structures, senior 
teams must develop techniques that permit them to 
be consistently inconsistent as they steer a balance 
between the need to be small and large, centralized 
and decentralized, and focused short-term and long-
term simultaneously (Weick, 1995, Hedberg et al., 
1976; Gavetti and Levinthal, 2000). If the locus of 
strategic integration is low in the firm, experimentation 
is stunted as the short-term successes of rapid 
exploitation drive out exploration. If this integration 
is at too high a level in a multidivisional firm or done 
across independent firms (e.g. Christensen, 1998), the 
underlying understanding of an innovation stream’s 
dynamic is dampened and the ability to drive disruptive 
or radical change is restricted. For example at HP, when 
the division’s general manager and his senior team 
provided the integration between the unit’s two highly 
differentiated units, the division was able to effectively 
both explore and exploit. However when the general 
manager was promoted, the consumer unit was spun 
out to a sector executive. As this corporate executive 
did not deeply understand the competitive issues in the 
scanning industry, he cancelled the more exploratory 
consumer unit when it did not show quick profits.

Whi le  complex  and  pol i t ica l ly  d i fficu l t , 
ambidextrous organizational forms permit a firm 
with highly differentiated units to drive process 
management with its associated variation-reduction 
and control, as well as exploration and option 
creation. Experimental units provide variation from 
which the senior team can learn about and, in turn, 
bet on the future, even as the exploitation units build 
capabilities for short-term effectiveness (McGrath, 
1999). These internally inconsistent operating modes 
are strategically linked by the senior team through 
their aspirations, actions, and through a limited set of 
core values (Hambrick, Nadler and Tushman, 1998). 
We depict such units integrated through the senior 
team in Figure 9.3.2.
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The impact of process management activities 
on innovation outcomes will be contingent on 
organizational context. In ambidextrous organizational 
forms, process management activities drive exploitative 
innovation even as they are buffered from intruding on 
exploratory innovation.
Proposition 6. In the context of an ambidextrous 
organizational form, increases in process management 
activities will lead to greater increases in exploitative 
innovations, but will have less effect on exploratory 
innovations.

Process management and 
organizational adaptation

Process management activities affect a firm’s 
technological  capabil i t ies .  As technological 
capabilities affect organizational fate, process 
management activities may also affect organizational 
adaptation. Process management activities, through 
their impact on organizational processes, also 
accentuate organizational inertia. This inertia, in turn, 
affects organizational responsiveness to technological 
transitions. We now explore process management’s 
effects on organizational adaptation in contrasting 
technological contexts.

Technology cycles
Organization environments are characterized by cycles 
of technological variation, alternating between periods 
of incremental change and periods of rapid innovation 
(Sanderson & Uzumeri, 1995; Tushman & Anderson, 
1986, Abernathy & Utterback, 1978). Discontinuous 
technological advances are often introduced by 
organizations outside an industry and trigger periods of 
rapid innovation and change (Foster, 1986; Sull et al., 
1997). This period of rapid innovation, or era of ferment, 
ends when a dominant technology design emerges 
(Abernathy, 1978; Anderson & Tushman, 1990; 
Tushman & Rosenkopf, 1992). With the emergence 
of a dominant technological regime, the nature of 
technical change shifts from product innovation to 
a relatively long period of process innovation and 
incremental refinements of the selected technology 
(Abernathy & Utterback, 1978; Ettlie & Reza, 1992; 
Utterback, 1994). This period of incremental technical 
change is, in turn, punctuated by the subsequent 
technological discontinuity. Thus in the videocassette 
recorder (VCR) market, after a period of variation 
between alternative formats, VHS became the industry 

standard. Once this standard emerged, subsequent 
innovation focused on incremental improvements and 
cost reductions in VHS technology (Cusumano, 1994). 
Similar innovation dynamics have been found in a 
range of industries including typewriters, televisions, 
computers, disk drives, operating systems, browsers, 
and microprocessors (see Tushman & Murmann, 1998; 
Van de Ven, Angle and Poole, 1989).

Adaptation in stable environments
The shifting nature of innovation requirements 
embedded in technology cycles require that 
organizations develop capabilities to move with, if 
not shape, these cycles (Henderson, 1993; Tushman & 
O’Reilly, 1997). During eras of incremental change, 
organizations that sustain incremental innovation will 
be more effective than those that initiate variance-
increasing innovation.

As process management activities stimulate 
incremental innovation, these activities will benefit 
organizations when technological environments 
are characterized by incremental refinements of an 
existing technological design. Greater consistency and 
efficiency will be beneficial in periods of incremental 
change. Rapid improvements in customer satisfaction 
while reducing waste and costs is likely to further 
enhance organizational effectiveness.

Organizations with routines and procedures 
stabilized through process management activities are 
thus likely to do well in stable or predictable contexts 
(Donaldson, 1995; Hannan & Freeman, 1984). Indeed, 
Ittner & Larcker (1997) found that process management 
was positively associated with performance in the 
stable auto industry but not in the more dynamic 
computer industry. These environmentally contingent 
results are also supported by Sitkin et al., (1994) and 
Sterman et al., (1997).
Proposition 7. Increases in the extent of process 
management activities will lead to better performance 
in eras of incremental technological change.

Further, tighter coordination and repetition of 
activities in best practices increases an organization’s 
speed and efficiency. As processes for identifying 
and addressing problems and opportunities in the 
environment are further refined and routinized by 
process management’s influence, decision-making 
and problem solving becomes faster (Miller, 1993). 
Increasing organizational proficiency in recognizing 
and addressing recurring challenges leads to  stable 
and increasingly efficient communication channels and  
information filters (Henderson & Clark, 1990;  
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Tyre and Orlikowsky, 1994). These stable patterns of 
communication and interaction lead to the development 
of norms, rules, and roles which further channel 
individual and group behavior into streamlined activities 
that more efficiently carry out an organization’s 
mission (Hackman, 1992; Nadler & Tushman, 1998; 
Repenning, 1999). Over time, stable procedures and 
norms also drive increased demographic homogeneity 
within the organization, which further speed decision-
making and problem solving (Keck & Tushman, 1993; 
Williams & O’Reilly, 1998). For example, the rapid 
screening and selection of innovations that leverage 
the efficient and tightly coordinated processes for 
manufacturing and distribution allows for fast response 
to incremental technological change.
Proposition 8. Increases in the extent of process 
management activities will speed organizational 
respons iveness  dur ing  eras  o f  incrementa l 
technological change.

Adaptation in turbulent environments
Conversely, the ability to rapidly develop new 
technological capabilities is especially critical in 
environments characterized by rapid innovation 
and change (Tushman & Anderson, 1986; Brown 
& Eisenhardt, 1997; Teece et al., 1997). Periods of 
technological ferment are characterized by substantial 
product variation and market uncertainty. Responding 
to environmental uncertainty and variation requires 
similar variety within the firm (Daft & Weick, 1984). 
A reduction in variance-increasing activity within the 
firm prevents it from registering and/or responding 
to environmental uncertainty (Burgelman, 1994). 
The variation reducing focus of process management 
restricts the development of alternatives to respond 
to environmental changes. For example, Sitkin and 
Stickel (1996) found that TQM efforts in R&D settings 
not only bred distrust and dissension across the firms, 
but they also drove out variability in R&D.

Organizational outcomes are affected by delayed 
or inadequate responses to environmental turbulence 
(Meyer, Brooks & Goes, 1990; Henderson, 1993). For 
example, IBM’s relatively slow response to personal 
computers resulted in the successful entry of other 
less-inertial competitors that fundamentally changed 
the nature of the computer industry (Mitchell, 1989). 
Slow or incompetent responses to environmental 
shifts prevented incumbents from retaining their 
leadership positions in the disk drive (Christensen 
& Bower, 1996), photolithographic equipment 
(Henderson & Clark, 1990), and watch industries 

(Glassmeier, 1991), among others (Tushman & 
O’Reilly, 1997). Similarly, TQM practices have been 
associated with lower performance in the dynamic 
computer industry environment (Ittner & Larcker, 
1997; Sitkin et al., 1994).
Proposition 9. Increases in the extent of process 
management activities will lead to lower performance 
in eras of technological ferment.

The same practices that help an organization learn 
and achieve efficiency more quickly can also impede 
an organization’s adaptation to major technological 
transitions (Levinthal, 1991, 1997a). Over time, 
as process management activities permeate an 
organization, the increasingly stable, tightly-linked, 
and efficient routines that span an organization make 
anything more than incremental organizational change 
difficult (Hannan & Freeman, 1984). Organizations 
that have honed their skills in making incremental 
changes in processes and products develop momentum 
that works to impede major change (Miller & Friesen, 
1980), or transforms core competencies into rigidities 
(Leonard-Barton, 1992).

Case studies of process management efforts and 
simulation studies of problem solving dynamics provide 
evidence of this tendency for increased resistance 
to change resulting from process management 
activities. Following successful implementation of 
a process improvement program, Analog Devices’ 
financial performance fell far below the industry 
average. The company subsequently underwent a 
major reorganization, including a reorientation of 
its product development efforts away from its core 
business and into emerging markets (Sterman et al., 
1997: 505). While process improvement efforts were 
underway, internally generated innovations necessary 
for successful performance in a changed environment 
were not executed. Extending this work, Repenning 
(1999) argued that over time process improvement 
activities trigger cycles of increased managerial 
control and bureaucratic procedures, which undermine 
initial gains. Similarly, Alcoa’s CEO’s frustration 
with the slow pace of continuous improvement might 
also be explained by the increased inertia associated 
with practices focused on incremental change and 
improvement (Kolesar, 1993). Finally, Levinthal’s 
(1997b) modeling of adaptation dynamics finds 
that tightly coupled organizations are subjected to 
heightened inertia and high failure rates in changing 
environments. Because organizational inertia is so 
strong, successful firms moved through environmental 
change by initiating reorientations.
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Thus, the influence of process management 
techniques on integrating and coordinating processes 
can drive rapid exploitation and efficiency, but also 
longer-term momentum and resistance to change. 
While tightly coordinated and streamlined processes 
in product development and manufacturing may allow 
for rapid response with extensions and enhancements 
of current capabilities, the associated inertia is likely 
to make such an organization slower to respond to 
subsystem, linking or radical technological change.
Proposition 10. Increases in the extent of process 
management activities will slow organizational 
responsiveness during eras of technological ferment.

Moderating effects of ambidextrous 
organizational forms
To maximize short-term performance and survive in 
periods of incremental technology change, firms need 
to accentuate incremental change, momentum and 
inertia associated with process activities. Multiple 
functions and activities must be seamlessly linked 
throughout the organization to efficiently deliver to 
and satisfy existing customers. Without this concerted 
refinement of capabilities, firms may not survive 
long enough to be faced with or initiate technological 
change. But process intensity also stunts incumbents’ 
ability to take advantage of internally generated 
opportunities for discontinuous change (Cooper & 
Smith, 1992; Foster, 1986). For example, even though 
Swiss producers invented the quartz movement, it was 
American and Japanese firms that actually introduced 
this technological discontinuity (Glassmeier, 1991). 
Thus, process management provides only one side 
of the dynamic capabilities story. Firms that achieve 
success with process management are likely to 
increase their commitment to process intensity and 
broaden its influence to ever more processes. Yet, 
firms must be capable of forgetting their past, breaking 
rules and traditions, and increasing variation in the 
service of architectural and/or radical innovation 
or in meeting the needs of new customer segments 
(Hedberg et al., 1976; Weick, 1995). As competencies 
are hard to develop and the rates of environmental 
change are substantial, dynamic capabilities are not 
rooted in sequential attention or rhythmic pacing (e.g. 
Brown & Eisenhardt, 1998), but rather in exploiting 
and exploring simultaneously (Sutcliffe et al., 2000; 
Tushman & O’Reilly, 1997).

Over time, process management crowds out 
exploratory innovation. A decrease in exploratory 

behaviors stunts an organization’s ability to adapt in 
environments characterized by technological ferment 
and uncertainty. Ambidextrous organizational forms 
isolate process management activities in subunits 
where reducing variation and increasing control is 
strategically vital. An ambidextrous organizational 
design allows for uncoupling the variance-decreasing 
units and activities from those units where variation is 
strategically vital. For example at CibaVision, a single 
senior team created highly differentiated subunits where 
one subunit pursued low cost lenses even as another 
subunit developed a substitute (disposable) lens. 
Similarly at Ciba’s Crop Protection Division, a single 
general manager built multiple internally inconsistent 
subunits in order to drive an innovation stream to 
keep plants healthy. One unit based in Switzerland 
focused on the efficient development of chemical 
based fungicides. Anchored in molecular biology, 
another unit based in the United States, was focused 
on the development of a seed that would grow plants 
that would not need fungicides. If this latter unit were 
successful, it would cannibalize the chemical based 
unit in Switzerland (Tushman and O’Reilly, 1997). 
These experimental, variance-creating units provide 
the options from which a firm’s senior managers can 
select to shape an evolving innovation stream. These 
ideas suggest modifications in propositions 7 and 8.
Proposition 11. In the context of an ambidextrous 
organizational form, increases in process management 
will be positively associated with responsiveness and 
performance in eras of incremental technological 
change, but will have less effect on responsiveness or 
performance in eras of technological ferment.

Discussion

Twenty years after Abernathy’s admonition about 
the productivity dilemma, the ideology of process 
management has ever increased its influence on 
organizations. Over the past two decades, there have 
been substantial institutional pressures for firms to adopt 
TQM, QFD, BPR, get ISO 9000 certified, or compete 
for the Baldrige or Deming awards. While the symbolic 
importance of process management may be important, 
its substantive benefits are much less clear. Our 
review suggests that inconsistent outcomes of process 
management practices can be reconciled with attention 
to the context in which these practices are employed. 
Process management activities are positively associated 
with organizational effectiveness in a limited set of 
conditions: during periods of stability or incremental 
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change, and for incremental innovation or existing 
customers. In contrast, in a much wider set of conditions, 
during eras of ferment, in turbulent environments, for 
new customer segments, and for architectural, modular 
and radical innovation, process management activities 
are less conducive to organizational effectiveness. 
Under these frequently occurring conditions, process 
management activities build resistance to change, 
momentum, and in turn, inhibit organizational 
variability. These inertial outcomes of process 
management activities stunt a firm’s ability to adapt.

But organizations must outcompete rivals both in 
the short and long run. Organizations that must meet 
current customer requirements and new customer 
demands do not have the luxury of choice—they 
must deal with the inconsistent demands of both 
exploitation and exploration. Process management 
capabilities speed exploitation and efficiency and may 
allow organizations to survive in the short run, but 
simultaneously dampen the exploration required for 
longer-term adaptation. Ambidextrous organizational 
forms reconcile these paradoxical demands by building 
internally inconsistent architectures within a single 
organization. These contrasting architectures retain the 
benefits of experimentation and variability along with 
the benefits of exploitation and process control. These 
tightly coupled, internally inconsistent architectures 
must be tactically uncoupled. However, to drive 
streams of innovation, these inconsistent units must 
be strategically integrated by the senior team. It may 
be that heterogeneous senior team capabilities coupled 
with complex organizational architectures are at the 
root of dynamic organizational capabilities.

Implications for future research
Our model provides a starting point for future 
research on how process management practices 
affect firm dynamic capabilities. We advance testable 
propositions about the effects of these institutionally 
mandated practices on both technological innovation 
and adaptation. Moreover, our propositions provide 
a base for understanding how the effects of process 
management practices unfold over time in an 
organization. Future empirical work to test and modify 
these propositions will benefit from incorporating a 
longitudinal perspective and assessing how increases 
in such activity affect organizations, rather than 
comparing differences associated with nominal 
adoption of quality programs across firms.

While our ideas may be relevant for all types and sizes 
of firms, they apply most readily to firms whose strategies 
include both exploitative and exploratory innovation. 

Our discussion concerns the effects of increased process 
management intensity for such firms already challenged 
with balancing such activities. Our propositions are less 
relevant for firms whose strategies focus either solely 
on exploitation or exploratory innovation. In addition, 
these ideas may not apply to small startups in their initial 
phases, not yet challenged with balancing exploitation of 
their initial project with the exploratory development of 
subsequent products. Finally, these ideas may not apply 
to service organizations. Future research could further 
test the boundaries of our propositions.

Our review also suggests that to more fully 
understand the relations between process activities and 
organizational outcomes, research and theory in process 
management, organizations, and strategy need to be 
more explicitly coupled. There is much to be gained by 
integrating these perspectives on the phenomena and by 
taking a contingency approach to process activities and 
organizational outcomes. Technological, environmental, 
and structural conditions clearly moderate the relations 
between process activities and organizational outcomes. 
If dynamic capabilities require exploitation as well as 
exploration, more complex organizational forms are 
required which, in turn, demand more complex senior 
team capabilities. This review, then, indicates the 
potential in exploring more deeply the relations between 
organizational architectures, senior team behaviors, 
innovation streams, and process management.

Implications for managerial practice
Finally, our review has implications for practice. 
The powerful institutional pressures to adopt process 
management practices have cut across industries and 
firms, regardless of age or size. Despite the coercive 
pressure and promise of legitimacy, managers need to 
exercise great care in when and where to adopt these 
practices. While in stable, technologically certain 
settings these practices may be productive, in uncertain 
or technologically complex contexts, these practices may 
be quite counterproductive. Indeed, the utility of process 
management practices may be much more constrained 
than the popular literature suggests. Process management 
and its associated technologies and philosophies are 
conservative and resistant to anything but incremental or 
competence-enhancing innovation. This variance-hostile 
focus on incremental change and existing customers, 
from the senior team to lower levels of the firm, severely 
stunts a firm’s dynamic capabilities. It is the promise of 
ambidextrous organizational forms and heterogeneous 
senior teams that provide the possibility of building 
organizations capable of both celebrating process 
activities as well as limiting their damage.
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Circumstances? I make circumstances!
Napoleon Bonaparte (1769–1821); French emperor

T he strategy context is the set of circumstances surrounding strategy making – the 
conditions under which both the strategy process and the strategy content are formed. 

It could be said that strategy context is concerned with the where of strategy – where 
(i.e. in which firm and which environment) the strategy process and strategy content are 
embedded.

Most strategizing managers have an ambivalent relationship with their strategy context. 
On the one hand, strategizing is about creating something new, and for this, a healthy 
level of disregard, or even disrespect, for the present circumstances is required. Much like 
Napoleon, managers do not want to hear about current conditions limiting their capability 
to shape the future – they want to create their own circumstances. On the other hand, 
managers recognize that many contextual limitations are real and that wise strategists must 
take these circumstances into account. In this section, this fundamental tension between 
shaping the context and adapting to it is at the centre of attention.

As visualized in Figure IV.1, the strategy context can be dissected along two different 
dimensions: industry versus organization, and national versus international. This gives the 
three key contexts that are explored in Chapters 10, 11 and 12:

 ■ The industry context. The key issue here is how industry development takes place. Can 
the individual firm influence its industry and to what extent does the industry context 
dictate particular types of firm behaviour?

 ■ The organizational context. The key issue here is how organizational development 
takes place. Can strategizing managers influence their own organizational conditions 
and to what extent does the organizational context determine particular types of firm 
behaviour?

 ■ The international context. The key issue here is how the international context is 
developing. Must firms adapt to ongoing global convergence, or will international 
diversity remain a characteristic with which firms will need to cope?

Strategist

The International
Context

(Chapter 12)

The
Organizational Context

(Chapter 11)

The Industry
Context

(Chapter 10)

FIgure IV.1 Parts of the strategy context
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Know the other and know yourself: Triumph without peril.
Know nature and know the situation: Triumph completely.
Sun Tzu (5th century BC); Chinese military strategist

IntroduCtIon

I f strategic management is concerned with relating a firm to its environment, then it is 
essential to know this environment well. In the previous chapters the factors and actors 

that shape the external context of the firm have been thoroughly reviewed. While the entire 
outside world was taken into consideration, emphasis was placed on the direct environment 
in which a firm needs to compete – its industry context. It has been concluded that an 
understanding of competitors, buyers, suppliers, substitutes and potential new entrants, as 
well as the structural factors that influence their behaviour, is invaluable for determining a 
successful strategy.

A constant theme in the strategy content and strategy process sections was industry 
change. Knowing the current industry context, it became clear, is not enough to secure 
an ongoing alignment between a firm and its environment. Strategizing managers need to 
recognize in which direction the industry is developing to be able to maintain a healthy 
fit. However, what was not addressed in these discussions is how industry development 
actually takes place. Important questions such as ‘what are the drivers propelling industry 
development?’ and ‘what patterns of development do industries exhibit?’ have not yet been 
examined. Neither has it been established whether industries develop in the same way and 
at the same speed, and whether change is always accompanied by the same opportunities 
and threats. In this chapter, these questions surrounding the issue of industry development 
are the centre of attention.

For strategizing managers, however, the most important question linked to the issue 
of industry development is how a firm can move beyond adapting to shaping. How 
can a firm, or a group of collaborating firms, modify the structure and competitive 
dynamics in their industry to gain an advantageous position? How can the industry’s 
evolutionary path be proactively diverted into a particular direction? If a firm is capable 
of shaping its industry environment instead of following it, this will give it the potential 
for creating a strong competitive advantage – it can ‘set the rules of the competitive 
game’ instead of having to ‘play by the rules’ set by others. This topic of industry 
leadership – shaping events as opposed to following them – will be the key focus 
throughout this chapter.
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tHe ISSue oF InduStry deVeloPment

When strategists look at an industry, they are interested in understanding ‘the rules of the game’ 
(e.g. Hamel, 1996; Prahalad and Doz, 1987). The industry rules are the demands dictated to the 
firm by the industry context, limiting the scope of potential strategic behaviours. In other words, 
industry rules stipulate what must be done to survive and thrive in any chosen line of business 
– they determine under what conditions the competitive game will be played. For example, an 
industry rule could be ‘must have significant scale economies’, ‘must have certain technology’ 
or ‘must have strong brand’. Failure to adhere to the rules leads to being selected out.

The industry rules arise from the structure of the industry (e.g. McGahan, 2000; Porter, 
1980; Tirole, 1988). All of Porter’s five forces (the threat of substitute products or services, 
the threat of established rivals, the threat of new entrants, the bargaining power of suppliers 
and the bargaining power of customers) can impose constraints on a firm’s freedom of 
action. Where the rules are strict, the degrees of freedom available to the strategist are 
limited. Strict rules imply that only very specific behaviour is allowed – firms must closely 
follow the rules of the game or face severe consequences. Where the rules are looser, firms 
have more room to manoeuvre and exhibit distinctive behaviour – the level of managerial 
discretion is higher (e.g. Carpenter and Golden, 1997; Hambrick and Abrahamson, 1995).

As industries develop, the rules of competition change – vertical integration becomes 
necessary, certain competencies become vital, or having a global presence becomes a basic 
requirement. To be able to play the competitive game well, strategizing managers need to 
identify which characteristics in the industry structure and which aspects of competitive 
interaction are changing. This is the topic of ‘dimensions of industry development’, 
which is reviewed in more detail below. To determine their response, it is also essential 
to understand the nature of the change. Are the industry rules gradually shifting or is 
there a major break with the past? Is the industry development more evolutionary or 
more revolutionary? A process of slow and moderate industry change demands a different 
strategic reaction than a process of sudden and dramatic disruption of the industry rules. 
This topic of ‘paths of industry development’ is also examined more closely.

As strategists generally like to have the option to shape instead of always being shaped, 
they need to recognize the determinants of industry development as well. What are the 
factors that cause the industry rules to change? This subject can be divided into two parts. 
First, the question of what the drivers of industry development are, pushing the industry 
in a certain direction. Second, the question of what the inhibitors of industry development 
are, placing a brake on changes. Together, these forces of change and forces for stability 
will determine the actual path of development that the industry will follow. How these four 
topics are interrelated is outlined in Figure 10.1.

Dimensions of
Industry

Development
Inhibitors of

Industry
Development

Drivers of
Industry

Development

Paths of
Industry

Development

Determinants State Direction

FIgure 10.1 The issue of industry development
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Dimensions of industry development
Industry development means that the structure of the industry changes. In Chapter 4, 
the key aspects of the industry structure have already been discussed. Following Porter 
(1980, Reading 10.1), five important groups of industry actors were identified (i.e. 
competitors, buyers, suppliers, new entrants and substitutes) and the underlying factors 
determining their behaviour were reviewed. Industry development (which Porter calls 
“industry evolution”) is the result of a change in one or more of these underlying 
factors.

As Porter already indicates, the industry structure can be decomposed into dozens 
of elements, each of which can change, causing a shift in industry rules. Here it is not 
the intention to go through all of these elements, but to pick out a number of important 
structural characteristics that require special attention. Each of these structural 
characteristics represents a dimension along which significant industry developments 
can take place:

 ■ Convergence–divergence. Where the business models that firms employ increasingly 
start to resemble each other, the industry is said to be moving towards convergence (e.g. 
insurance and airline industries). In contrast, where many firms introduce new business 
models, the industry is said to be developing towards more diversity (e.g. car retailing 
and restaurant industries). Higher diversity can result from the ‘mutation’ of existing 
firms, as they strive to compete on a different basis, or the result of new entrants with 
their own distinct business model. Convergence is the consequence of adaptation by 
less successful firms to a ‘dominant design’ in the industry and the selecting out of unfit 
firms incapable of adequate and timely adaptation (e.g. Hannan and Freeman, 1977; 
Porter, 1980). Generally, patterns of divergence and convergence can be witnessed in 
all industries, although the amount of mutation and the pressure for convergence can 
greatly differ, as can the overall cycle time of an “evolutionary phase” of mutation and 
selection (e.g. Aldrich, 1999; Baum and Singh, 1994).

 ■ Concentration–fragmentation. Where an increasing share of the market is in the 
hands of only a few companies, the industry is said to be developing towards a more 
concentrated structure (e.g. aircraft and food retailing industries). Conversely, where 
the average market share of the largest companies starts to decrease, the industry 
is said to be moving towards a more fragmented structure (e.g. airline and telecom 
services industries). Concentration can be due to mergers and acquisitions, or result 
from companies exiting the business. Fragmentation can happen when new companies 
are formed and grab a part of the market, or through the entry of existing companies 
into the industry. In a concentrated industry it is much more likely that only one or two 
firms are dominant than in a fragmented industry, but it is also possible that the industry 
structure is more balanced.

 ■ Vertical integration–fragmentation. Where firms in the industry are becoming involved 
in more value-adding activities in the industry column, the industry is said to be 
developing towards a more vertically integrated structure (e.g. media and IT service 
providers). Conversely, where firms in the industry are withdrawing from various 
value-adding activities and ‘go back to the core’, the industry is said to be moving 
towards a more disintegrated, layered or vertically fragmented structure (e.g. telecom 
and automotive industries). It is even possible that the entire vertical structure changes 
if a new business model has major upstream and/or downstream consequences. In 
recent years, industry platforms have triggered a number of such instances of industry 
reconfiguration (e.g. travel and accommodation providers). However, even though 
we are now equipped with more fashionable terms (e.g. ‘deconstruction’), such 
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industry-wide transformations of the value-creation process are in themselves not new 
(e.g. PCs and the computer industry in the 1980s; airplanes and the travel industry in 
the 1950s) (e.g. Evans and Wurster, 1997; Porter, 2001).

 ■ Horizontal integration–fragmentation. Where the boundaries between different 
businesses in an industry become increasingly fuzzy, the industry is said to be 
developing towards a more horizontally integrated structure (e.g. consumer electronics 
and defence industries). Conversely, where firms become more strictly confined to 
their own business, the industry is said to be moving towards a more segmented or 
horizontally fragmented structure (e.g. construction and airline industries). Links 
between businesses can intensify or wane, depending on the mobility barriers and 
potential cross-business synergies. However, horizontal integration and fragmentation 
are not limited to the intra-industry domain. Inter-industry integration between two 
or more industries can also increase, creating a more or less open competitive space 
(Hamel and Prahalad, 1994) with few mobility barriers (e.g. the digital industries). 
Inter-industry integration can also occur where the producers of different products 
and services are complementary or converge on a common standard or platform  
(e.g. Android and Linux), making them ‘complementers’ (e.g. Cusumano and Gawer, 
2002; Moore, 1996). Yet, the opposite trend is possible as well, whereby an industry 
becomes more isolated from neighbouring sectors (e.g. accountancy).

 ■ International integration–fragmentation. Where the international boundaries 
separating various geographic segments of an industry become increasingly less 
important, the industry is said to be developing towards a more internationally 
integrated structure (e.g. food retailing and business education industries). Conversely, 
where the competitive interactions in an industry are increasingly confined to a 
region (e.g. Europe) or country, the industry is said to be moving towards a more 
internationally fragmented structure (e.g. satellite television and retailing). These 
developments are more thoroughly examined in Chapter 12, which deals with the 
international context.

 ■ Expansion–contraction. Industries can also differ with regard to the structural nature 
of the demand for their products and/or services. Where an industry is experiencing an 
ongoing increase in demand, the industry is said to be in growth or expansion. Where 
demand is constantly receding, the industry is said to be in decline or contraction. If 
periods of expansion are followed by periods of contraction, and vice versa, the industry 
is said to be cyclical. A prolonged period of expansion is usually linked to the growth 
phase of the industry life cycle (e.g. McGahan, 2000, Reading 10.3; Moore, 2000; 
Porter, 1980, Reading 10.1), while contraction is linked to the decline phase. Often, 
however, it is rather difficult to apply the ‘life cycle’ concept to an entire industry (as 
opposed to a product or technology). As industry growth (expansion) can easily follow 
a period of industry decline (contraction), the life cycle model has little descriptive 
value – what does it mean to be mature? – and even less predictive value.

Paths of industry development
The development of an industry can be mapped along any one of the dimensions 
listed above. The most popular is to track the pattern of expansion and contraction, to 
gain some indication of the life cycle phase in which the industry might have arrived. 
Another frequently analysed characteristic is the level of concentration, commonly using a 
concentration index to measure the market share of the four or eight largest companies. But 
it is equally viable to trace the trajectory of vertical, horizontal or international integration. 
In Figure 10.2 examples of these paths of industry development are given.
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FIgure 10.3 Patterns of dominant business model development

In Figure 10.3 one particular element of the convergence–divergence dimension 
has been selected for further magnification. As discussed above, in the development of 
an industry a particular business model can become the dominant design around which 
the rest of the industry converges. A strategically relevant development occurs when 
the dominant business model is replaced by a new business model that offers customers 
higher value. In Figure 10.3, four generic patterns of industry development are outlined, 
each describing a different type of transition from the old dominant model to the new 
(Burgelman and Grove, 1996; D’Aveni, 1999):
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 ■ Gradual development.  In an industry where one business model is dominant 
for a long period of time and is slowly replaced by an alternative that is a slight 
improvement, the development process is gradual. The firms adhering to the 
dominant design will generally have little trouble adapting to the new rules of the 
game, leading to a situation of relative stability. Competition can be weak or fierce, 
depending on the circumstances, but will take place on the basis of the shared rules 
of the game. In this type of environment, companies with an established position 
have a strong advantage.

 ■ Continuous development. In an industry where changes to the dominant business 
model are more frequent, but still relatively modest in size, the development process is 
continuous. While firms need not have difficulties adjusting to each individual change 
to the rules of the game, they can fall behind if they do not keep up with the pace 
of improvement. In this type of environment, rapid adaptation to developments will 
strengthen the competitive position of firms vis-à-vis slow movers.

 ■ Discontinuous development. In an industry where one business model is dominant 
for a long period of time and is then suddenly displaced by a radically better one, the 
development process is discontinuous. The firms riding the wave of the new business 
model will generally have a large advantage over the companies that need to adjust to 
an entirely different set of industry rules. Where industry incumbents are themselves 
the “rule breakers” (Hamel, 1996), they can strongly improve their position vis-à-
vis the “rule takers” in the industry. But the business model innovator can also be an 
industry outsider, who gains entrance by avoiding competition with established players 
on their terms (e.g. Bower and Christensen, 1995; Slywotsky, 1996).

 ■ Hypercompetitive development. In an industry where business models are frequently 
pushed aside by radically better ones, the development process is hypercompetitive 
(D’Aveni, 1994). The rules of the game are constantly changing, making it impossible 
for firms to build up a sustainably dominant position. The only defence in this type of 
environment is offence – being able to outrun existing competitors, being innovative 
first and being able to outperform new rule breakers at their own game.

Drivers of industry development
There is an endless list of factors in the environment that can change and that can 
influence the direction of industry development. Following the categorization made in 
Chapter 6, these factors can be divided into change drivers that are external or internal 
to the industry (see Figure 10.4). The change drivers in the contextual environment can 
be roughly split into socio-cultural, economic, political/regulatory and technological 
forces for change. The change drivers in the industry environment can be divided into 
groups surrounding suppliers, buyers, incumbent rivals, new entrants, and substitutes and 
complementors.

As the arrows indicate (Figure 10.4), change in a complex system like an industry does 
not always start in one discernible part and then reverberate throughout the whole. Rather, 
change can also be the result of the interplay of various elements in the system, without any 
clear starting or ending point. Yet, for the discussion on shaping industry development it is 
important to recognize the distinction between industry changes that are largely triggered 
by an individual firm, as opposed to broader, system-wide changes for which no one actor 
can claim responsibility. Where one firm is the major driver of industry development, it 
can claim industry leadership. However, if there is no industry leader and the evolution of 
the industry is due to the complex interaction of many different change drivers, it is said 
that the industry dynamics determine the path of industry development.
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Inhibitors of industry development
Forces of change do not always go unopposed. In the discussion on strategic change in 
Chapter 8, the sources of organizational rigidity have been reviewed, each of which acts as 
an inhibitor to organizational change. In the same way, there are many sources of industry 
rigidity, making the industry rules much more difficult to bend or break. Industry rigidity 
can be defined as the lack of susceptibility to change. If an industry is rigid, the rules of 
the game cannot be altered and competitive positions are relatively fixed. The opposite 
term is industry plasticity – an industry’s susceptibility to change.

A large number of factors can contribute to rigidity, thereby inhibiting industry 
development. Some of the most important ones are the following:

 ■ Underlying conditions. Basically, some rules might be immutable because the 
underlying industry conditions cannot be changed. In some industries economies of 
scale are essential (e.g. airplane manufacturing, merchant shipping), while in others 
economies of scale are not of importance (e.g. wedding services, dentistry services). 
In some industries buyers are fragmented (e.g. newspapers, moving services), while 
in others they are highly concentrated (e.g. defence systems, harbour construction). In 
some industries buyers value product differentiation (e.g. clothing, restaurants), while 
in others bulk producers must compete on price (e.g. chemicals, general construction). 
Many of these structural factors are inherent to the industry and defy any attempts to 
change them (e.g. Bain, 1959; Porter, 1980).

 ■ Industry integration. Besides the limited plasticity of individual aspects of the industry 
context, it is also important to recognize that some industries are particularly rigid 
because of the complex linkages between various aspects of the industry. For example, 

Suppliers
(e.g. innovative products,

new foreign entrants,
consolidation)

Incumbent Rivals
(e.g. improved competences, new
products, new brand positioning)

New Entrants
(e.g. new business model,

diversi�cation strategy,
new alliance)

Economic Drivers
(e.g. changing exchange rates,

economic growth, labour
productivity)

Socio-Cultural Drivers
(e.g. changing health needs,
environmental awareness,

consumption habits)

Technological Drivers
(e.g. new scienti�c breakthroughs,

innovative technologies,
communication standards)

Political/Regulatory Drivers
(e.g. new trade regulations,

environmental protection laws,
privatization moves)

Substitutes &
Complementors

(e.g. changed product
range, new technological

standard)

Buyers
(e.g. changed needs,

increased price sensitivity,
lower brand loyalty)

FIgure 10.4 Drivers of industry development
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to be a rule-breaking music company not only requires developing new delivery 
methods via the internet, but also getting electronics manufacturers to adopt the new 
standards, finding ways to safeguard copyrights, working together with governments to 
find new policing methods, and not least to change the buying behaviour of consumers. 
Such interrelations between various elements of the industry can make it particularly 
difficult to actually influence the direction of events over time. The industry can 
become ‘locked in’ to a specific structure for a long period of time (e.g. Arthur, 1994; 
Shapiro and Varian, 1998).

 ■ Power structures. The industry rules can also be kept in place by those who feel they 
are better off with the status quo. Powerful industry incumbents often have little 
to gain and much to lose. They have established positions and considerable sunk 
costs in the form of historical investments in technology, competencies, facilities 
and relationships, which make them reluctant to support changes to the rules of the 
game. Hence rule changers are usually vehemently resisted by existing firms and 
denied support by potential suppliers and buyers. For example, rivals might attack 
a rule breaker by lowering prices, launching a media campaign, or even lobbying 
government regulators to impose legal rules. Especially where a rule breaker 
needs allies to secure supplies, distribution or a new standard, it will be vulnerable 
to the counter moves of parties with a vested interest in the current structure (e.g. 
Ghemawat, 1991; Moore, 2000).

 ■ Risk averseness. Challenging the industry rules is not only a risky step for the 
rule breaker but also for many other parties involved. Customers might be hesitant 
about a new product or service until it has a firmer track record. Suppliers and 
distributors might worry whether the initial investments will pay off and what 
the counter moves of the established companies will be. The more risk averse the 
parties in the industry, the more rigid will be the industry rules (e.g. Christensen, 
1997; Parolini, 1999).

 ■ Industry recipes. An industry recipe is a widely held perception among industry 
incumbents regarding the actual rules of the game in the industry. In other words, an 
industry recipe is the cognitive map shared by industry incumbents about the structure 
and demands of an industry. Such a common understanding of the rules of the game can 
develop over time through shared experiences and interaction – the longer people are in 
the industry and converse with each other, the greater the chance that a consensus will 
grow about ‘what makes the industry tick’. Thus the industry recipe can limit people’s 
openness to rule changers who challenge the industry orthodoxy (e.g. Baden-Fuller and 
Stopford, 1992; Spender, 1989).

 ■ Institutional pressures. While the industry recipe is a shared understanding of how 
the industry actually functions, industry incumbents usually also share norms of 
what constitutes socially acceptable economic behaviour. Companies experience 
strong pressures from governments, professional associations, customers, consultants, 
trade unions, pressure groups and other industry incumbents prescribing permissible 
strategies and actions, and generally internalize these behavioural standards. Such 
conformity to institutional pressures gives companies legitimacy, but makes them less 
willing to question industry conventions, let alone work together with a maverick rule 
breaker (e.g. Aldrich and Fiol, 1994; Oliver, 1997).

Taken together, these historically determined factors inhibit developments in the 
industry. It is said that industry evolution is path dependent – the path that the industry 
has travelled in the past will strongly limit how and in which direction it can develop in 
the future. In other words, ‘history matters’, setting bounds on the freedom to shape the 
future.
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tHe Paradox oF ComPlIanCe and CHoICe

When people are free to do as they please, they usually imitate each other.
Eric Hoffer (1902–1983); American philosopher

Yet the question is whether firms should attempt to shape their industries at all, given 
the required effort and apparent risk of failure. There might be attractive rewards if a 
firm can lead industry developments, but trying to break industry rules that turn out to 
be immutable can be a quick way to achieve bankruptcy. Being an industry leader might 
sound very proactive, and even heroic, but it is potentially suicidal if the industry context 
defies being shaped.

This duality of wanting to change the industry rules that are malleable, while needing 
to adapt to the industry rules that are fixed, is the tension central to dealing with the 
industry context. On the one hand, managers must be willing to irreverently transgress 
widely acknowledged industry rules, going against what they see as the industry recipe. 
On the other hand, managers must respectfully accept many characteristics of the industry 
structure and play according to existing rules of the competitive game. Yet these conflicting 
demands of being irreverent and respectful towards the industry rules are difficult for 
strategists to meet at the same time.

Where firms cannot influence the structure of their industry, compliance with the rules 
of the game is the strategic imperative. Under these circumstances, the strategic demand 
is for managers to adapt the firm to the industry context. Where firms do have the ability 
to manipulate the industry structure, they should exercise their freedom of choice to break 
the industry rules. In such a case, the strategic demand is for managers to try to change the 
terms of competition in their own favour.

This tension between compliance and choice has been widely acknowledged in the 
strategic management literature (e.g. Hrebiniak and Joyce, 1985; McGahan, 2000, Reading 
10.3; Porter, 1980, Reading 10.1). The pressure for compliance has usually been presented 
as a form of environmental determinism, as the industry developments force firms to adapt 
or be selected out (e.g. Astley and Van der Ven, 1983; Wilson, 1992). The freedom of 
choice has often been labelled as organizational voluntarism, to convey the notion that 
industry developments can be the result of the wilful actions of individual organizations 
(e.g. Bettis and Donaldson, 1990; Child, 1972). In the following sections both compliance 
and choice are further examined.

The demand for firm compliance
It goes almost without saying that organizations must, to a large extent, adapt themselves 
to their environments. No organization has the ability to shape the entire world to fit its 
needs. Therefore, to be successful, all organizations need to understand the context in 
which they operate and need to play by most of the rules of the game.

After all, the alternative of ignoring the rules is fraught with danger. Probably the most 
common cause of ‘corporate death’ is misalignment between the organization and its 
environment (discussed in Chapter 8). And misalignment can happen very quickly, as most 
industries are constantly in flux. Companies can misinterpret the direction of the changes, 
can fail to take appropriate corrective action, or can be plainly self-centred, paying 
insufficient attention to external developments. Most companies have enough difficulty 
just staying attuned to the current rules of the competitive game, let alone anticipating how 
the industry context will change in the future.
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To achieve compliance with the industry rules, firms must develop structures, processes 
and a culture in which listening and adapting to the environment become engrained. Firms 
must learn to become customer and market-oriented, reacting to the ‘pull’ of the market 
instead of ‘pushing’ their standard approach and pet projects at an unwilling audience. Firm 
compliance means avoiding the pitfall of organizational arrogance – knowing better than 
the market and imposing an approach that no one desires (e.g. Miller, 1990; Whitley, 1999).

The demand for strategic choice
While compliance with the industry rules can be very beneficial, contradicting them can 
also be strategically valuable. If firms only play by the current rules, it is generally very 
difficult to gain a significant competitive advantage over their rivals. After all, adapting 
to the current industry structure means doing business in more or less the same way 
as competitors, with few possibilities to distinguish the organization. In other words, 
‘compliance’ might be another way of saying ‘follow a me-too strategy’.

To be unique and develop a competitive advantage, firms need to do something different, 
something that does not fit within the current rules of the game. The more innovative the 
rule breaker, the larger will be the competitive advantage over rivals stuck with outdated 
business models. The more radical the departure from the old industry recipe, the more 
difficult it will be for competitors to imitate and catch up. Where companies are capable of 
constantly leading industry developments, they will have the benefit of capturing attractive 
industry positions before less proactive competitors eventually follow. In other words, 
there is a strong pressure for firms to attempt to shape the industry rules.

To achieve organizational choice, firms must find ways of escaping the pitfall of 
organizational conformity – the strict adherence to current industry rules. Firms must 
develop structures, processes and a culture in which the current industry recipe is 
constantly questioned, challenged and changed. Managers must come to see that in the 
long run the easy path of following the industry rules will be less productive than the rocky 
road of innovation and change (e.g. Hamel and Prahalad, 1994; Kim and Mauborgne, 
2005, Reading 10.2).

nIntendo: PreSS Start to 
ContInue
Founded in 1889, Nintendo’s journey is one of a 
humble playing card manufacturer becoming the 
most well-known video game company of all time. 
Producing both hardware and software – video 
game systems and their games – with a portfolio 
of multimillion franchises ranging from Mario and 
Donkey Kong to Pokémon and The Legend of Zelda, 
the company has repeatedly inspired, innovated 
and revolutionized the video game industry. The 
Japanese firm has not done so without its fair share 
of challenges.

When Nintendo entered the video game market 
with its first dedicated video game console in 1983 
(1985 in the West), it did so with a bang. The Family 

Computer, known as the Nintendo Entertainment 
System (NES) abroad, was to be the first console 
with a revolutionary business model. Instead of being 
the only one to produce games for the hardware, 
Nintendo licensed and encouraged external game 
developers to produce and distribute products for 
Nintendo’s system. This authorization process 
provided Nintendo with quality control, a share of 
the profits, and massively increased the platform’s 
software library. It became a standard in the video 
game industry and it would take years before 
Nintendo’s monopoly position was challenged. The 
NES achieved lifetime sales of 61.9 million units 
worldwide.

As hardware improved and competitors started 
adopting Nintendo’s business model, competition 
grew fiercer. Having proven itself with the NES 

exHIbIt 10.1 SHort CaSe
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and a winning streak of high-quality self-published 
titles such as Super Mario Bros. (1985), The Legend 
of Zelda (1986) and Metroid (1986), the Japanese 
video game company did more of the same with 
the hardware. Owing mostly to the high quality of 
its software, Nintendo systems managed to remain 
relevant. When Sony entered the fray with its 
PlayStation, many players were first introduced to 
3D graphics and more mature games. This proved 
a lethal combination: the original PlayStation went 
on to sell more than 102 million units over more 
than a decade. Its successor, the PlayStation 2 
(2000), would become the most successful video 
game platform in history with a sales record of 
155 million units sold. In an effort to challenge 
Sony’s hegemonic position, Nintendo released the 
GameCube (2001); technically a better machine 
than the second PlayStation, but a system that failed 
to innovate. It performed poorly, ending its run 
with a measly 21.7 million units sold. Even the new 
kid on the block, Microsoft’s Xbox (2001), which 
catered towards older consumers and introduced its 
own well-run internet service to consoles, exceeded 
that figure by a couple of millions. Competitors 
played Nintendo’s game and were winning.

Thanks to acclaimed software on Nintendo’s 
platforms, the company maintained a share of 
dedicated fans, but it proved insufficient to sell 
enough hardware units. Nintendo’s only consistent 
success story were its portable video game devices. 
The Game Boy (1989) and its improved Color 
version (1998), sold a combined 118.7 million units. 
At a time when Nintendo had difficulty appealing 
to consumers, the follow-up to its blockbuster 
handheld, the Game Boy Advance (2001), achieved 
lifetime sales of 81.5 million units. Nintendo had 
the means to continue, but playing by the now 
firmly established rules of the industry proved to do 
Nintendo few favours.

It was up to Satoru Iwata, newly crowned CEO 
of the company, to change Nintendo’s game. He 
did so with an unprecedented strategy: tapping into 
radically new demographics. In 2004, Nintendo 
released the Nintendo DS, the successor of the 
Game Boy Advance. This piece of portable hardware 
features two screens, the lowest one functioning as 
a touch screen, establishing a whole new way to 
play. To compare: the iPhone, considered to have 
introduced touch screens to smartphones, only came 
out in 2007. The launch of the Nintendo DS was 

Iwata’s first major product release, but he was not 
present in Tokyo to promote the system. Instead, 
he was visiting neuroscientist Ryuta Kawashima. 
Iwata thought his ‘train the brain’ exercise books 
could form the foundations of a game that had 
the potential to appeal to gamers and non-gamers 
alike. He guessed right. The resulting Brain Age: 
Train Your Brain in Minutes a Day! (2005) – 
known as Dr. Kawashima’s Brain Training outside 
the US – became an industry phenomenon and 
helped introduce many adults to gaming. Nintendo 
also captured the previously underestimated girl 
demographic, releasing successful titles such as 
Nintendogs (2005), Animal Crossing: Wild World 
(2005) and Super Princess Peach (2006).

Iwata soon proved he could also change the 
playing field where Nintendo had struggled the 
most: the home console market. The codename 
for Nintendo’s follow-up to the poor performing 
GameCube was ‘Revolution’, an apt premonition. 
Instead of just making games look better and 
better, Nintendo once again wanted to change 
the way people played. Released as the Nintendo 
Wii in late 2006, the new system did not focus on 
traditional button-based gameplay, but introduced 
motion controls. No need to remember tricky button 
combinations: swing the remote-shaped controller 
like a tennis racket and the character on-screen 
follows. The games were social, intuitive and fun. 
As a result, the barrier between gamers and non-
gamers dissolved and the Wii became an instant 
must-have for families.

Nintendo had truly altered the rules of the game. 
While most hardware is initially expensive and 
only gets adopted by the mainstream relatively late 
in its lifecycle, the Wii was sold at a budget price 
and appealed to everyone from inception. Gamers 
wanted to try something new, while consumers fresh 
to gaming met an accessible and entertaining device. 
The Wii left its technically superior competitors 
in the dust – by mid-2007, Nintendo’s system had 
sold more units than Sony and Microsoft’s newest 
consoles put together. The me-too motion products 
Microsoft and PlayStation launched as a response 
to Nintendo’s new-found success, never managed to 
get off the ground.

However, smartphones and tablets slowly entered 
the fray, eating away at the handheld market, 
Nintendo’s safe card. Why buy an expensive 
gaming handheld with expensive software, when 
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smartphones allow you to play cheap software on a 
device you already own? With the successor to the 
Nintendo DS, Nintendo tried to offer something 
impossible on smartphones: stereoscopic 3D. The 
Nintendo 3DS offered an improved DS in every 
way, with the addition of ‘glasses-free 3D’. This 
seemingly magic feat did not prevent the system 
from selling poorly at launch. Iwata took personal 
responsibility. Nintendo’s CEO apologized, cut his 
own salary by 50 per cent and gave early adopters 
of the handheld ten Nintendo games for free. Owing 
to a significant price drop and a steady stream of 
quality games later in its life cycle, the 3DS turned 
into a slow-burner – as of 2019, the system has been 
sold over 75 million times.

The same could not be said for the successor of the 
Wii. Nintendo was ahead of the curve with the Wii, 
but its follow-up ended up stuck in the middle. It did 
not appeal to its existing fans, nor to the more casual 
gamers. The confusingly named Wii U followed the 
tablet trend, a phenomenon introduced to the mass 
market by Apple and Google. It came with a tablet-
like controller with buttons, but Nintendo had a hard 
time explaining to consumers what made the Wii 
U different. The console’s reveal was unclear and 
with Wii controllers being compatible with the Wii 
U, many were under the impression the new system 
was a mere upgrade. Nintendo also struggled to 
make good use of its new hardware as many of the 
system’s more successful games, such as Mario Kart 
8 (2014) and Super Smash Bros. for Wii U (2014), 
did not make use of the tablet’s unique features. As a 
response to the poor results of the Wii U – Nintendo 
only managed to sell about 13.6 million units of the 
system in total, compared to over 100 million Wiis 
sold– investors pressed Iwata to lay off employees. 
He refused to do so, with the philosophy that 
employees who fear they may get fired are in no state 
to develop impressive software.

Iwata did listen to a different demand, one that 
investors had been repeatedly making: Nintendo 
decided to start releasing games on smartphones. 
Iwata had been cautious about separating Nintendo 
hardware and software, claiming the company 
would then ‘cease to be Nintendo’ – its business 
strategy had thus far consisted of making compelling 
exclusive software to prompt people to buy the 
company’s hardware. However, Iwata soon declared 
that the ‘era has ended when people play all kinds of 
games only on dedicated gaming systems’. Nintendo 

would form partnerships to publish applications and 
games on smartphones.

Iwata did not live to see the first app released; a 
tumour in his bile duct took the life of Nintendo’s 
CEO in 2015. That same year, Nintendo finally 
entered the black again with an operating income 
of US$206 million, after three years of consecutive 
losses. One of the last ideas Iwata can be held 
responsible for helped establish this feat. He 
envisioned a line of toy figures based on Nintendo 
characters that can be connected to Nintendo games 
for in-game bonuses and extra options. The idea was 
not new: Activision and Disney had done the same 
with Skylanders (2011) and Disney Infinity (2013) 
respectively. Nintendo’s so-called Amiibo figures 
proved appealing enough to sell over 6 million 
in their first month. By March 2016, the sales of 
Amiibo exceeded 64 million units. Sometimes a 
catch-up strategy could benefit Nintendo as well.

This was also true for Nintendo’s first two 
smartphone apps. While its first application, the 
social app Miitomo (2016), turned profitable rather 
quickly, it failed to remain relevant in the long run. 
The second one, however, became a truly global 
phenomenon. Pokémon Go (2016), developed by 
independent American company Niantic, allows 
people all over the world to catch little monsters 
in the real environment using augmented reality. 
The game became so popular even, that Nintendo’s 
market value doubled in a matter of days – from 
about US$20 billion to more than US$40 billion – 
marking the biggest daily turnover in stock ever on 
the Tokyo Stock Exchange. However, Nintendo only 
had about a 13 per cent interest in Pokémon Go and 
the app would thus ultimately not have a big impact 
on the company’s profits. After Nintendo made a 
financial statement about this, its shares plunged.

Pokémon Go did prove a point: so long as 
Nintendo can leverage its intellectual properties, 
playing follow-up has potential. Its first smartphone 
endeavours can easily be called successful and 
jumping on the so-called ‘toys-to-life’ market 
with Amiibo also turned out to be lucrative. The 
danger of being neither an industry leader nor an 
outstanding follower, was proven by the Nintendo 
Wii U catastrophe, however.

Nintendo learned from its mistakes when it 
announced the Nintendo Switch, once again taking 
up the mantle of an industry leader. With a slick 
reveal trailer, Nintendo instantly visualized the 
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PerSPeCtIVeS on tHe InduStry Context

A wise man will make more opportunity than he finds.
Francis Bacon (1561–1624); Lord Chancellor of England

Once again the strategizing manager seems ‘stuck between a rock and a hard place’. 
The pressures for both compliance and choice are clear, but as opposites they are at least 
partially incompatible. Developing an organizational culture, structure and processes 
attuned to compliance will to some extent be at odds with the culture, structure and 
processes needed to shape an industry. An organization well-rehearsed in the art of 
adaptation and skilful imitation is usually quite different from one geared towards business 
innovation and contrarian behaviour. How should managers actually deal with the issue of 
industry development – should they lead or follow?

In the strategic management literature many answers to this question are given – 
unfortunately, many contradictory ones. The views among management theorists differ 
sharply, as they emphasize a different balance between the need to comply and the 
need to choose. To gain a better overview of the range of conflicting opinions, the two 
diametrically opposed positions will be identified and discussed. On the one hand, there 
are strategists who argue that industry development is an autonomous process, which 
individual firms can hardly hope to shape. They believe that compliance to shifting 
industry characteristics is mandatory – adjust or risk being selected out. This point of 
view is referred to as the ‘industry dynamics perspective’. On the other hand, many 
strategists believe that the industry context can be shaped in an infinite variety of ways 
by innovative firms. Therefore, industry development can be driven by firms willing and 
able to take a leading role. This point of view is referred to as the ‘industry leadership 
perspective’.

hardware’s unique selling point: connectable to a 
television for big screen gaming, but detachable for 
portable play in a second: bridging the gap between 
portable and console hardware. The hybrid machine 
proved an instant hit: the Nintendo Switch became 
the fastest-selling console in the US, and in little 
over two years nearly 37 million Nintendo Switch 
consoles have been sold around the world.

How long can this success last? And has Nintendo 
really reshaped the video game industry with the 
Nintendo Switch or is it only temporarily playing 
by its own rules? The graphically vastly superior 
successors to Sony’s PlayStation 4 and Microsoft’s 
Xbox One are set to be revealed and released 
soon, forcing Nintendo to convince developers to 
continue creating killer software for its ‘weaker’ 
device. This might prove difficult, as developing 
for the hardware is already unappealing due to the 
high costs of publishing physical Nintendo Switch 

cartridges, which forces games on the system to be 
about US$10 more expensive than the same games 
on alternative platforms. Nintendo also needs to 
decide what to do with its Nintendo 3DS now that 
the hybrid Nintendo Switch is cannibalizing the 
market of its other portable device. But can the 
Nintendo Switch and 3DS remain truly relevant in 
a smartphone-dominated environment? If Nintendo 
finds the right answers to these pressing questions, it 
will not reach ‘game over’ any time soon.

Co-author: Wester Wagenaar

Sources: nintendo.co.jp; nintendo.com; Nintendo Annual Report 
2018; Nintendo Consolidated Results for Q2 2019; Bloomberg, 
19 July 2016 and 25 July 2016; Business Insider, 25 April 2019; 
Eurogamer, 13 March 2017; Fortune, 5 December 2014 and 18 
December 2018; Gamesindustry.biz, 15 July 2016; GameSpot, 25 
July 2016; GamesRadar, 29 April 2016; The Guardian, 13 July 
2015; The Japan Times, 16 July 2016; Sheff, David, ‘Game Over: 
How Nintendo Conquered the World’, 1994.
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The industry dynamics perspective
To those taking an industry dynamics perspective, the popular notion that 
individual firms have the power to shape their industry is an understandable, 
but quite misplaced, belief. Of course, the illusion of control is tempting – 
most people, especially strategists, would like to control their own destiny. 

Most individuals assume they have a free will and can decide their own future. Many 
governments suppose that they can shape society and many cultures assume that they 
control nature. In the same way, it is seductive to believe that the individual firm can 
matter by influencing the development of its industry.

Unfortunately, this belief is largely a fallacy, brought on by a poor understanding of the 
underlying industry dynamics. In reality, according to advocates of the industry dynamics 
perspective, industries are complex systems, with a large number of forces interacting 
simultaneously, none of which can significantly direct the long-term development of the 
whole. Firms are relatively small players in a very large game – their behaviours may have 
some impact on industry development, but none can fundamentally shape the direction 
of changes. On the contrary, as industries evolve, all firms that do not meet the changing 
demands of the environment are weeded out. Firms not suited to the new circumstances 
die, while firms complying with the changing rules prosper. Hence, through selection the 
industry context determines the group of industry survivors, and through the pressures 
for adaptation, the behaviour of the remaining firms is determined. In short, the industry 
shapes the firm, not the other way around.

The industry dynamics perspective is often also referred to as the industry evolution 
perspective, due to the strong parallel with biological evolution. Both evolutionary 
processes, it is argued, share a number of basic characteristics. In nature, as in business, 
the survival and growth of entities depends on their fit with the environment. Within each 
environment variations on a successful theme might come about. These new individuals 
will thrive, as long as they suit the existing circumstances, but as the environment changes, 
only those that meet the new demands will perish. Hence, Darwin’s well-known principle 
of ‘survival of the fittest’ is based on a cycle of variation and environmental selection. 
Many proponents of the industry dynamics perspective believe that this biological view 
of evolution is a good model for what happens in industries – new organizations arise as 
mutations and only the fittest mutations survive. However, it is usually pointed out that in 
a business environment, organizations do not vary ‘at random’, but purposefully, and they 
possess the ability to adapt to selection pressures during the evolution process (e.g. Baum 
and Singh, 1994; Nelson and Winter, 1982). Therefore, organizations have much more 
flexibility to evolve along with the unfolding industry dynamics than lifeforms generally 
do. This process of mutual adaptation and development between entities in the system is 
called ‘coevolution’ (e.g. Aldrich, 1999; Moore, 1996, Reading 6.3). To proponents of 
the industry dynamics perspective, the objective of a firm should be to co-evolve with its 
environment, instead of trying to conquer it.

Supporters of the industry dynamics perspective do not deny that every once in a while 
a rule breaker comes along, turning an industry upside down and spawning dozens of 
case studies by admiring business professors and hours of television interviews. But these 
successes must be put into perspective, just as a lottery winner should not encourage 
everyone to invest their life savings into buying lottery tickets. Yes, some business 
innovators are successful, but we have no idea how many challengers were weeded 
out along the way – only the most spectacular failures make it into the media; most go 
unreported. This is called the ‘survivor’s bias’, and the emphasis on case-based reasoning 
in the field of strategy makes theorists and practitioners equally susceptible to fall into 
this trap. But even where a firm has been able to pull off a major industry change once, 
this does not make them the industry leader of the future. They might have been the right 
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company in the right place at the right time, able to push the industry in a certain direction 
once, but to assume that they will win the lottery twice is not particularly realistic.

The conclusion drawn by advocates of the industry dynamics perspective is that 
‘winning big’ by changing the rules of the game sounds easy, fast and spectacular – but 
isn’t. If one thing has been learnt from the internet bubble, it is that changing the rules 
of the game is extremely difficult, slow and hazardous, and should be left up to those 
‘high rollers’ willing to play for ‘high stakes’ with only a low chance of success (i.e. 
venture capitalists and entrepreneurs). For regular companies, such an approach cannot 
be the mainstay of their strategy. Their basic approach must be to stick closely to the 
shifting currents in their industry, which is challenging enough in most cases. Competitive 
advantage can be sought, but requires hard work within the rules of the game.

The bad news is that this leaves limited freedom to manoeuvre and that the general level 
of profitability that a firm can achieve is largely predetermined. Once in a poor industry, 
a firm’s growth and profit potential are significantly limited (Porter, 1980, Reading 10.1). 
The good news is that this still leaves plenty of room for a firm to score above the industry 
average, by positioning better than competitors, but also by adapting better to the ongoing 
industry changes, or even anticipating changes more skilfully and reacting appropriately.

ab InbeV: downStream 
global beer
One of the biggest beer conglomerates of the 21st 
century once had to sell ice cream to keep its brewing 
business afloat. Anheuser-Busch – renowned for 
its Budweiser label – was no ordinary company to 
begin with. It had co-evolved better with shifts in the 
beer industry than virtually any of its adversaries.

Established in the mid-1800s in St Louis, 
Anheuser-Busch had about half a century to grow. Its 
founders, Adolphus Busch and Eberhard Anheuser, 
employed a lager style of beer, brought to the US 
through the influx of fellow German immigrants. 
The beer had a smoother aftertaste than the beers US 
society was used to at the time, and became a local 
hit across multiple cities. Meanwhile, the Industrial 
Age brought technological advancements, such 
as the advent of motor, railroad and pasteurization 
technology, which allowed for beer transportation 
over vast distances without the beverage spoiling. 
This contributed to the proliferation of bottled beer 
– rather than barrel-aged beer – both at home and 
abroad. Anheuser-Busch, as well as other big names 
such as Miller, Pabst, Schlitz and Coors, hopped 
on these trends and expanded their local businesses 
across the nation.

Ample use was made of economies of scale 
stemming from technological progress, increasing 
the firm size of manufacturers as they increased 

their scale of production and scope of distribution. 
A total of 750,000 barrels were produced in 1850 
by breweries in the US, while in 1910 this amounted 
to 59.6 million barrels. This rise in production was 
not solely reflected in a growing population, but 
was also mirrored by a rise in beer consumption per 
capita, as it soared from approximately 3.5 gallons 
in 1850 to 21 gallons in 1910. These shifts would 
foreshadow the dawning of the US domestic beer 
industry, and at the turn of the 20th century many 
had bright prospects for its future.

Yet in 1920 the US saw a ‘war on alcohol’ 
under the banner of Prohibition – a constitutional 
ban on the manufacturing, sales and distribution 
of alcoholic beverages across the nation. One state 
after another ratified the convention, obliterating 
breweries by the thousands. Some cheated 
corporate death by producing ‘near beer’ products 
– low percentage alcoholic products, often used 
for culinary purposes. Other breweries such as 
Anheuser-Busch reinvented themselves as soft 
drink or ice cream manufacturers.

Once Prohibition’s reign ended after repeal in 
1933, those newly gained experiences paved the 
way for mass consumption. The old brewers had 
acquired expertise to produce canned beer, craft 
new beer recipes, and to diversify their businesses. 
Although only 45 brewers were left standing in 
the wake of Prohibition, in the following years 
new breweries sprung up at an unprecedented rate, 

exHIbIt 10.2 tHe InduStry dynamICS PerSPeCtIVe
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able to thrive in the sudden vacuum. The period of 
a multitude of minor breweries left to operate on a 
small scale would not last.

In the 1950s, the bigger firms charted a course 
of mergers and acquisitions. Anheuser-Busch, 
Miller, Pabst, Schlitz, Coors and other beer 
giants that had survived through Prohibition, had 
accumulated a size advantage over their smaller 
competitors and made aggressive use of their 
economies of scale for aggressive marketing 
strategies. In 1950, the top ten beer producers 
controlled 38 per cent of beer sales in the US. In 
1980, this number had risen to 93 per cent. These 
ten giants were all founded in the 19th century 
and had made it through Prohibition. Yet, several 
decades later, none of these companies exist 
anymore as separate entities.

The same kind of consolidation took place 
in the rest of the world, with nearly every small 
fish eaten by the big ones, until only the giants 
were left. To hold their ground, many beer giants 
engaged in mega mergers. In 2004, Belgian giant 
Interbrew joined forces with Brazilian AmBev to 
create InBev. Brewing legends Miller and Coors 
combined efforts to repel foreign takeovers, yet 
were swallowed by South African Breweries (SAB) 
to form SAB Miller.

In 2004, it was none other than Anheuser-Busch 
that could call itself the world’s largest beer brewer, 
commanding 8.5 per cent global market share by 
volume. The company was no stranger to all-out 
business warfare, as its road to dominance had been 
paved by a string of acquisitions of past competitors. 
Yet even for giants like Anheuser-Busch, the cut-
throat competition was stiffening. The beer brewer 
had survived throughout Prohibition and both World 
Wars, but it could not last in the hypercompetitive 
environment triggered by globalization. In 2008, 
Anheuser-Busch fell prey to InBev through a hostile 
takeover of US$52 billion, forming AB InBev, 
instantly making it the undisputable number one 
global beer brewer.

After Anheuser-Busch and InBev had mega 
merged into AB InBev, only four international beer 
goliaths remained, accounting for approximately  

50 per cent of beer sales in volume, reeling in 70 per 
cent of the revenues. In 2016, AB InBev swallowed 
SAB Miller, then the world’s second biggest 
beer brewer, consolidating its global leaderships 
position with a portfolio of blockbuster brands 
such as Stella Artois, Budweiser, Brahma, Skol, 
Harbin, Hoegaarden and many more. Today, AB 
InBev has annual sales of US$54.6 billion, a global 
market share of 26 per cent, and over 500 brands 
in its portfolio. One out of every three pints pulled 
throughout the world is made by the behemoth.

No time to chill though. Their home market, the 
US, has been moving away from AB InBev’s mass 
market cash cows Budweiser and Bud Light, with 
preferences shifting to craft brews and imported 
beers. To combat this premiumization trend, AB 
InBev started purchasing craft brewers, such as 
Goose Island, 10 Barrel Brewing and Wicked Weed 
Brewing, and shot up the production of craft beer at 
its own breweries.

The international competitors are harder to 
combat. Japanese breweries Asahi and Kirin are 
deftly climbing the ladder, and so are Chinese 
breweries China Resources Enterprise and Tsingtao. 
Especially the latter are growing at an unprecedented 
pace after Snow and Tsingtao replaced AB InBev’s 
Budweiser brands as top selling beers in the world. 
Additionally, AB InBev had to sell 49 per cent of its 
stake in Snow to China Resources Enterprise, paving 
the way for enormous revenues for the colossal 
Chinese brewer. As opposed to the US and European 
markets, China’s domestic market remains largely 
untapped, providing novel ways to generate profits 
in China’s flourishing economy.

Co-authors: Sander Wisman and Wester Wagenaar

Sources: www.ab-inbev.com; www.sabmiller.com; AB InBev 
Financial Reports 2009-2018; Beverage Daily, 1 March 2018 and 
5 March 2019; Bloomberg, 29 July 2016; Brock, ‘The Structure 
of American Industry’, 2013; The Economist, 19 September 2015 
and 17 October 2015; Financial Times, 10 February 2016 and 25 
July 2019; Guo, ‘Global Big Business and the Chinese Brewing 
Industry’, 2016; Martin, ‘The SAGE Encyclopedia of Alcohol: 
Social, Cultural and Historical Perspectives’, 2014; Patterson 
and Hoalst, ‘The Geography of Beer: Regions, Environment 
and Societies’, 2014; Reuters, 2 March 2016, 6 July 2016 and  
21 July 2016.
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The industry leadership perspective
Strategists taking an industry leadership perspective fundamentally disagree 
with the determinism inherent in the industry dynamics perspective. Even 
in biology, breeders and genetic engineers consistently attempt to shape the 
natural world. Of course, in industries, as in biology, some rules are immutable. 

Certain economic, technological, social and political factors have to be accepted as hardly 
changeable. But the remaining environmental factors can be manipulated to leave strategists 
with an enormous scope for moulding the industry of the future. This belief is reflected in 
the remark by the Dutch poet Jules Deelder that “even within the limits of the possible, the 
possibilities are limitless”. It is up to the strategist to identify which rules of the game must 
be respected and which can be ignored in the search for new strategic options. The strategist 
must recognize both the limits of the possible and the limitless possibilities.

Advocates of the industry leadership perspective do not deny that in many industries the 
developments are largely an evolutionary result of industry dynamics. For an understanding 
of the development paths of these ‘leaderless’ industries, the industry dynamics perspective 
offers a powerful explanatory ‘lens’ – many industries do evolve without a clear industry 
leader. However, these industries have only followed this path because no firm was creative 
and powerful enough to actively shape the direction of change. A lack of leadership is not 
the ‘natural state of affairs’, but simply weakness on behalf of the industry incumbents. 
Industry developments can be shaped, yet do require innovative companies willing to take 
on the leadership role (e.g. Baden-Fuller and Stopford, 1992; Hamel and Prahalad, 1994).

A leadership role, supporters of this perspective argue, starts with envisioning 
what the industry of tomorrow might look like. The firm’s strategists must be capable 
of challenging the existing industry recipe and building a new conception of how the 
industry could function in the future. They must test their own assumptions about which 
industry rules can be changed and must, in fact, think of ways of “destroying their current 
business”. Hamel and Prahalad (1994) refer to this as intellectual leadership, noting that 
smart strategists also develop “industry foresight”, anticipating which trends are likely to 
emerge, so that they can be used to the firm’s advantage.

Not only must a firm have the intellectual ability to envision the industry’s future, but it 
must also be able to communicate this vision in a manner that other firms and individuals 
are willing to buy into. If a vision of the industry of tomorrow is compelling enough, 
people inside and outside the company will start to anticipate, and will become committed 
to, that future, making it a self-fulfilling prophecy. This ‘inevitability’ of an industry vision 
can be important in overcoming risk averseness and resistance from industry incumbents 
(e.g. Levenhagen, Porac and Thomas, 1993; Moore, 2000).

To actually change the rules of the competitive game in an industry, a firm must move 
beyond a compelling vision and work out a new competitive business model. If this new 
business model is put into operation and seems to offer a competitive advantage, this can 
attract sufficient customers and support to gain ‘critical mass’ and break through as a 
viable alternative to the older business models. To shape the industry, the firm will also 
need to develop new competencies and standards required to make the new business model 
function properly. The better the firm is at building new competencies and setting new 
standards, alone or in cooperation with others, the more power it will have to determine 
the direction of industry development (e.g. D’Aveni, 1999; Hamel, 1996).

All of the above points together add up to quite a considerable task. But then, industry 
leadership is not easy and changing the industry rules rarely happens overnight. Rather, 
it can take years, figuring out which rules can be broken and which cannot. It can be a 
marathon, trying to get the business model right, while building competencies and support. 
Therefore, organizations require perseverance and commitment if they are to be successful 
industry shapers (Hamel and Prahalad, 1994).
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SPotIFy: marCHIng to a 
new tune
When illegal download site Napster entered the 
scene in 1999 and reached 80 million users in 
just two years, the music industry scrambled to 
mitigate rapidly declining revenues and launched 
lawsuit after lawsuit to shut down the peer-to-
peer music service. At first glance, iTunes was 
hailed as the solution, but this changed people’s 
buying behaviour from purchasing entire albums 
to simply obtaining single songs. Besides, piracy 
still flourished and revenues continued to drop. It 
became clear a revolution was needed to save the 
music industry. Daniel Ek came up with a solution: 
create a legal service better than piracy that gives 
away music for free.

In 2008, Daniel Ek came up with an innovative 
freemium business model for the music industry. 
Ek and fellow entrepreneur Martin Lorentzon first 
launched the music service Spotify in their home 
country of Sweden, which they slowly expanded to 
the 79 countries it services today. The music service 
and its large catalogue of songs, consisting of over 
35 million in 2019, are offered for free, but ads 
are inserted during streaming sessions to fund the 
‘free music’. Paying subscribers experience higher 
quality music without ads and are able to download 
songs of choice to be played back offline.

Spotify is a game changer, but where an industry 
leader with new ideas and innovations rises, others 
follow. Apple Music, Google Play Music and 
Amazon’s Prime Music quickly emulated Spotify 
as competing music streaming services. For now, 
Spotify remains the undisputed market leader: as 
of March 2019, Spotify entertains a paid user base 
surpassing 100 million subscribers and touts 217 
million monthly active users in total worldwide. 
Meanwhile its biggest competitor, Apple Music, has 
overtaken Spotify in the US, but is still only half as 
big as the Swedish streaming giant globally, having 
grown to 50 million paid subscriptions in total.

There is no resting on laurels for Spotify as it 
has to keep innovating to retain its industry leader 
position. The company successfully introduced 

Discover Weekly, a changing playlist that delivers 
a personalized list of music recommendations 
each week through analysis of a user’s music taste. 
Spotify also added podcasts to its service. The 
company’s purchase of podcast hosting and creation 
service Anchor.fm, which aims to be the YouTube of 
podcasts in terms of accessibility, is in line with this 
strategy. With the additional acquisition of narrative-
driven podcast producer Gimlet, Spotify also makes 
the first steps into creating its own exclusive, 
dedicated content. Similar to Netflix’s excellent, 
predictive algorithms, Spotify aims to find out what 
its users like, to figure out what kind of shows to 
create in response, an approach still novel to the 
podcast and music streaming industry.

Spotify is now big enough to shape the rules 
of the music industry. Even some artists who had 
temporarily removed their songs from the service, 
such as Taylor Swift and Radiohead’s Thom Yorke, 
have backtracked their actions. This does not mean 
Spotify’s business model fairly compensates artists, 
producers and writers, however. Spotify pays artists 
based on their ‘market share’, or the number of 
streams for an artist’s songs relative to the service’s 
total number of streams. This boils down to the 
service paying as little as US$0.006 to $0.0084 per 
stream on average. Most of these revenues go to the 
publishers and record labels – about 70 per cent of 
its turnover – who then distribute to their musicians 
on their own terms.

Nevertheless, Spotify has established a more 
sustainable business model for the previously dying 
music industry. The Swedish company needs to stay 
on its toes, as it can never outspend competitors 
Apple or Google. If Spotify keeps innovating and 
retains its industry leader position, it might well set 
the tone of the music industry for years to come.

Co-author: Jeroen Brinkhuis and Wester Wagenaar

Sources: Spotify.com; Spotify Financial Results for First Quarter 
2019; Apple Insider, 29 January 2019; CNBC, 26 January 
2018; Digital Trends, 4 May 2019; The Economist, 5 May 2016 
and 27 May 2016; Forbes, 16 January 2012 and 21 July 2013; 
The Guardian, 16 January 2013; Pocket-lint, 16 May 2013; 
TechRadar, 20 November 2015; The Telegraph, 17 February 
2010; The Verge, 5 March 2019.
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managIng tHe Paradox oF ComPlIanCe and 
CHoICe

The reasonable man adapts himself to the world; the unreasonable one persists 
in trying to adapt the world to himself. Therefore, all progress depends on the 
unreasonable man.
George Bernard Shaw (1856–1950); Irish playwright and critic

So how should managers deal with the industry context? Should they concentrate on 
adapting to the dynamics in the industry, honing their ability to respond to changing 
demands and to adjust their business model to meet new requirements? Or should they 
take a more proactive role in shaping the future of the industry, changing the rules of the 
competitive game to suit their own needs? Within the field of strategic management, the 
views are far apart and no consensus seems to be emerging on how to manage the paradox 
of compliance and choice (see Table 10.1 for the main arguments).

table 10.1 Industry dynamics versus industry leadership perspective

Industry dynamics perspective Industry leadership perspective

Emphasis on Compliance over choice Choice over compliance
Industry development Uncontrollable evolutionary process Controllable creation process
Change dynamics Environment selects fit firms Firm creates fitting environment
Firm success due to Fitness to industry demands Manipulation of industry demands
Ability to shape industry Low, slow High, fast
Normative implication Play by the rules (adapt) Change the rules (innovate)
Development path Convergence towards dominant design Divergence, create new design
Firm profitability Largely industry-dependent Largely firm-dependent

With so many competing opinions on the nature of the industry context, readers may 
now want to ‘select the fittest one’. Or maybe readers conclude that one view has rewritten 
the rules of competition in the strategy industry. In the international context especially, 
a much more strategizing stance would be to challenge one’s own cognitive map, as 
perspectives on the industry context are closely related to the well-described and culturally 
skewed voluntarism versus determinism debate.

Balancing
Even rule-breaking companies cannot make or break all industry rules. Some industry 
rules – such as the importance of brands in consumer markets and economies of scale in 
capital-intensive industries – are not to be moulded. Strategists then need to follow some 
rules while trying to change others. The balancing act is common, while the balance itself 
is industry-specific. In other words, larger firms that are active in multiple businesses are 
also multi-balancing.

Parallel processing
While business unit managers have to play by the industry rules as they have little influence 
on the company’s context, corporate strategists of large firms are often engaged in initiatives 
that may well change the industry context. For example, as members of national and 
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supra-national (e.g. European) industrial policy boards, corporate strategists are involved in 
government initiatives to formulate policy priorities which would lead to innovation funds 
and subsidies for particular technologies. By influencing governments, corporate strategists 
change the industry rules, while business managers have to play by the rules.

Juxtaposing
As described in this chapter, industry characteristics determine which industry rules are 
malleable by strategists’ actions. Attempts to break particular industry rules – such as 
scale advantages in the steel industry – are outright dangerous, while others may well be 
successful. Even when the large majority of industry rules cannot be broken, the important 
attribute of corporate strategists is to know which ones can. So from the perspective 
of the strategizing manager, the industry dynamics perspective is applicable in some 
occasions while the industry leadership perspective is preferred in others. The proportion 
of compliance and choice differs between both perspectives, yet independent from 
perspectives strategists need to juxtapose between firm compliance and strategic choice.

In the international context, managing the paradox of compliance and choice becomes 
even more challenging. Not only does the strategist need to find the right combination 
of rules that need to be followed and can be moulded, the combination often also differs 
between countries. As will be further explained in the next section ‘The industry context 
in international perspective’, in many businesses the industry context is country-specific. 
For example, industrial policies may influence industry forces, and local or national 
networks determine the strategic window of opportunities. Hence, the conclusion must 
be that strategists not only need to juxtapose; in international firms they need to ‘country 
specifically’ juxtapose between demands for firm compliance and strategic choice.

It goes without saying that it takes special capabilities of strategizing managers 
to juxtapose the paradox. In Chapter 4 on business level strategy it was discussed that 
strategists need dynamic capabilities (Teece, 2007; Teece, Pisano and Shuen, 1997) to 
juxtapose between demands for firm compliance and strategic choice, which would need 
‘higher-level’ dynamic capabilities. In the international human resources field the scarcity 
of such strategists is well-known. In most cases firms choose to manage the paradox by 
appointing local managers, or expatriates that know the local culture very well.

tHe InduStry Context  
In InternatIonal PerSPeCtIVe

Co-authors: Gep Eisenloeffel and Wester Wagenaar

When I hear any man talk of an unalterable law, the only effect it produces on 
me is to convince me that he is an unalterable fool.
Sydney Smith (1771–1845); English writer and Anglican cleric

In the field of strategy, views differ sharply on whether the industry context can be shaped 
or not. These differences of opinion usually remain implicit – few practising managers 
or strategy theorists make a point of expounding their assumptions about the nature of 
the environment. For this reason, it is difficult to identify whether there are national 
preferences when it comes to industry context perspectives. Yet, it seems not unlikely that 
strategists in different countries have different inclinations regarding this issue. Strategists 
in some nations gravitate more towards an industry leadership perspective than they do in 
others. Interestingly, there are distinct differences in preferences within industries as well.
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On the national level
Culture researchers have tried to understand differences in how people perceive the power of 
individuals to shape their environment. In some cultures the view prevails that the individual 
is at the mercy of external forces, while in other cultures there is a strong belief in the 
freedom of individuals to act independently of the environment and even to create their own 
circumstances (Hampden-Turner and Trompenaars, 2000). Psychologists refer to this as the 
perceived ‘locus of control’ (e.g. Miller, Kets de Vries and Toulouse, 1982). People with an 
internal locus of control believe they mostly are in control of their own fate. Their efforts 
will shape their circumstances – success is earned and failure is one’s own fault. People 
with an external locus of control, on the other hand, believe their fate is largely the result of 
circumstances beyond their control. Any effort to improve one’s position, if at all possible, 
should be directed towards complying with external demands – fortune favours those who 
go with the flow. In countries with a culture that is more inclined towards an internal locus 
of control, such as the United States, the industry leadership perspective is more widespread. 
In cultures in which people exhibit a strong emphasis for an external locus of control, as in 
most Asian countries, the industry dynamics perspective is likely to be more predominant.

The role that governments can play in encouraging the shaping of industries also differs 
internationally. In some countries the predominant view is that governments should facilitate 
industry development by creating supportive business circumstances and then staying out of 
the way of company initiatives. Governments are needed to set basic rules of business conduct, 
but firms should not be impeded by other governmental intervention in the functioning of 
industries and markets. Individual companies are seen as the primary drivers of industry 
development and if companies are given enough leeway, game-changing firms can shake 
the industry context. Such economic liberalism is particularly strong in the English-speaking 
nations, where governments facilitate the industry-shaping efforts of companies.

In other nations the predominant view is that Adam Smith’s free market ideal often 
proves to be dysfunctional. A fully liberal market, it is believed, can lead to short-termism, 
negative social consequences, mutually destructive competition and an inability to 
implement industry-wide changes. Governments must therefore adopt a more proactive 
role. They must protect weaker parties, such as workers and the environment, against 
the negative side of the market system, and actively create a shared infrastructure for all 
companies. Furthermore, the government can develop an industrial policy to encourage 
the development of new industries, force companies to work together where this is more 
effective and push through industry-wide changes, otherwise a stalemate would occur. 
This ‘managed competition’ view has been prevalent in Japan and France, and to a lesser 
extent in Germany (e.g. Hampden-Turner and Trompenaars, 1993; Lessem and Neubauer, 
1994). In these countries the industry leadership perspective is not as strongly held as 
in the English-speaking nations – industries can be shaped, but few companies have the 
power to do so without a good industrial policy and government backing.

In countries where the discrete organization perspective (Chapter 6) is predominant, 
companies often strive to retain their independence and power position vis-à-vis other 
companies. As these firms are not embedded in complex networks but operate free from 
constraining relationships, they are more at liberty to challenge the existing rules of the 
game. In other words, where firms are not entangled in a web of long-term relationships, 
they are better positioned for rule-breaking behaviour – every firm can make a difference. 
In these countries an industry leadership perspective is more prevalent. However, in nations 
where firms are more inclined to operate in networks, each individual firm surrenders a 
part of its freedom in exchange for long-term relationships. Even though a group of firms, 
once in agreement, is often more powerful than each individual firm, it is difficult to get 
network partners to agree. As all changes must be negotiated with partners, the ability to 
shape an industry declines.
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On the industry level
In some countries an inclination towards the industry leadership or the industry dynamics 
perspective is apparent, but are there industries for which the same can be said? Many 
industries develop along evolutionary paths and here there are no leaders who have 
managed to bend the rules of the game – or at least not yet. Incumbents in a ‘leaderless’ 
industry adapt to the changing environment, but do not attempt to drastically alter the 
context of the industry themselves. There are a variety of reasons why an industry can 
have more or less strategists aiming to change the rules and win big.

Industries are complex systems, but some are more complex than others. The 
heterogeneity and concentration within an industry provides challenges in the information 
process to come to the right strategy. When many stakeholders are involved in an industry, 
this further constrains strategic decisions (Chen et al., 2015). The more complex the 
industry, the more rigid its players. The industry context can also be more rigid because of 
regulations. Some industries, such as the pharmaceutical industry, are constrained and the 
rules of the game are strongly enforced.

Business model innovation hardly originates from established big companies; their 
common response is to imitate (Markides, 2013). As such, the more difficult it is to 
enter an industry – for example because of high sums of venture capital required to play 
along – the industry dynamics are most prevalent. Entrepreneurs and venture capitalists, 
who are willing to play a high stakes game in the hope of winning big, have a hard time 
participating in an industry which they can only enter with the utmost difficulty.

To the strategist
The individual strategist can also have different opinions on the strategic paradox of the 
industry context. The individual disposition of a leader and supposed preferable character 
traits that go along with it have received much attention (e.g. Bass and Steidlmeier, 1999; 
Bennis, 1989; Cromie, 2000; Olson-Buchanan, Bryan and Thompson, 2013). Not every 
strategist is able to develop proper ‘industry foresight’ (Hamel and Prahalad, 1994) and 
not every individual is necessarily out there to change the rules of the game.

Regardless of the individual disposition of a strategist, it is also simply difficult to 
mitigate the industry context paradox internationally. An international firm has to analyse 
the demands for firm compliance and choice on a country-by-country basis and found 
his strategy on that. Becoming an industry leader on a global scale through juxtaposing 
nation-specific requirements is a tough cookie to bake.

IntroduCtIon to tHe readIngS

As an input to the process of assessing the variety of perspectives on this issue, three 
readings have been selected that each shed their own light on the debate. As in previous 
chapters, the first two readings will be representative of the two poles in this debate (see 
Table 10.1), while the third has been chosen to bridge the arguments of both perspectives.

The first reading representing the industry dynamics perspective (Reading 10.1) is taken 
from a chapter in Michael E. Porter’s seminal book Competitive Strategy, appropriately titled 
‘Industry Evolution’. In this reading Porter argues that the company’s profitability is heavily 
influenced by the structure of the industry in which it competes. In some industries it is difficult 
for even the best firms to make a profit, while in others a more advantageous structure makes 
it much easier to make a good performance. In Porter’s view, how the game of competition 
is played in each industry is largely determined by the underlying economics. The industry 
structure presents the strict rules with which companies must comply. As an industry’s structure 
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evolves, Porter sees two processes at work that determine which companies will survive and 
profit over the longer term. The first process is ‘natural selection’, whereby only the fittest 
survive and firms that are not suited to the new environment become extinct. The second process 
is ‘adapting’ to changes in the industry’s structure, once firms understand the drivers of change.

The second article representing the industry leadership perspective (Reading 10.2) is ‘Blue 
Ocean Strategy’, by W. Chan Kim and Renée Mauborgne. This Harvard Business Review article 
is a summary of the arguments they put forward in their similarly entitled book. Their core idea is 
that companies should not focus on competing in existing overcrowded markets, which they call 
red oceans, bloodied by battle, but should create new uncontested market spaces – blue oceans. 
Staying in a red ocean means accepting the existing industry conditions and finding a way to 
survive in this harsh environment, while breaking out into blue oceans means leaving competition 
behind and having a sea all to yourself. As such, Kim and Mauborgne are fully in line with the 
industry leadership perspective; rule breaking is superior to rule taking. Looking at a wide range 
of industries, stretching from automobiles and computers to movie theatres and circuses, Kim and 
Mauborgne conclude that much of the business innovation comes from fundamentally new and 
superior ways of creating value for buyers, which they call ‘value innovation’. The authors, thus, 
make an infrequently heard point, namely that industry incumbents can also be rule breakers. The 
headline grabbing innovators are often new entrants that disrupt the existing industry pecking 
order, but many of the value innovators reviewed by Kim and Mauborgne are actually industry 
incumbents who have been able to revolutionize their industries from the inside.

The third reading is ‘How industries change’ by Anita M. McGahan. Building on Michael 
Porter’s seminal works on industry evolution (Reading 10.1), McGahan argues that strategists 
need to understand the industry’s change trajectory. This trajectory often dramatically differs 
from strategists’ expectations – and so they arrive at false conclusions on the kind of industry 
change that is to be anticipated. McGahan’s industry change trajectories are the outcome of 
two types of threats of obsolescence: the threat to the industry’s core activities and the threat 
to the industry’s core assets such as resources and knowledge. When combining the two 
threats, McGahan distinguishes four different industry change trajectories: radical, progressive, 
creative and intermediating. In McGahan’s longitudinal research (1980–1999) Radical 
Change represented 19 per cent of industry change trajectories, Progressive Change 43 per 
cent, Creative Change 6 per cent, and Intermediating Change 32 per cent. These percentages 
may currently differ from McGahan’s research outcomes, yet the distinction between four 
trajectories is still helpful for strategists to understand current industry changes and the 
potential to influence industry standards. The reading still provides invaluable insight into the 
difficult process of changing the rules of the game based on technological innovation, and how 
the strategist needs to juxtapose over time.

1Source: Reprinted with the permission of the Free Press, a Division of Simon and Schuster Adult Publishing Group, from Competitive 
Strategy: Techniques for analyzing industries and competitors by Michael E. Porter, 1980, 1988 by The Free Press.

Industry evolution
By Michael E. Porter1

READING

10.1
S tructural analysis gives us a framework for 

understanding the competitive forces operating in 
an industry that are crucial to developing competitive 
strategy. It is clear, however, that industries’ structures 
change, often in fundamental ways. Entry barriers 
and concentration have gone up significantly in the 

US brewing industry, for example, and the threat 
of substitutes has risen to put a severe squeeze on 
acetylene producers.

Industry evolution takes on critical importance for 
formulation of strategy. It can increase or decrease the 
basic attractiveness of an industry as an investment 
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opportunity, and it often requires the firm to make 
strategic adjustments. Understanding the process of 
industry evolution and being able to predict change are 
important because the cost of reacting strategically usually 
increases as the need for change becomes more obvious 
and the benefit from the best strategy is the highest for the 
first firm to select it. For example, in the early post-war 
farm equipment business, structural change elevated the 
importance of a strong exclusive dealer network backed 
by company support and credit. The firms that recognized 
this change first had their pick of dealers to choose from.

This article will present analytical tools for 
predicting the evolutionary process in an industry and 
understanding its significance for the formulation of 
competitive strategy.

Basic concepts in industry 
evolution

The starting point for analysing industry evolution is 
the framework of structural analysis. Industry changes 
will carry strategic significance if they promise to affect 
the underlying sources of the five competitive forces; 
otherwise changes are important only in a tactical 
sense. The simplest approach to analysing evolution is 
to ask the following question: Are there any changes 
occurring in the industry that will affect each element 
of structure? For example, do any of the industry trends 
imply an increase or decrease in mobility barriers? An 
increase or decrease in the relative power of buyers or 
suppliers? If this question is asked in a disciplined way 
for each competitive force and the economic causes 
underlying it, a profile of the significant issues in the 
evolution of an industry will result.

Although this industry-specific approach is the 
place to start, it may not be sufficient, because it is 
not always clear what industry changes are occurring 
currently, much less which changes might occur in the 
future. Given the importance of being able to predict 
evolution, it is desirable to have some analytical 
techniques that will aid in anticipating the pattern of 
industry changes we might expect to occur.

The product life cycle

The grandfather of concepts for predicting the probable 
course of industry evolution is the familiar product 
life cycle. The hypothesis is that an industry passes 
through a number of phases or stages – introduction, 
growth, maturity, and decline – illustrated in Figure 
10.1.1. These stages are defined by inflection points 
in the rate of growth of industry sales. Industry growth 
follows an S-shaped curve because of the process of 
innovation and diffusion of a new product. The flat 
introductory phase of industry growth reflects the 
difficulty of overcoming buyer inertia and stimulating 
trials of the new product. Rapid growth occurs as 
many buyers rush into the market once the product has 
proven itself successful. Penetration of the product’s 
potential buyers is eventually reached, causing the 
rapid growth to stop and to level off to the underlying 
rate of growth of the relevant buyer group. Finally, 
growth will eventually taper off as new substitute 
products appear.

As the industry goes through its life cycle, the 
nature of competition will shift. I have summarized in 
Table 10.1.1 the most common predictions about how 
an industry will change over the life cycle and how this 
should affect strategy.

FIgure 10.1.1 Stages of the life cycle

Time

Introduction Growth Maturity Decline

In
du

st
ry

 S
al

es
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table 10.1.1 Predictions of product life cycle growth theories

Introduction Growth Maturity Decline

Buyers 
and buyer 
behaviour

 ■ High-income 
purchaser

 ■ Buyer inertia
 ■ Buyers must be 

convinced to try the 
product

 ■ Widening buyer 
group

 ■ Consumer will 
accept uneven 
quality

 ■ Mass market
 ■ Saturation
 ■ Repeat buying
 ■ Choosing among 

brands is the rule

 ■ Customers are 
sophisticated 
buyers of the 
product

Products and 
product change

 ■ Poor quality
 ■ Product design and 

development key
 ■ Many different 

product variations; no 
standards

 ■ Frequent design 
changes

 ■ Basic product designs

 ■ Products have 
technical and 
performance 
differentiation

 ■ Reliability key for 
complex products

 ■ Competitive 
product 
improvements

 ■ Good quality

 ■ Superior quality
 ■ Less product 

differentiation
 ■ Standardization
 ■ Less rapid product 

changes – more 
minor annual 
model changes

 ■ Trade-ins become 
significant

 ■ Little product
 ■ Spotty product 

quality

Marketing  ■ Very high advertising/
sales

 ■ Creaming price 
strategy

 ■ High marketing costs

 ■ High advertising, 
but lower 
percent of sales 
than introductory

 ■ Most promotion 
of ethical drugs

 ■ Advertising and 
distribution key 
for nontechnical 
products

 ■ Market 
segmentation

 ■ Efforts to extend 
life cycle

 ■ Broaden line
 ■ Service and deals 

more prevalent
 ■ Packaging 

important
 ■ Advertising 

competition
 ■ Lower advertising/

sales

 ■ Low advertising/ 
sales and other 
marketing

Manufacturing 
and distribution

 ■ Overcapacity
 ■ Short production 

runs
 ■ High skilled labour 

content
 ■ High production 

costs
 ■ Specialized channels

 ■ Undercapacity
 ■ Shift toward 

mass production
 ■ Scramble for 

distribution
 ■ Mass channels

 ■ Some 
overcapacity

 ■ Optimum capacity
 ■ Increasing stability 

of manufacturing 
process

 ■ Lower labour 
skills

 ■ Long production 
runs with stable 
techniques

 ■ Distribution 
channels pare 
down their lines 
to improve their 
margins

 ■ High physical 
distribution costs 
due to broad lines

 ■ Mass channels

 ■ Substantial 
overcapacity

 ■ Mass 
production

 ■ Specialty 
channels

(continued)
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Introduction Growth Maturity Decline

R&D  ■ Changing production 
techniques

Foreign trade  ■ Some exports  ■ Significant 
exports

 ■ Few imports

 ■ Falling exports
 ■ Significant 

imports

 ■ No exports
 ■ Significant 

imports

Overall strategy  ■ Best period to 
increase market 
share

 ■ R&D, engineering are 
key functions

 ■ Practical to 
change price or 
quality image

 ■ Marketing the 
key function

 ■ Bad time to 
increase market 
share, particularly 
if low-share 
company

 ■ Having 
competitive costs 
becomes key

 ■ Bad time to 
change price 
image or quality 
image

 ■ ‘Marketing 
effectiveness’ key

 ■ No exports
 ■ Significant 

imports
 ■ Cost control key

Competition  ■ Few companies  ■ Entry
 ■ Many 

competitors
 ■ Lots of mergers 

and casualties

 ■ Price competition
 ■ Shakeout
 ■ Increase in private 

brands

 ■ Exits
 ■ Fewer 

competitors

Risk  ■ High risk  ■ Risks can be 
taken here 
because growth 
covers them up

 ■ Cyclicality sets in

Margins and 
profits

 ■ High prices and 
margins

 ■ Low profits
 ■ Price elasticity to 

individual seller 
not as great as in 
maturity

 ■ High profits
 ■ Highest profits
 ■ Fairly high prices
 ■ Lower prices 

than introductory 
phase

 ■ Recession 
resistant

 ■ High P/Es
 ■ Good acquisition 

climate

 ■ Falling prices
 ■ Lower profits
 ■ Lower margins
 ■ Lower dealer 

margins
 ■ Increased stability 

of market 
shares and price 
structure

 ■ Poor acquisition 
climate – tough 
to sell companies

 ■ Lowest prices and 
margins

 ■ Low prices and 
margins

 ■ Falling prices
 ■ Prices might rise 

in late decline

table 10.1.1 continued

The product life cycle has attracted some legitimate 
criticism:

 ■ The duration of the stages varies widely from 
industry to industry, and it is often not clear 
what stage of the life cycle an industry is in. This 
problem diminishes the usefulness of the concept as 
a planning tool.

 ■ Industry growth does not always go through the 
S-shaped pattern at all. Sometimes industries skip 
maturity, passing straight from growth to decline. 
Sometimes industry growth revitalizes after a 
period of decline, as has occurred in the motorcycle 
and bicycle industries and recently in the radio 
broadcasting industry. Some industries seem to skip 
the slow takeoff of the introductory phase altogether.
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 ■ Companies can affect the shape of the growth curve 
through product innovation and repositioning, 
extending it in a variety of ways. If a company takes 
the life cycle as given, it becomes an undesirable 
self-fulfilling prophesy.

 ■ The nature of competition associated with each stage 
of the life cycle is different for different industries. 
For example, some industries start out highly 
concentrated and stay that way. Others, like bank cash 
dispensers, are concentrated for a significant period 
and then become less so. Still others begin highly 
fragmented; of these some consolidate (automobiles) 
and some do not (electronic component distribution). 
The same divergent patterns apply to advertising, 
research and development (R&D) expenditures, 
degree of price competition, and most other industry 
characteristics. Divergent patterns such as these 
call into serious question the strategic implications 
ascribed to the life cycle.
The real problem with the product life cycle as a 

predictor of industry evolution is that it attempts to 
describe one pattern of evolution that will invariably 
occur. And except for the industry growth rate, there is 
little or no underlying rationale for why the competitive 
changes associated with the life cycle will happen. 
Since actual industry evolution takes so many different 
paths, the life cycle pattern does not always hold, even 
if it is a common or even the most common pattern of 
evolution. Nothing in the concept allows us to predict 
when it will hold and when it will not.

A framework for forecasting 
evolution

Instead of attempting to describe industry evolution, 
it will prove more fruitful to look underneath the 
process to see what really drives it. Like any evolution, 
industries evolve because some forces are in motion 
that create incentives or pressures for change. These 
can be called evolutionary processes.

Every industry begins with an initial structure – 
the entry barriers, buyer and supplier power, and so 
on that exist when the industry comes into existence. 
This structure is usually (though not always) a far cry 
from the configuration the industry will take later in 
its development. The initial structure results from a 
combination of underlying economic and technical 
characteristics of the industry, the initial constraints 
of small industry size, and the skills and resources of 
the companies that are early entrants. For example, 
even an industry like automobiles with enormous 

possibilities for economies of scale started out with 
labour-intensive, job-shop production operations 
because of the small volumes of cars produced during 
the early years.

The evolutionary processes work to push the industry 
toward its potential structure, which is rarely known 
completely as an industry evolves. Embedded in the 
underlying technology, product characteristics, and 
nature of present and potential buyers, however, there is 
a range of structures the industry might possibly achieve, 
depending on the direction and success of research and 
development, marketing innovations, and the like.

It is important to realize that instrumental in much 
industry evolution are the investment decisions by 
both existing firms in the industry and new entrants. 
In response to pressures or incentives created by the 
evolutionary process, firms invest to take advantage 
of possibilities for new marketing approaches, new 
manufacturing facilities, and the like, which shift 
entry barriers, alter relative power against suppliers 
and buyers, and so on. The luck, skills, resources, 
and orientation of firms in the industry can shape 
the evolutionary path the industry will actually take. 
Despite potential for structural change, an industry 
may not actually change because no firm happens 
to discover a feasible new marketing approach; or 
potential scale economies may go unrealized because 
no firm possesses the financial resources to construct 
a fully integrated facility or simply because no firm 
is inclined to think about costs. Because innovation, 
technological developments, and the identities 
(and resources) of the particular firms either in the 
industry or considering entry into it are so important 
to evolution, industry evolution will not only be hard 
to forecast with certainty but also an industry can 
potentially evolve in a variety of ways at a variety of 
different speeds, depending on the luck of the draw.

Evolutionary processes
Although initial structure, structural potential, and 
particular firms’ investment decisions will be industry-
specific, we can generalize about what the important 
evolutionary processes are. There are some predictable 
(and interacting) dynamic processes that occur in every 
industry in one form or another, though their speed and 
direction will differ from industry to industry:

 ■ long-run changes in growth;

 ■ changes in buyer segments served;

 ■ buyer’s learning;

 ■ reduction of uncertainty;
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 ■ diffusion of proprietary knowledge;

 ■ accumulation of experience;

 ■ expansion (or contraction) in scale;

 ■ changes in input and currency costs;

 ■ product innovation;

 ■ marketing innovation;

 ■ process innovation;

 ■ structural change in adjacent industries;

 ■ government policy change;

 ■ entries and exits.

Key relationships in industry 
evolution

In the context of this analysis, how do industries 
change? They do not change in a piecemeal fashion, 
because an industry is an interrelated system. Change 
in one element of an industry’s structure tends to trigger 
changes in other areas. For example, an innovation 
in marketing might develop a new buyer segment, 
but serving this new segment may trigger changes in 
manufacturing methods, thereby increasing economies 
of scale. The firm reaping these economies first will 
also be in a position to start backward integration, 
which will affect power with suppliers – and so on. 
One industry change, therefore, often sets off a chain 
reaction leading to many other changes.

It should be clear from the discussion here that 
whereas industry evolution is always occurring in 
nearly every business and requires a strategic response, 
there is no one way in which industries evolve. Any 
single model for evolution such as the product life 
cycle should therefore be rejected. However, there 
are some particularly important relationships in the 
evolutionary process that I will examine here.

Will the industry consolidate?

It seems to be an accepted fact that industries tend to 
consolidate over time, but as a general statement, it 
simply is not true. In a broad sample of 151 four-digit US 
manufacturing industries in the 1963–1972 time period, 
for example, 69 increased in four-firm concentration 
more than two percentage points, whereas 52 decreased 
more than two percentage points in the same period. 
The question of whether consolidation will occur 
in an industry exposes perhaps the most important 
interrelationships among elements of industry structure 
– those involving competitive rivalry, mobility barriers, 
and exit barriers.

Industry concentration and mobility 
barriers move together
If mobility barriers are high or especially if they 
increase, concentration almost always increases. 
For example, concentration has increased in the US 
wine industry. In the standard-quality segment of 
the market, which represents much of the volume, 
the strategic changes (high advertising, national 
distribution, rapid brand innovation, and so on) have 
greatly increased barriers to mobility. As a result, the 
larger firms have gotten further ahead of smaller ones, 
and few new firms have entered to challenge them.

No concentration takes place if mobility 
barriers are low or falling
Where barriers are low, unsuccessful firms that exit 
will be replaced by new firms. If a wave of exit has 
occurred because of an economic downturn or some 
other general adversity, there may be a temporary 
increase in industry concentration. But at the first 
signs that profits and sales in the industry are picking 
up, new entrants will appear. Thus a shakeout when an 
industry reaches maturity does not necessarily imply 
long-run consolidation.

Exit barriers deter consolidation
Exit barriers keep companies operating in an 
industry even though they are earning subnormal 
returns on investment. Even in an industry with 
relatively high mobility barriers,  the leading 
firms cannot count on reaping the benefits of 
consolidation if high exit barriers hold unsuccessful 
firms in the market.

Long-run profit potential depends on 
future structure
In the period of very rapid growth early in the life 
of an industry (especially after initial product 
acceptance has been achieved), profit levels are 
usually high. For example, growth in sales of skiing 
equipment was in excess of 20 per cent per year in 
the late 1960s, and nearly all firms in the industry 
enjoyed strong financial results. When growth 
levels off in an industry, however, there is a period 
of turmoil as intensified rivalry weeds out the 
weaker firms. All firms in the industry may suffer 
financially during this adjustment period. Whether 
or not the remaining firms will enjoy above-average 
profitability will depend on the level of mobility 
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barriers, as well as the other structural features of 
the industry. If mobility barriers are high or have 
increased as the industry has matured, the remaining 
firms in the industry may enjoy healthy financial 
results even in the new era of slower growth. If 
mobility barriers are low, however, slower growth 
probably means the end of above-average profits for 
the industry. Thus mature industries may or may not 
be as profitable as they were in their developmental 
period.

Changes in industry boundaries
St ruc tu ra l  change  i n  an  i ndus t ry  i s  o f t en 
accompanied by changes in industry boundaries. 
Industry evolution has a strong tendency to shift 
these boundaries. Innovations in the industry or 
those involving substitutes may effectively enlarge 
the industry by placing more firms into direct 
competition. Reduction in transportation cost 
relative to timber cost, for example, has made timber 
supply a world market rather than one restricted to 
continents. Innovations increasing the reliability and 
lowering the cost of electronic surveillance devices 
have put them into effective competition with 
security guard services. Structural changes making 
it easier for suppliers to integrate forward into the 
industry may well mean that suppliers effectively 
become competitors. Or buyers purchasing private 
label goods in large quantities and dictating product 
design criteria may become effective competitors 

in the manufacturing industry. Part of the analysis 
of the strategic significance of industry evolution is 
clearly an analysis of how industry boundaries may 
be affected.

Firms can influence industry 
structure

Industry structural change can be influenced by firms’ 
strategic behaviour. If it understands the significance 
of structural change for its position, the firm can seek 
to influence industry change in ways favourable to it, 
either through the way it reacts to strategic changes of 
competitors or in the strategic changes it initiates.

Another way a company can influence structural 
change is to be very sensitive to external forces that 
can cause the industry to evolve. With a head start, 
it is often possible to direct such forces in ways 
appropriate to the firm’s position. For example, the 
specific form of regulatory changes can be influenced; 
the diffusion of innovations coming from outside the 
industry can be altered by the form that licensing or 
other agreements with innovating firms take; positive 
action can be initiated to improve the cost or supply 
of complementary products through providing direct 
assistance and help in forming trade associations or 
in stating their case to the government; and so on for 
the other important forces causing structural change. 
Industry evolution should not be greeted as a fait 
accompli to be reacted to, but as an opportunity.

1Source: Reprinted by permission of Harvard Business Review. From ‘Blue Ocean Strategy’ by W. C. Kim and R Mauborgne, October 2004. 
Copyright © 2004 by the Harvard Business School Publishing Corporation; all rights reserved.

Blue ocean strategy
By W. Chan Kim and Renée Mauborgne1

10.2
READING

A one time accordion player, stilt walker and 
fire-eater, Guy Laliberté is now CEO of one of 

Canada’s largest cultural exports, Cirque du Soleil. 
Founded in 1984 by a group of street performers, 
Cirque has staged dozens of productions seen by some 
40 million people in 90 cities around the world. In 
20 years, Cirque has achieved revenues that Ringling 
Bros. and Barnum & Bailey – the world’s leading 
circus – took more than a century to attain.

Cirque’s rapid growth occurred in an unlikely 
setting. The circus business was (and still is) in 

long-term decline. Alternative forms of entertainment 
– sporting events, TV and video games – were casting 
a growing shadow. Children, the mainstay of the 
circus audience, preferred PlayStations to circus acts. 
There was also rising sentiment, fuelled by animal 
rights groups, against the use of animals, traditionally 
an integral part of the circus. On the supply side, the 
star performers that Ringling and the other circuses 
relied on to draw in the crowds could often name 
their own terms. As a result, the industry was hit by 
steadily decreasing audiences and increasing costs. 
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What’s more, any new entrant to this business would 
be competing against a formidable incumbent that for 
most of the last century had set the industry standard.

How did Cirque profitably increase revenues by a 
factor of 22 over the last ten years in such an unattractive 
environment? The tagline for one of the first Cirque 
productions is revealing: ‘We reinvent the circus.’ Cirque 
did not make its money by competing within the confines 
of the existing industry or by stealing customers from 
Ringling and the others. Instead it created uncontested 
market space that made the competition irrelevant. It 
pulled in a whole new group of customers who were 
traditionally non-customers of the industry – adults and 
corporate clients who had turned to theatre, opera or 
ballet and were, therefore, prepared to pay several times 
more than the price of a conventional circus ticket for an 
unprecedented entertainment experience.

To understand the nature of Cirque’s achievement, 
you have to realize that the business universe consists of 
two distinct kinds of space, which we think of as red and 
blue oceans. Red oceans represent all the industries in 
existence today – the known market space. In red oceans, 
industry boundaries are defined and accepted, and the 
competitive rules of the game are well understood. 
Here, companies try to outperform their rivals in order 
to grab a greater share of existing demand. As the space 
gets more and more crowded, prospects for profits and 
growth are reduced. Products turn into commodities, 
and increasing competition turns the water bloody.

Blue oceans denote all the industries not in 
existence today – the unknown market space, untainted 
by competition. In blue oceans, demand is created 
rather than fought over. There is ample opportunity for 
growth that is both profitable and rapid. There are two 
ways to create blue oceans. In a few cases, companies 
can give rise to completely new industries, as eBay did 
with the online auction industry. But in most cases, a 
blue ocean is created from within a red ocean when a 
company alters the boundaries of an existing industry. 
As will become evident later, this is what Cirque did. In 
breaking through the boundary traditionally separating 
circus and theatre, it made a new and profitable blue 
ocean from within the red ocean of the circus industry.

Cirque is just one of more than 150 blue ocean 
creations that we have studied in over 30 industries, 
using data stretching back more than 100 years.  
We analysed companies that created those blue oceans 
and their less successful competitors, which were 
caught in red oceans. In studying these data, we have 
observed a consistent pattern of strategic thinking 
behind the creation of new markets and industries, 
what we call blue ocean strategy. The logic behind blue 
ocean strategy parts with traditional models focused on 

competing in existing market space. Indeed, it can be 
argued that managers’ failure to realize the differences 
between red and blue ocean strategy lies behind the 
difficulties many companies encounter as they try to 
break from the competition.

In this article, we present the concept of blue ocean 
strategy and describe its defining characteristics. We 
assess the profit and growth consequences of blue 
oceans and discuss why their creation is a rising 
imperative for companies in the future. We believe 
that an understanding of blue ocean strategy will help 
today’s companies as they struggle to thrive in an 
accelerating and expanding business universe.

Blue and red oceans

Although the term may be new, blue oceans have always 
been with us. Look back 100 years and ask yourself 
which industries known today were then unknown. 
The answer: Industries as basic as automobiles, music 
recording, aviation, petrochemicals, pharmaceuticals 
and management consulting were unheard-of or had just 
begun to emerge. Now turn the clock back only 30 years 
and ask yourself the same question. Again, a plethora of 
multibillion-dollar industries jump out: mutual funds, 
cellular telephones, biotechnology, discount retailing, 
express package delivery, snowboards, coffee bars and 
home videos, to name a few. Just three decades ago, 
none of these industries existed in a meaningful way.

This time, put the clock forward 20 years. Ask yourself: 
How many industries that are unknown today will exist 
then? If history is any predictor of the future, the answer 
is many. Companies have a huge capacity to create new 
industries and re-create existing ones, a fact that is reflected 
in the deep changes that have been necessary in the way 
industries are classified. The half-century-old Standard 
Industrial Classification (SIC) system was replaced in 
1997 by the North American Industry Classification 
System (NAICS). The new system expanded the ten SIC 
industry sectors into 20 to reflect the emerging realities 
of new industry territories – blue oceans. The services 
sector under the old system, for example, is now seven 
sectors ranging from information to health care and 
social assistance. Given that these classification systems 
are designed for standardization and continuity, such a 
replacement shows how significant a source of economic 
growth the creation of blue oceans has been.

Looking forward, it seems clear to us that blue 
oceans will remain the engine of growth. Prospects 
in most established market spaces – red oceans 
– are shrinking steadily. Technological advances 
have substantially improved industrial productivity, 
permitting suppliers to produce an unprecedented array 
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of products and services. And as trade barriers between 
nations and regions fall and information on products 
and prices becomes instantly and globally available, 
niche markets and monopoly havens are continuing 
to disappear. At the same time, there is little evidence 
of any increase in demand, at least in the developed 
markets, where recent United Nations statistics even 
point to declining populations. The result is that in more 
and more industries, supply is overtaking demand.

This situation has inevitably hastened the 
commoditization of products and services, stoked 
price wars and shrunk profit margins. According to 
recent studies, major American brands in a variety of 
product and service categories have become more and 
more alike. And as brands become more similar, people 
increasingly base purchase choices on price. People no 
longer insist, as in the past, that their laundry detergent 
be Tide. Nor do they necessarily stick to Colgate when 
there is a special promotion for Crest, and vice versa. In 
overcrowded industries, differentiating brands becomes 
harder both in economic upturns and in downturns.

The paradox of strategy

Unfortunately, most companies seem becalmed in their red 
oceans. In a study of business launches in 108 companies, 
we found that 86 per cent of those new ventures were 
line extensions – incremental improvements to existing 
industry offerings – and a mere 14 per cent were aimed at 
creating new markets or industries. While line extensions 
did account for 62 per cent of the total revenues, they 
delivered only 39 per cent of the total profits. By contrast, 
the 14 per cent invested in creating new markets and 
industries delivered 38 per cent of total revenues and a 
startling 61 per cent of total profits.

So why the dramatic imbalance in favour of red 
oceans? Part of the explanation is that corporate 
strategy is heavily influenced by its roots in military 
strategy. The very language of strategy is deeply 
imbued with military references – chief executive 
‘officers’ in ‘headquarters’, ‘troops’ on the ‘front 
lines’. Described this way, strategy is all about 
red ocean competition. It is about confronting an 
opponent and driving him off a battlefield of limited 
territory. Blue ocean strategy, by contrast, is about 
doing business where there is no competitor. It is 
about creating new land, not dividing up existing land. 
Focusing on the red ocean therefore means accepting 
the key constraining factors of war – limited terrain 
and the need to beat an enemy to succeed. And it 
means denying the distinctive strength of the business 
world – the capacity to create new market space that is 
uncontested.

The tendency of corporate strategy to focus on 
winning against rivals was exacerbated by the meteoric 
rise of Japanese companies in the 1970s and 1980s. 
For the first time in corporate history, customers were 
deserting Western companies in droves. As competition 
mounted in the global marketplace, a slew of red ocean 
strategies emerged, all arguing that competition was 
at the core of corporate success and failure. Today, one 
hardly talks about strategy without using the language 
of competition. The term that best symbolizes this is 
‘competitive advantage’. In the competitive-advantage 
worldview, companies are often driven to outperform 
rivals and capture greater shares of existing market space.

Of course competition matters. But by focusing on 
competition, scholars, companies and consultants have 
ignored two very important – and, we would argue, far 
more lucrative – aspects of strategy: One is to find and 
develop markets where there is little or no competition 
– blue oceans – and the other is to exploit and protect 
blue oceans. These challenges are very different from 
those to which strategists have devoted most of their 
attention.

Toward blue ocean strategy

What kind of strategic logic is needed to guide the 
creation of blue oceans? To answer that question, we 
looked back over 100 years of data on blue ocean creation 
to see what patterns could be discerned. Some of our 
data are presented in Exhibit 10.2.1 ‘A Snapshot of Blue 
Ocean Creation’. It shows an overview of key blue ocean 
creations in three industries that closely touch people’s 
lives: autos – how people get to work; computers – what 
people use at work; and movie theatres – where people 
go after work for enjoyment. We found that:

 ■ Blue oceans are not about technology innovation. 
Leading-edge technology is sometimes involved 
in the creation of blue oceans, but it is not a 
defining feature of them. This is often true even 
in industries that are technology intensive. As the 
exhibit reveals, across all three representative 
industries, blue oceans were seldom the result of 
technological innovation per se; the underlying 
technology was often already in existence.  
Even Ford’s revolutionary assembly line can be 
traced to the meat-packing industry in America. 
Like those within the auto industry, the blue oceans 
within the computer industry did not come about 
through technology innovations alone but by 
linking technology to what buyers valued. As with 
the IBM 650 and the Compaq PC server, this often 
involved simplifying the technology.
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Key blue ocean creations

Was the blue  
ocean created by  
a new entrant or  
an incumbent?

Was it driven by  
technology  
pioneering or  
value pioneering?*

At the time of  
the blue ocean  
creation, was  
the industry  
attractive or  
unattractive?

A
u

to
m

o
b

ile
s Ford Model T

Unveiled in 1908, the Model T was the first 
mass-produced car, priced so that many 
Americans could afford it.

New entrant Value pioneering 
(mostly existing 
technologies)

Unattractive

GM’s ‘car for every purse and purpose’
GM created a blue ocean in 1924 by injecting 
fun and fashion into the car.

Incumbent Value pioneering  
(some new  
technologies)

Attractive

Japanese fuel-efficient autos
Japanese automakers created a blue ocean in 
the mid-1970s with small, reliable lines  
of cars.

Incumbent Value pioneering  
(some new  
technologies)

Unattractive

Chrysler minivan
With its 1984 minivan, Chrysler created a 
new class of automobile that was as easy  
to use as a car but had the passenger space 
of a van.

Incumbent Value pioneering  
(mostly existing 
technologies)

Unattractive

C
o

m
p

u
te

rs CTR’s tabulating machine
In 1914, CTR created the business machine 
industry by simplifying, modularizing and 
leasing tabulating machines. CTR later 
changed its name to IBM.

Incumbent Value pioneering  
(some new  
technologies)

Unattractive

IBM 650 electronic computer and System/360  
In 1952, IBM created the business computer 
industry by simplifying and reducing the 
power and price of existing technology. And 
it exploded the blue ocean created by the 650 
when in 1964 it unveiled the System/360, the 
first modularized computer system.

Incumbent Value pioneering 
(650: mostly existing 
technologies) Value 
and technology 
pioneering (System/ 
360: new and 
existing technologies)

Non-existent

Apple personal computer
Although it was not the first home computer, 
the all-in-one, simple-to-use Apple II was a 
blue ocean creation when it appeared in 1978.

New entrant Value pioneering  
(mostly existing 
technologies)

Unattractive

Compaq PC servers
Compaq created a blue ocean in 1992 
with its ProSignia server, which gave buyers 
twice the file and print capability of the 
minicomputer at one-third the price.

Incumbent Value pioneering  
(mostly existing 
technologies)

Non-existent

Dell built to order computers
In the mid-1990s, Dell created a blue ocean in 
a highly competitive industry by creating a new 
purchase and delivery experience for buyers.

New entrant Value pioneering  
(mostly existing 
technologies)

Unattractive

exHIbIt 10.2.1 a SnaPSHot oF blue oCean CreatIon
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Key blue ocean creations

Was the blue  
ocean created by  
a new entrant or  
an incumbent?

Was it driven by  
technology  
pioneering or  
value pioneering?*

At the time of  
the blue ocean  
creation, was  
the industry  
attractive or  
unattractive?

Th
ea

tr
es

 M
o

vi
e Nickelodeon

The first Nickelodeon opened its doors in 
1905, showing short films around the clock 
to working class audiences for five cents.

New entrant Value pioneering 
(mostly existing 
technologies)

Non-existent

Palace theatres
Created by Roxy Rothapfel in 1914, these 
theatres provided an opera-like environment 
for cinema viewing at an affordable price.

Incumbent Value pioneering 
(mostly existing 
technologies)

Attractive

AMC multiplex
In the 1960s, the number of multiplexes 
in America’s suburban shopping malls 
mushroomed. The multiplex gave viewers 
greater choice while reducing owners’ costs.

Incumbent Value pioneering 
(mostly existing 
technologies)

Unattractive

AMC megaplex
Megaplexes, introduced in 1995, offered 
every current blockbuster and provided 
spectacular viewing experiences in theatre 
complexes as big as stadiums, at a lower cost 
to theatre owners.

Incumbent Value pioneering 
(mostly existing 
technologies)

Unattractive

*Driven by value. Pioneering does not mean that technologies were not involved. Rather, it means that the defining technologies 
used had largely been in existence, whether in that industry or elsewhere.

 ■ Incumbents often create blue oceans – and usually 
within their core businesses. GM, the Japanese 
auto-makers, and Chrysler were established players 
when they created blue oceans in the auto industry. 
So were CTR and its later incarnation, IBM, and 
Compaq in the computer industry. And in the 
cinema industry, the same can be said of Palace 
Theatres and AMC. Of the companies listed here, 
only Ford, Apple, Dell and Nickelodeon were new 
entrants in their industries; the first three were 
start ups, and the fourth was an established player 
entering an industry that was new to it. This suggests 
that incumbents are not at a disadvantage in creating 
new market spaces. Moreover, the blue oceans 
made by incumbents were usually within their core 
businesses. In fact, as the exhibit shows, most blue 
oceans are created from within, not beyond, red 
oceans of existing industries. This challenges the 
view that new markets are in distant waters. Blue 
oceans are right next to you in every industry.

 ■ Company and industry are the wrong units of 
analysis. The traditional units of strategic analysis 
– company and industry – have little explanatory 

power when it comes to analysing how and why 
blue oceans are created. There is no consistently 
excellent company; the same company can be 
brilliant at one time and wrongheaded at another. 
Every company rises and falls over time. Likewise, 
there is no perpetually excellent industry; relative 
attractiveness is driven largely by the creation 
of blue oceans from within them. The most 
appropriate unit of analysis for explaining the 
creation of blue oceans is the strategic move – the 
set of managerial actions and decisions involved 
in making a major market-creating business 
offering. Compaq, for example, is considered by 
many people to be ‘unsuccessful’ because it was 
acquired by Hewlett-Packard in 2001 and ceased to 
be a company. But the firm’s ultimate fate does not 
invalidate the smart strategic move Compaq made 
that led to the creation of the multibillion-dollar 
market in PC servers, a move that was a key cause 
of the company’s powerful comeback in the 1990s.

 ■ Creating blue oceans builds brands. So powerful 
is blue ocean strategy that a blue ocean strategic 
move can create brand equity that lasts for decades. 
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Almost all of the companies listed in the exhibit are 
remembered in no small part for the blue oceans 
they created long ago. Very few people alive today 
were around when the first Model T rolled off Henry 
Ford’s assembly line in 1908, but the company’s 
brand still benefits from that blue ocean move. IBM, 
too, is often regarded as an ‘American institution’ 
largely for the blue oceans it created in computing; 
the 360 series was its equivalent of the Model T.

Our findings are encouraging for executives at the 
large, established corporations that are traditionally 
seen as the victims of new market space creation. For 
what they reveal is that large R&D budgets are not the 
key to creating new market space. The key is making 
the right strategic moves. What’s more, companies that 
understand what drives a good strategic move will be 
well placed to create multiple blue oceans over time, 
thereby continuing to deliver high growth and profits 
over a sustained period. The creation of blue oceans, 
in other words, is a product of strategy and as such is 
very much a product of managerial action.

The defining characteristics

Our research shows several common characteristics 
across strategic moves that create blue oceans. We 
found that the creators of blue oceans, in sharp contrast 
to companies playing by traditional rules, never use 
the competition as a benchmark. Instead they make it 
irrelevant by creating a leap in value for both buyers 
and the company itself. (Exhibit 10.2.2 compares the 
chief characteristics of these two strategy models.)

Perhaps the most important feature of blue ocean 
strategy is that it rejects the fundamental tenet of 
conventional strategy: that a trade-off exists between 
value and cost. According to this thesis, companies can 
either create greater value for customers at a higher cost 
or create reasonable value at a lower cost. In other words, 

strategy is essentially a choice between differentiation 
and low cost. But when it comes to creating blue oceans, 
the evidence shows that successful companies pursue 
differentiation and low cost simultaneously.

To see how this is done, let us go back to Cirque du 
Soleil. At the time of Cirque’s debut, circuses focused on 
benchmarking one another and maximizing their shares 
of shrinking demand by tweaking traditional circus acts. 
This included trying to secure more and better-known 
clowns and lion tamers, efforts that raised circuses’ 
cost structure without substantially altering the circus 
experience. The result was rising costs without rising 
revenues and a downward spiral in overall circus demand. 
Enter Cirque. Instead of following the conventional logic 
of outpacing the competition by offering a better solution 
to the given problem – creating a circus with even greater 
fun and thrills – it redefined the problem itself by offering 
people the fun and thrill of the circus and the intellectual 
sophistication and artistic richness of the theatre.

In designing performances that landed both these 
punches, Cirque had to re-evaluate the components of 
the traditional circus offering. What the company found 
was that many of the elements considered essential to 
the fun and thrill of the circus were unnecessary and 
in many cases costly. For instance, most circuses offer 
animal acts. These are a heavy economic burden, because 
circuses have to shell out not only for the animals but 
also for their training, medical care, housing, insurance 
and transportation. Yet Cirque found that the appetite for 
animal shows was rapidly diminishing because of rising 
public concern about the treatment of circus animals and 
the ethics of exhibiting them.

Similarly, although traditional circuses promoted 
their performers as stars, Cirque realized that the public 
no longer thought of circus artists as stars, at least not in 
the movie star sense. Cirque did away with traditional 
three-ring shows, too. Not only did these create 
confusion among spectators forced to switch their 
attention from one ring to another, they also increased 

Red ocean strategy Blue ocean strategy

 ■ Compete in existing market space.  ■ Create uncontested market space.

 ■ Beat the competition.  ■ Make the competition irrelevant.

 ■ Exploit existing demand.  ■ Create and capture new demand.

 ■ Make the value/cost trade-off.  ■ Break the value/cost trade-off.

 ■ Align the whole system of a company’s 
activities with its strategic choice of 
differentiation or low cost.

 ■ Align the whole system of a company’s 
activities in pursuit of differentiation and 
low cost.

exHIbIt 10.2.2 red oCean VerSuS blue oCean Strategy
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the number of performers needed, with obvious cost 
implications. And while aisle concession sales appeared 
to be a good way to generate revenue, the high prices 
discouraged parents from making purchases and made 
them feel they were being taken for a ride.

Cirque found that the lasting allure of the traditional 
circus came down to just three factors: the clowns, 
the tent and the classic acrobatic acts. So Cirque kept 
the clowns, while shifting their humour away from 
slapstick to a more enchanting, sophisticated style. 
It glamourized the tent, which many circuses had 
abandoned in favour of rented venues. Realizing that 
the tent, more than anything else, captured the magic 
of the circus, Cirque designed this classic symbol with 
a glorious external finish and a high level of audience 
comfort. Gone were the sawdust and hard benches. 
Acrobats and other thrilling performers were retained, 
but Cirque reduced their roles and made their acts more 
elegant by adding artistic flair.

Even as Cirque stripped away some of the traditional 
circus offerings, it injected new elements drawn from the 
world of theatre. For instance, unlike traditional circuses 
featuring a series of unrelated acts, each Cirque creation 
resembles a theatre performance in that it has a theme 
and story line. Although the themes are intentionally 
vague, they bring harmony and an intellectual element to 
the acts. Cirque also borrows ideas from Broadway. For 
example, rather than putting on the traditional ‘once and 
for all’ show, Cirque mounts multiple productions based 
on different themes and story lines. As with Broadway 
productions, too, each Cirque show has an original 
musical score, which drives the performance, lighting 
and timing of the acts, rather than the other way around. 
The productions feature abstract and spiritual dance, 
an idea derived from theatre and ballet. By introducing 
these factors, Cirque has created highly sophisticated 
entertainments. And by staging multiple productions, 
Cirque gives people reason to come to the circus more 
often, thereby increasing revenues.

Cirque offers the best of both circus and theatre. 
And by eliminating many of the most expensive 
elements of the circus, it has been able to dramatically 
reduce its cost structure, achieving both differentiation 
and low cost.

By driving down costs while simultaneously driving 
up value for buyers, a company can achieve a leap in 
value for both itself and its customers. Since buyer 
value comes from the utility and price a company offers, 
and a company generates value for itself through cost 
structure and price, blue ocean strategy is achieved only 
when the whole system of a company’s utility, price 
and cost activities is properly aligned. It is this whole-
system approach that makes the creation of blue oceans 

a sustainable strategy. Blue ocean strategy integrates the 
range of a firm’s functional and operational activities.

A rejection of the trade-off between low cost and 
differentiation implies a fundamental change in 
strategic mindset – we cannot emphasize enough how 
fundamental a shift it is. The red ocean assumption 
that industry structural conditions are a given and 
firms are forced to compete within them is based on 
an intellectual worldview that academics call the 
structuralist view, or environmental determinism. 
According to this view, companies and managers are 
largely at the mercy of economic forces greater than 
themselves. Blue ocean strategies, by contrast, are 
based on a worldview in which market boundaries 
and industries can be reconstructed by the actions 
and beliefs of industry players. We call this the 
reconstructionist view.

The founders of Cirque du Soleil clearly did not 
feel constrained to act within the confines of their 
industry. Indeed, is Cirque really a circus with all that 
it has eliminated, reduced, raised and created? Or is it 
theatre? If it is theatre, then what genre – Broadway 
show, opera, ballet? The magic of Cirque was created 
through a reconstruction of elements drawn from all of 
these alternatives. In the end, Cirque is none of them 
and a little of all of them. From within the red oceans 
of theatre and circus, Cirque has created a blue ocean 
of uncontested market space that has, as yet, no name.

Barriers to imitation

Companies that create blue oceans usually reap the 
benefits without credible challenges for 10 to 15 years, 
as was the case with Cirque du Soleil, Home Depot, 
Federal Express, Southwest Airlines and CNN, to 
name just a few. The reason is that blue ocean strategy 
creates considerable economic and cognitive barriers 
to imitation.

For a start, adopting a blue ocean creator’s business 
model is easier to imagine than to do. Because blue 
ocean creators immediately attract customers in large 
volumes, they are able to generate scale economies very 
rapidly, putting would-be imitators at an immediate and 
continuing cost disadvantage. The huge economies of scale 
in purchasing that Wal-Mart enjoys, for example, have 
significantly discouraged other companies from imitating 
its business model. The immediate attraction of large 
numbers of customers can also create network externalities. 
The more customers eBay has online, the more attractive 
the auction site becomes for both sellers and buyers of 
wares, giving users few incentives to go elsewhere.

When imitation requires companies to make changes 
to their whole system of activities, organizational 
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politics may impede a would-be competitor’s ability 
to switch to the divergent business model of a blue 
ocean strategy. For instance, airlines trying to follow 
Southwest’s example of offering the speed of air travel 
with the flexibility and cost of driving would have 
faced major revisions in routing, training, marketing 
and pricing, not to mention culture. Few established 
airlines had the flexibility to make such extensive 
organizational and operating changes overnight. 
Imitating a whole-system approach is not an easy feat.

The cognitive barriers can be just as effective. 
When a company offers a leap in value, it rapidly earns 
brand buzz and a loyal following in the marketplace. 
Experience shows that even the most expensive 
marketing campaigns struggle to unseat a blue ocean 
creator. Microsoft, for example, has been trying for 
more than ten years to occupy the centre of the blue 
ocean that Intuit created with its financial software 
product Quicken. Despite all of its efforts and all of 
its investment, Microsoft has not been able to unseat 
Intuit as the industry leader.

In other situations, attempts to imitate a blue ocean 
creator conflict with the imitator’s existing brand 
image. The Body Shop, for example, shuns top models 
and makes no promises of eternal youth and beauty. 
For the established cosmetic brands like Estée Lauder 
and L’Oréal, imitation was very difficult, because it 
would have signaled a complete invalidation of their 
current images, which are based on promises of eternal 
youth and beauty.

A consistent pattern

While our conceptual articulation of the pattern may be 
new, blue ocean strategy has always existed, whether 
or not companies have been conscious of the fact. Just 
consider the striking parallels between the Cirque du 
Soleil theatre-circus experience and Ford’s creation of 
the Model T.

At the end of the nineteenth century, the automobile 
industry was small and unattractive. More than 500 
automakers in America competed in turning out 
handmade luxury cars that cost around $1500 and were 
enormously unpopular with all but the very rich. Anticar 
activists tore up roads, ringed parked cars with barbed 
wire and organized boycotts of car-driving businessmen 
and politicians. Woodrow Wilson caught the spirit of 
the times when he said in 1906 that ‘nothing has spread 
socialistic feeling more than the automobile’. He called 
it ‘a picture of the arrogance of wealth’.

Instead of trying to beat the competition and steal 
a share of existing demand from other automakers, 
Ford reconstructed the industry boundaries of cars and 

horse-drawn carriages to create a blue ocean. At the 
time, horse-drawn carriages were the primary means 
of local transportation across America. The carriage 
had two distinct advantages over cars. Horses could 
easily negotiate the bumps and mud that stymied cars – 
especially in rain and snow – on the nation’s ubiquitous 
dirt roads. And horses and carriages were much easier 
to maintain than the luxurious autos of the time, which 
frequently broke down, requiring expert repairmen 
who were expensive and in short supply. It was Henry 
Ford’s understanding of these advantages that showed 
him how he could break away from the competition 
and unlock enormous untapped demand.

Ford called the Model T the car ‘for the great 
multitude, constructed of the best materials’. 
Like Cirque, the Ford Motor Company made the 
competition irrelevant. Instead of creating fashionable, 
customized cars for weekends in the countryside, 
a luxury few could justify, Ford built a car that, like 
the horse-drawn carriage, was for everyday use. The 
Model T came in just one colour, black, and there 
were few optional extras. It was reliable and durable, 
designed to travel effortlessly over dirt roads in rain, 
snow, or sunshine. It was easy to use and fix. People 
could learn to drive it in a day. And like Cirque, Ford 
went outside the industry for a price point, looking 
at horse-drawn carriages ($400), not other autos. In 
1908, the first Model T cost $850; in 1909, the price 
dropped to $609, and by 1924 it was down to $290. 
In this way, Ford converted buyers of horse-drawn 
carriages into car buyers – just as Cirque turned 
theatregoers into circusgoers. Sales of the Model T 
boomed. Ford’s market share surged from 9 per cent in 
1908 to 61 per cent in 1921, and by 1923, a majority 
of American households had a car.

Even as Ford offered the mass of buyers a leap 
in value, the company also achieved the lowest cost 
structure in the industry, much as Cirque did later. 
By keeping the cars highly standardized with limited 
options and interchangeable parts, Ford was able 
to scrap the prevailing manufacturing system in 
which cars were constructed by skilled craftsmen 
who swarmed around one workstation and built 
a car piece by piece from start to finish. Ford’s 
revolutionary assembly line replaced craftsmen with 
unskilled labourers, each of whom worked quickly 
and efficiently on one small task. This allowed Ford to 
make a car in just four days – 21 days was the industry 
norm – creating huge cost savings.

Blue and red oceans have always co-existed and 
always will. Practical reality, therefore, demands 
that companies understand the strategic logic of 
both types of oceans. At present, competing in red 
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oceans dominates the field of strategy in theory 
and in practice, even as businesses’ need to create 
blue oceans intensifies. It is time to even the scales 
in the field of strategy with a better balance of 
efforts across both oceans. For although blue ocean 
strategists have always existed, for the most part 

their strategies have been largely unconscious. But 
once corporations realize that the strategies for 
creating and capturing blue oceans have a different 
underlying logic from red ocean strategies, they 
will be able to create many more blue oceans in the 
future.

1Source: Reprinted by permission of Harvard Business Review. From ‘How industries change’ by Anita M. McGahan, October 2004. Copyright 
© 2004 by the Harvard Business School Publishing Corporation; all rights reserved.
2This article builds on the author’s “How Industries Evolve,” Business Strategy Review, Autumn 2000.

How industries change
By Anita M. McGahan1

READING

10.3
READING

Y ou can’t make intelligent investments within your 
organization unless you understand how your 

whole industry is changing. If the industry is in the midst 
of radical change, you’ll eventually have to dismantle old 
businesses. If the industry is experiencing incremental 
change, you’ll probably need to reinvest in your core. 
The need to understand change in your industry may 
seem obvious, but such knowledge is not always easy 
to come by. Companies misread clues and arrive at 
false conclusions all the time. Sotheby’s, for example, 
invested in online auctions (its own Web site as well as a 
venture with Amazon) as if the Internet were just another 
channel; in truth, the new technology represented a 
fundamental shock to the industry’s structure.

To truly understand where your industry is headed, 
you have to shut out the noise from the popular business 
press and the pressure of immediate competitive threats 
to take a longer-term look at the context in which you 
do business. That is what some of my colleagues and 
I did. The research described in this article is based 
on a high-level look at a variety of businesses from 
a broad cross section of US industries. The research, 
which began in the early 1990s and continues 
today, originally focused on how industry structure 
affects business profitability and investor returns.  
This statistical analysis yielded several hypotheses 
about how industries evolve, which were then tested 
and refined in a series of case studies on industry 
structure, industry change, and competitive advantage.

The conclusion, which I’ll oversimplify here for 
the sake of clarity, is that industries evolve along four 
distinct trajectories—radical, progressive, creative, 
and intermediating.2 Moreover, a firm’s strategy—its 
plan for achieving a return on invested capital—cannot 
succeed unless it is aligned with the industry’s change 
trajectory. The four trajectories set boundaries on what 

will generate profits in a business. Many companies have 
incurred losses because they tried to innovate outside of 
those boundaries. One of the most famous examples is 
Xerox, which is legendary for its innovations and for 
its struggle to harvest profits from them. By the mid 
1980s, the copier manufacturing industry had matured 
around a business model that emphasized creative “hit 
products.” Meanwhile, the personal computing industry 
was in its infancy, and even though Xerox PARC had 
pioneered PC inventions such as the graphical user 
interface and the mouse, the company was unable to 
make inroads in this burgeoning industry that required 
an entirely new set of business activities.

Industries evolve along four distinct trajectories—
radical, progressive, creative, and intermediating—
that set boundaries on what will generate profits in a 
business.

No innovation strategy works for every company 
in every industry. But if you understand the nature 
of change in your industry, you can determine which 
strategies are likely to succeed and which will backfire.

Four Trajectories of Change

Before we look at the four trajectories of industry 
evolution in depth, it is worthwhile to recognize 
that they are defined by two types of threats of 
obsolescence. The first is a threat to the industry’s 
core activities—the activities that have historically 
generated profits for the industry. These are threatened 
when they become less relevant to suppliers and 
customers because of some new, outside alternative. 
In the auto industry, for example, many dealerships 
are finding that their traditional sales activities are less 
valued by consumers, who are going online for data on 
the characteristics, performance, and prices of the cars 

65856_ch10_ptg01_515-562.indd   553 07/02/20   9:11 PM



554  SeCtIon IV Strategy ConteXt

they want. The second is a threat to the industry’s core 
assets—the resources, knowledge, and brand capital 
that have historically made the organization unique. 
These are threatened if they fail to generate value as 
they once did. In the pharmaceutical industry, for 
instance, blockbuster drugs are constantly under threat 
as patents expire and new drugs are developed.

Figure 10.3.1 ‘Trajectories of Industry Change’ 
maps the relationships between these two threats 
and the following four change trajectories. Radical 
change occurs when an industry’s core assets and core 
activities are both threatened with obsolescence. This 
trajectory is closest to the concept of disruptive change. 
Under this scenario, the knowledge and brand capital 
built up in the industry erode, and so do customer and 
supplier relationships. During the 1980s and 1990s, an 
estimated 19% of US industries went through some 

stage of radical change. A good example is the travel 
business. Agencies’ core activities and core assets 
came under fire as the airlines implemented systems to 
enhance direct price competition (such as SABRE and 
other reservations systems) and as the agencies’ clients 
turned to Web-enabled systems (such as Expedia, 
Orbitz, and Travelocity) that offered new value (online 
monitoring of available flights and fares, for instance).

When neither core assets nor core activities are 
threatened, the industry’s change trajectory is progressive. 
Over the past 20 years, this has been by far the most 
common trajectory; about 43% of US industries were 
changing progressively, including long-haul trucking and 
commercial airlines. In those industries, the basic assets, 
activities, and underlying technologies remained stable. 
Innovators like Yellow Roadway, Southwest, and JetBlue 
succeeded not because the incumbents’ strengths became 

FIgure 10.3.1 Trajectories of Industry Change
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Threatened Everything is up in the air.

Examples: makers of 
landline telephone handsets, 
overnight letter-delivery 
carriers, and travel agencies

The industry is constantly 
redeveloping assets and 
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Examples: the motion 
picture industry, sports team 
ownership, and investment 
banking

Intermediating Change Progressive Charge

Not Threatened Relationships are fragile.

Examples: automobile 
dealerships, investment 
brokerages, and auction 
houses

Companies implement 
incremental testing and adapt 
to feedback.

Examples: online auctions, 
commercial airlines, and long-
haul trucking

Trajectories of Industry Change

When determining which type of change your industry is going through—and, no doubt, it is going through 
some type of transformation—you need to consider whether there are threats to your industry’s core 
activities (the recurring actions your company performs that attract and retain suppliers and buyers) and 
to your industry’s core assets (the durable resources, including intangibles, that make your company more 
efficient at performing core activities).
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obsolete but because the upstart firms had smart insights 
about how to optimize efficiency.

The other two change trajectories—creative and 
intermediating—have been neglected in the management 
literature, possibly because of their nuances. Creative 
change occurs when core assets are under threat but 
core activities are stable. This means that companies 
must continually find ways to restore their assets while 
protecting ongoing customer and supplier relationships; 
think of movie studios churning out new films or oil 
companies mining for new wells. About 6% of all US 
industries are on a creative change trajectory.

Intermediating change occurs when core activities are 
threatened with obsolescence—customer and supplier 
relationships are stretched and fragile—while core 
assets retain their capacity to create value. Sotheby’s, 
for instance, is as good as it ever was at assessing 
fine works of art, but, because of the technology that 
made eBay possible, the auction house’s matchmaking 
activity no longer creates as much value. The challenge 
under intermediating change is to find ways to preserve 

knowledge, brand capital, and other valuable assets 
while fundamentally changing relationships with 
customers and with suppliers. During the 1980s and 
1990s, approximately 32% of US industries went 
through some form of intermediating change.

Radical Change

Radical transformation occurs when both core activities 
and core assets are threatened with obsolescence. The 
relevance of an industry’s established capabilities and 
resources is diminished by some outside alternative; 
relationships with buyers and suppliers come under 
attack; and companies are eventually thrown into 
crisis. Radical industry evolution is relatively unusual. 
It normally occurs following the mass introduction of 
some new technology. It can also happen when there 
are regulatory changes (as in the long-haul, trunk-route 
airline industry of the 1970s, for example) or simply 
because of changes in taste (US consumers’ retreat from 
cigarettes over the past 20 years, for instance).

Copyright © 2004 Harvard Business School Publishing Corporation. All rights reserved.
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FIgure 10.3.2 A Fair Share?

A Fair Share?

The four change trajectories are not at all evenly distributed among industries. Surprisingly, given the 
time and attention much of the management literature devotes to it, radical change affects less than one-
fifth of all industries. More prevalent are progressive and intermediating change. The percentages shown 
are estimates of the distribution of change trajectories among US industries between 1980 and 1999, 
based on variability in revenues and assets among large firms.
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An industry on a radical change trajectory is entirely 
transformed—but not overnight. It usually takes decades 
for change to become clear and play out. The end result 
is a completely reconfigured—usually diminished—
industry. The overnight letter-delivery business is 
currently in the early phases of a radical transformation 
that began about ten years ago. As Internet usage has 
become more prevalent, e-mail (especially securely 
encrypted e-mail) has loomed as a threat to this industry. 
Yet the volume of overnight letters is increasing; business 
is still thriving, because the threat is still in its infancy.

That is part of the good news associated with radical 
transformation: Industries that are on a radical change 
trajectory often remain profitable for a long time, 
especially if the companies in these industries scale back 
their commitments accordingly. Businesses also have 
time to develop strategic options that can be exercised 
in the future if they recognize the trajectory they are on 
early enough. For example, Federal Express’s acquisition 
of Kinko’s will help FedEx create deeper relationships 
with small and midsize businesses that need document 
storage, management, and dissemination services.

The only reasonable approach to radical change is 
to focus on the endgame and its implications for your 
company’s current strategy. Exiting isn’t the sole option; 
sometimes a few survivors can sustain profitable positions 
after others leave the industry. The computer mainframe 
business, for example, is still quite large despite the threat 
from PC and workstation manufacturers.

To consider the best strategy when your industry is 
on a radical change trajectory, look at your productivity 
figures, the pace and timing of the transition in the 
industry, and buyers’ switching costs. Early-moving 
companies might employ a staggered strategy— 
pursuing incremental improvements to established 
businesses’ activities and conducting selective 
experiments in developing new assets. That is how 
encyclopedia companies responded to the radical threat 
that online search engines posed: They experimented 
with new electronic products and services while 
creating new distribution channels, marketing their 
existing products aggressively, and updating their 
inventory management systems.

Historically, many organizations confronted with 
radical change in their industries have abandoned their 
established positions and moved into emerging lines 
of business—incurring enormous risk in the process. 
Several typewriter makers, for instance, attempted to 
enter the PC manufacturing business only to cut short 
their efforts as the demands of the emerging industry 
became clearer. (IBM succeeded with this strategy, 
but its success in the PC industry was closely related 

to its experience in other areas of computing.) The 
alternative—reinvesting in the established industry—is 
also risky because it commits the firm to an approach 
that may become unprofitable. Companies dealing with 
radical transformation must accept the inevitability of 
the change and chart a course that maximizes returns 
without accelerating commitment to the troubled 
business—much easier said than done.

Intermediating Change

Intermediating change is more common than radical 
industry evolution. It typically occurs when buyers 
and suppliers have new options because they have 
gained unprecedented access to information. The core 
activities of industries on an intermediating change 
trajectory are threatened. But the core assets of these 
industries—knowledge, brand capital, patents, or even 
specialized factory equipment—retain most of their 
value if they are used in new ways. In effect, industries 
are on an intermediating change trajectory when their 
business activities for dealing in both downstream 
and upstream markets are simultaneously threatened. 
Intermediating change is occurring in auto dealerships, 
for example, for a number of reasons. First, traditional 
auto sales activities are becoming less relevant because 
of the Internet and because vehicles now last so long 
that consumers buy cars less frequently. Second, 
car manufacturers are seeking closer relationships 
with drivers and, as a result, are starting to share the 
management of customer relations with their dealers; 
in some cases, they’re trying to take over customer 
relations completely. Finally, individual dealers are 
losing control of inventory management as IT and 
sophisticated financing create economies of scope that 
can be exploited only by larger, integrated companies.

Managing a company in an industry that is 
experiencing intermediating change is extraordinarily 
difficult. Of all the change trajectories described in 
this article, this one is perhaps the most challenging 
because companies must simultaneously preserve their 
valuable assets and restructure their key relationships.

Executives tend to underestimate the threat to their 
core activities by assuming that longtime customers 
are still satisfied and that old supplier relationships 
are still relevant. In reality, these relationships have 
probably become fragile. The value of core assets often 
escalates, which compounds managers’ confusion. 
For example, auction houses initially had a flurry of 
heightened interest in their accumulated appraisal 
experience because eBay had created so much 
excitement about auctioning.
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During periods of intermediating change, pressure 
in the industry tends to build until it hits a breaking 
point, and then relationships break down dramatically 
only to be temporarily reconstituted until the cycle is 
repeated. Consider large brokerage firms.

They had long confronted criticism about conflicts 
of interest in their analyst organizations. But the straws 
that broke the camel’s back were the recent market 
downturn and accounting scandals—both of which 
were tied to fundamental changes in the information 
available to investors and companies seeking 
investment capital. The core assets in investment 
brokerage—including the systems for evaluating 
securities and for processing trades—retained their 
value, yet old relationships no longer offered the same 
opportunities to generate profits.

Companies facing intermediating change must find 
unconventional ways to extract value from their core 
resources. They may diversify by entering a new business 
or even a new industry. Or they may sell off assets or 
services to former competitors. In the music industry, 
for instance, recording companies are beginning to sell 
their services à la carte to aspiring musicians rather than 
make huge investments in the artists up front and incur 
all the costs of artist development (radio promotions, 
choreography, and image management, among other 
expenses). The customer and the activities have changed, 
but the core resource—the recording companies’ ability 
to develop new artists—retains its value. In another 
example, some traditional auctioneers, threatened by 
eBay, have capitalized on their appraisal expertise 
online; for a fee, they will certify the value of the wares 
being exchanged on the Internet. By reconfiguring 
old assets in new ways, these companies are dealing 
effectively with intermediation.

Initial returns under this change trajectory may 
be relatively high and then drop dramatically only to 
recover temporarily. The recording companies’ profits, 
for example, have been volatile as the companies 
adapt to intermediation with varying levels of success. 
A plateau in performance can create the illusion that 
reinvestment in the business as usual is a good idea. 
But organizations that recognize the trajectory their 
industry is on can turn relatively calm periods into 
opportunities for strategic transformation.

Creative Change

In industries on a creative change trajectory, 
relationships with customers and suppliers are 
generally stable, but assets turn over constantly. The 
film production industry is a good example. Larger 

production companies enjoy ongoing relationships 
with actors, agents, theater owners, and cable television 
executives. Within this network, they produce and 
distribute new films all the time. This combination of 
unstable assets (new films) and stable relationships 
(with buyers and suppliers) makes it possible to deliver 
superior performance over the long term. Indeed, the 
top companies in creative change industries usually 
retain their standing for long periods.

Other industries evolving on creative trajectories 
include pharmaceuticals, oil and gas exploration, 
and prepackaged software. In pharmaceuticals, 
companies research, develop, and test new drugs and 
then use their administrative and marketing skills 
to commercialize them. In oil and gas exploration, 
companies manage their portfolios of exploration 
ventures and maintain relationships with refineries 
and distributors. In the prepackaged software industry, 
developers create and test multiple applications in 
the hopes that one or more will become a killer app. 
By applying well-honed user-testing and marketing 
skills, the industry leaders perpetuate their success.

The creative change trajectory, like the intermediating 
trajectory, has not been studied extensively. It is easy 
to mistake it for radical change, despite the stability of 
relationships within the network. When this mistake is 
made, companies can overreact and neglect important 
relationships that are critical to their profitability. For 
example, some pharmaceutical companies became 
so focused on emerging methods of drug discovery 
that they invested capital exclusively in new research 
relationships and did not develop appropriate sales 
forces in new markets.

Innovation under creative change occurs in fits and 
starts. Although there are several long-standing formulas 
for making hit movies, for example, occasionally 
a new genre or technical approach to filmmaking 
emerges. Similarly, companies in the pharmaceutical 
industry have been experimenting with new methods 
of drug discovery over the last 15 years. Despite these 
changes, the companies that lead these industries are 
not new entrants. They have retained their strength by 
capitalizing on their networks of relationships.

There are many ways for companies in an 
industry on a creative change trajectory to generate 
strong returns on invested capital. For instance, 
the leading companies in these industries tend to 
spread the risk of new-project development over a 
portfolio of initiatives. As a result, their returns are 
less volatile than those of smaller competitors. Other 
tactics include outsourcing project management and 
development tasks.
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Progressive Change

Progressive evolution is like creative evolution in that 
buyers, suppliers, and the industry’s incumbents have 
incentives to preserve the status quo. The difference is 
that core assets are not threatened with obsolescence 
under progressive change, so industries on this 
trajectory are more stable than those on a creative 
change trajectory. Today’s discount retailing, long-
haul trucking, and commercial airline industries are 
evolving in this way.

Progress occurs, and technology can have an 
enormous impact, but it happens within the existing 
framework of the business. Core resources tend 
to appreciate rather than depreciate over time. 
Progressive change doesn’t mean that change is minor 
or even that it is slow. Over time, incremental changes 
can lead to major improvements and major changes. 
Think of what has happened in discount retailing over 
the last ten years. Wal-Mart’s cumulative impact has 
been extraordinary, and the company has developed 
unprecedented clout. But the retailer developed that 
advantage by deepening existing customer and supplier 
relationships, not by seeking out entirely new ones.

The most profitable corporate strategies in 
progressive change industries generally involve 
carving out distinct positions based on geographic, 
technical, or marketing expertise. The goal is to build 
resources and capabilities steadily and incrementally. 
Companies rarely get into brinkmanship or eyeball-to-
eyeball competition, and they don’t have to put large 
amounts of capital at risk before learning whether an 
innovation creates value. Instead, their performance 
depends on their quick responses to feedback.

Southwest Airlines, for instance, tests new flight 
routes but isn’t afraid to pull out if a route ultimately 
doesn’t work under the company’s approach to air travel.

Successful companies in progressive change 
industries tend to be viewed by the financial 
community as minimally risky with the potential for 
only moderate returns. Over the long run, though, 
these companies can actually create very large total 
returns for investors. Money has reported that the two 
companies that had generated the greatest total return 
to shareholders during the magazine’s 25-year history 
were none other than Wal-Mart and Southwest.

Which Trajectory Are You On?

Identifying your industry’s evolutionary trajectory on 
the fly is difficult. It is easy to become distracted or 
confused by conventional wisdom, customer demands, 

and competitors’ moves. To ensure accuracy, your 
analysis must be focused and systematic.

The first step is to define your industry. You can 
begin by identifying the companies in your industry that 
share common buyers and suppliers. Many economists 
use a 5% rule to assess whether the commonality is 
sufficient to qualify the firms as direct competitors: 
If a 5% price fluctuation by one company causes 
customers or suppliers to switch to another company, 
the businesses qualify as direct competitors. When a 
group of companies intend to appeal to the same buyers 
and rely on the same suppliers, you have additional 
evidence that they are direct competitors. And when 
companies use similar technologies to create value, it is 
likely that they qualify as direct competitors.

The second step is to define the industry’s core 
assets and activities. Here is an easy way to test 
whether something is core: If it were eradicated 
today, would profits be lower a year from now, 
despite efforts to work around what’s missing? If 
the answer is yes, then it definitely qualifies. In the 
auctioneering industry, for example, the capacity to 
evaluate works of art is a core activity. In the soft-
drink industry, Coca-Cola’s brand is a core asset. The 
disappearance of either of these capabilities would 
seriously damage profitability in their respective 
industries.

The third step is to determine whether the core 
assets and activities are threatened with obsolescence. 
To qualify, the threat must make core assets and 
activities potentially irrelevant to profitability. It must 
be significant enough to jeopardize the survival of at 
least one industry leader and widespread enough to 
influence every company in the industry. Once you 
know whether core activities and assets are threatened, 
you can identify which of the four trajectories applies 
to the industry you are studying.

The final step in the diagnosis is to evaluate the phase 
of the evolutionary trajectory. This step is important: 
Industry change generally takes place over a long 
period, and the options for dealing with change typically 
drop off sharply through each phase (see Figure 10.3.3)

It is also essential to note that an industry generally 
evolves along just one trajectory at a time. It almost 
always starts out on either a progressive or creative 
trajectory because, collectively, companies in the 
industry can’t capture value without a clear model for 
organizing their core activities. Over time, the industry 
may feel pressure to change these activities—driven by, 
for example, customer demands and new technologies. 
The threat of obsolescence can catapult the industry 
on to either a radical or an intermediating trajectory. 
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As the industry restructures its core activities and 
assets, the threat of obsolescence may fade, marking 
the industry’s transition back to a progressive or 
creative trajectory. A company that has survived these 
transitions can sometimes retain profitability, although 
it almost always must operate at a smaller scale and 
with a very different approach.

Industries do not shift their trajectories very often; 
no industry that I have studied has shifted between 
evolutionary paths more than once in ten years. So 
it is a good bet that a given industry has been on a 
single evolutionary trajectory for at least a few years. 
And while it is sometimes possible for individual 

companies to influence the trajectory of an entire 
industry, the effort required is almost always too great 
to be worthwhile, and failure can be devastating to the 
company’s profitability or even its survival.

Capitalizing on Industry 
Evolution

Understanding industry change can do more than help 
you avoid mistakes. The rules under each trajectory 
can help you forecast early on how change will occur 
in your industry—and help you determine how to 

FIgure 10.3.3 The Industry Life Cycle Revisited
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exploit change as it occurs. It would be impossible to 
list here all the possible contingencies for change on 
each trajectory and at each stage. But here are a few 
general insights:

Analyzing Radical and Intermediating 
Change
As noted earlier, companies operating in an industry 
that is on a radical or intermediating change trajectory 
must perform a balancing act—aggressively pursuing 
profits in the near term while avoiding investments 
that could later prevent them from ramping down their 
commitments. To get the right balance, put yourself in 
the suppliers’ shoes as well as in those of the buyers. 
What new options are emerging?

Take the example of auto dealerships, which are on 
an intermediating change trajectory. They are locked into 
multiyear pacts with the manufacturers, their suppliers. 
Yet the intermediation of the dealers presents new 
opportunities for the automakers to relate to consumers: 
What are the trade-offs for the manufacturers if they 
advertise collaboratively with the dealerships rather than 
directly to consumers? How can the carmakers pull off 
something like this without violating their contracts with 
the dealers? Only with unconventional thinking—beyond 
standard market research and advertising plans—can the 
manufacturers find answers to these questions.

Radical and intermediating change also call for new 
ways of dealing with competitive threats. Instead of 
viewing rivals in conventional terms, consider whether 
you can use alliances to protect common interests and 
defend against new competition from outsiders—or to 
facilitate consolidation. When some regions of the US 
became overcrowded with auto dealerships, affiliated 
car lots (Honda dealers in adjacent towns, for instance) 
merged.

Under radical and intermediating change, it is also 
important to interpret conflict within your organization 
in a new way. “Civil wars” can emerge within an 
organization as divisions with exposure to different 
segments of the business develop opposing views 
about the nature and pace of change. It is uncanny how 
frequently this happens. Strong, central leadership is 
required to deal with the problem effectively.

Surviving Radical and Creative Change
Under these conditions, it is smart to evaluate how 
quickly your core assets are depreciating. The easiest 
way to do this is to identify how much you are 
spending to renew them. Investing in a full-blown 
cost-accounting effort is worthwhile since the value of 

your assets may vary across different segments of the 
business in surprising ways. The goal of this analysis 
should be to distinguish the segments in which you 
can protect your competitive position from those in 
which your position will erode quickly. Often, this 
assessment yields important information about the 
value of intellectual property and how it can be guarded 
more intensively. For example, a film studio might 
discover that, in some geographies, losses from video 
piracy outweigh the potential profits from distributing 
content, at retail, on videotape or DVD.

To navigate radical and creative change trajectories 
successfully, companies must have the mettle to 
disappoint some buyers and suppliers, regardless of 
their track records, if the risks are too high. Despite 
Marlon Brando’s box-office successes during the 
1950s, film studios were reluctant to work with him 
because of his personal idiosyncrasies. The stakes 
in developing new films are simply too great for 
producers to take many risks. Because of the volatility 
of new-asset development, it is also crucial to cultivate 
relationships with investors to ensure quick access to 
capital when a worthwhile project comes around.

Managing Progressive Change
Progressive change is not simple to manage, despite 
the fact that neither core assets nor core activities are 
threatened. The accumulated impact of incremental 
changes can raise the standards for doing business 
to the point where only a handful of companies are 
competitive. For example, the standard-bearers in 
discount retailing (Wal-Mart and Target among them) 
have relentlessly managed incremental changes in 
activities for decades. As a result, only a few national 
retailers have competitive cost structures on a large 
scale. Ultimately, one of the most successful strategies 
for companies in industries on a progressive change 
trajectory is to develop a system of interrelated 
activities that are defensible because of their 
compounding effects on profits, not because they are 
hard to understand or replicate. Consider that very little 
about Wal-Mart’s approach is secret. The company’s 
efficiencies have accumulated ever since Sam Walton 
built his first distribution centers decades ago.

Adapting to the Stages of Change
As we’ve noted, all four trajectories typically unfold over 
decades, which means organizations have time to outline 
strategic options for the future. As change happens, 
fighting it is almost always too costly to be worthwhile. 
In the late stages, companies invite trouble by sticking 
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with outdated budget systems and cost-accounting 
processes. Organizations must reconfigure themselves 
for lower revenue growth and develop the ability to move 
activities and resources out of the business.

Diversifying Your Business
Some of the most exciting opportunities associated 
with industry evolution relate to diversification 
across industries. By participating in more than one 
industry on a progressive trajectory, Wal-Mart has 
enhanced the effects of its powerful distribution 
systems. And with its acquisition of Kinko’s, FedEx 
has diversified in response to radical change. Some 
of the major challenges of diversification have to do 
with sharing core activities and core assets across 
divisions on different trajectories, and developing 

clear lines of authority for resolving disputes between 
divisions as their industries create different investment 
requirements. It is virtually impossible to diversify 
profitably without understanding the differences in the 
trajectories and phases of industry change.

The trajectories outlined above can help you 
anticipate how change will unfold in your industry—
and how to take advantage of opportunities as they 
emerge. To get out from under industry threats, your 
company must cultivate a deep understanding of how 
changes to the industry will unfold over time. How 
will buyer and seller relationships be affected? And 
are intangible assets like brand capital and knowledge 
capital truly adaptable across industries? The work 
of systematically analyzing the business environment 
is not easy, but the payoff is great: better strategic 
decision-making for your company.
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CHAPTER

11THE ORgAnizATiOnAl 
COnTExT

We shape our environments, then our environments shape us.
Winston Churchill (1874–1965); British statesman and writer

inTROduCTiOn

I n organizations, just as in families, each new generation does not start from scratch 
but inherits properties of their predecessors. In families, a part of this inheritance is in 

the form of genetic properties, but other attributes are also passed down such as family 
traditions, myths, habits, connections, feuds, titles and possessions. People might think of 
themselves as unique individuals, but to some degree they are an extension of the family 
line, and their behaviour is influenced by this inheritance. In firms the same phenomenon 
is observable. New top managers may arrive on the scene, but they inherit a great deal from 
the previous generation. They inherit traditions and myths in the form of an organizational 
culture. Habits are passed along in the form of established organizational processes, 
while internal and external relationships and rivalries shape the political constellation in 
which new managers must function. They are also handed the family jewels – brands, 
competencies and other key resources.

In Chapter 8, it was pointed out that such inheritance is often the source of organizational 
rigidity and inertia (e.g. Hannan and Freeman, 1977; Rumelt, 1995). Inheritance limits 
‘organizational plasticity’ – the capacity of the organization to change shape. As such, 
organizational inheritance can partially predetermine a firm’s future path of development 
– which is referred to as path dependency, or sometimes simply summed up as ‘history 
matters’ (e.g. Aldrich, 1999; Nelson and Winter, 1982). Therefore, it was concluded that 
for strategic alignment to take place, some inherited characteristics could be preserved, but 
others needed to be changed, by either evolutionary or revolutionary means.

What is not discussed in Chapter 8 was who should trigger the required strategic 
changes. Who should initiate adaptations to the firm’s business model and who should take 
steps to reshape the organizational system? Typically, strategizing managers have some 
role to play in all developments in the organizational context, but the question is what 
role? It is unlikely that any manager will have complete influence over all organizational 
developments, or would even want to exert absolute control. Inheritance and other 
organizational factors limit ‘organizational malleability’ – the capacity of the organization 
to be shaped by someone. As such, strategizing managers need to determine what power 
they have and where this power should be applied to achieve the best results. At the same 
time, managers will generally also look for opportunities to tap into the capabilities of 
other people in the firm to contribute to ongoing organizational adaptation.

So the question can be summarized as: ‘What is the role of strategizing managers in 
achieving a new alignment with the environment and what input can be garnered from other 
organizational members?’ This question is also referred to as the issue of organizational 
development and is the central topic of further discussion in this chapter.

65856_ch11_ptg01_563-604.indd   563 07/02/20   9:21 PM



564  SECTiOn iV Strategy ConteXt

THE iSSuE Of ORgAnizATiOnAl dEVElOPmEnT

When it comes to realizing organizational development, strategizing managers generally 
acknowledge that they have some type of leadership role to play. Leadership refers to the 
act of influencing the views and behaviours of organizational members with the intention 
of accomplishing a particular organizational aim (e.g. Bass, 1990; Selznick, 1957). Stated 
differently, leadership is the act of getting organizational members to follow. From this 
definition it can be concluded that not all managers are necessarily leaders, and not all leaders 
are necessarily managers. Managers are individuals with a formal position in the organizational 
hierarchy, with associated authority and responsibilities. Leaders are individuals who have the 
ability to sway other people in the organization to get something done.

To be able to lead organizational developments, managers need power: the capability 
to influence. They also need to know how to get power, and how and where to exert it. In 
the following sections, these three topics are examined in more detail. First, the sources of 
leadership influence are described, followed by the levers of leadership influence. Finally, 
the arenas of leadership influence are explored.

Sources of leadership influence
To lead means to use power to influence others. Leaders can derive their potential influence 
from two general sources – their position and their person (Etzioni, 1961). ‘Position power’ 
comes from a leader’s formal function in the organization. ‘Personal power’ is rooted in 
the specific character, knowledge, skills and relationships of the leader. Managers always 
have some level of position power, but they do not necessarily have the personal power 
needed to get organizational members to follow them. These two main types of power can 
be further subdivided into the following categories (French and Raven, 1959):

 ■ Legitimate power. Legitimate power exists when a person has the formal authority to 
determine certain organizational behaviours and other employees agree to comply with 
this situation. Examples of legitimate power are the authority to assign work, spend 
money and demand information.

 ■ Coercive power. People have coercive power when they have the capability to punish or 
withhold rewards to achieve compliance. Examples of coercive power include giving a 
poor performance review, withholding a bonus and dismissing employees.

 ■ Reward power. Reward power is derived from the ability to offer something of value 
to a person in return for compliance. Examples of reward power include giving praise, 
awarding wage raises and promoting employees.

 ■ Expert power. Expert power exists when organizational members are willing to comply 
because of a person’s superior knowledge or skills in an important area. Such expert 
power can be based on specific knowledge of functional areas (e.g. marketing, finance), 
technologies (e.g. pharmaceuticals, information technology), geographic areas (e.g. 
South-East Asia, Florida) or businesses (e.g. mining, automotive).

 ■ Referent power. When organizational members let themselves be influenced by 
a person’s charismatic appeal, this is called referent power. This personal attraction 
can be based on many attributes, such as likeableness, forcefulness, persuasiveness, 
visionary qualities and image of success.

The first three types of power are largely determined by the organizational position 
of leaders and their willingness to exert them – coercive and reward capabilities without 
the credibility of use are not a viable source of power. The last two sources of power, 
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expert and referent power, are largely personal in nature and therefore more subjective. 
Whether someone is seen as an expert, and therefore accorded a certain level of respect 
and influence, depends strongly on the perceptions of the people being led. Expert power 
can be made more tangible by wearing a white lab coat, putting three pens in your breast 
pocket or writing a book, but still perceived expertise will be in the eyes of the beholder. 
The same is true for referent power, as people do not find the same characteristics equally 
charismatic. What is forceful to one follower might seem pushy to someone else; what 
is visionary to one person might sound like the murmurings of a madman to others (e.g. 
Klein and House, 1998; Waldman and Yammarino, 1999).

In practice, leaders will employ a mix of all five types of power to achieve the influence 
they desire. However, leadership styles can differ greatly depending on the relative weight 
placed on the various sources of power within the mix.

Levers of leadership influence
The sources of power available to the leader need to be used to have influence. There are 
three generic ways for leaders to seek influence, each focused on a different point in the 
activities of the people being influenced. These levers of leadership influence are:

 ■ Throughput control. Leaders can focus their attention directly at the actions being taken 
by others in the organization. Throughput control implies getting involved hands-on in 
the activities of others, either by suggesting ways of working, engaging in a discussion 
on how things should be done, leading by example or simply by telling others what to 
do. This form of direct influence does require sufficiently detailed knowledge about the 
activities of others to be able to point out what should be done.

 ■ Output control. Instead of directly supervising how things should be done, leaders 
can set objectives that should be met. Output control implies reaching agreement on 
certain performance targets and then monitoring how well they are being lived up to. 
The targets can be quantitative or qualitative, financial or strategic, simple or complex, 
realistic or stretch-oriented. And they can be arrived at by mutual consent or imposed 
by the leader. The very act of setting objectives can have an important influence on 
people in the organization, but the ability to check ongoing performance and to link 
results with punishment and rewards can further improve a person’s impact.

 ■ Input control. Leaders can also choose to influence the general conditions under which 
activities are carried out. Input control implies shaping the circumstances preceding and 
surrounding the actual work. Before activities start a leader can influence who is assigned 
to a task, which teams are formed, who is hired, where they will work and in what type 
of environment. During the execution of activities the leader can supply physical and 
financial resources, mobilize relationships and provide support. Not unimportantly, the 
leader can also be a source of enthusiasm, inspiration, ambition, vision and mission.

Of these three, throughput control is the most direct in its impact and input control the 
least. However, throughput control offers the lowest leverage and input control the highest, 
allowing a leader to influence many people over a longer period of time, while leaving 
more room for organizational members to take on their own responsibilities as well. In 
practice, leaders can combine elements of all three of the above, although leadership styles 
differ greatly with regard to the specific mix.

Arenas of leadership influence
As leaders attempt to guide organizational development, there are three main organizational 
arenas where they need to direct their influence to achieve strategic changes. These three 
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overlapping arenas are the parts in the organization most resistant to change – they are 
the subsystems of the firm where organizational inheritance creates its own momentum, 
resisting a shift into another direction (e.g. Miller and Friesen, 1980; Tushman, Newman 
and Romanelli, 1986):

 ■ The political arena. While most top managers have considerable position power with 
which they can try to influence the strategic decision-making process within their 
organization, very few top managers can impose their strategic agenda on the organization 
without building widespread political support. Even the most autocratic CEO will need to 
gain the commitment and compliance of key figures within the organization to be able to 
successfully push through significant changes. In practice, however, there are not many 
organizations where the ‘officers and the troops’ unquestioningly follow the general into 
battle. Usually, power is more dispersed throughout organizations, with different people 
and units having different ideas and interests, as well as the assertiveness to pursue their 
own agenda. Ironically, the more leaders that are developed throughout the organization, 
the more complex it becomes for any one leader to get the entire organization to follow – 
broad leadership can easily become fragmented leadership, with a host of strong people all 
pointing in different directions. For top management to gain control of the organization, 
they must build coalitions of supporters, not only to get favourable strategic decisions 
made, but also to ensure acceptance and compliance during the period of implementation. 
Otherwise strategic plans will be half-heartedly executed, opposed or silently sabotaged. 
However, gaining the necessary political support in the organization can be very 
difficult if the strategic views and interests of powerful individuals and departments 
differ significantly. Cultural and personality clashes can add to the complexity. Yet, top 
managers cannot recoil from the political arena, for it is here that new strategic directions 
are set (e.g. Allison, 1969; Pfeffer, 1992).

 ■ The cultural arena. Intertwined with the process of gaining political influence in the 
organization, there is the process of gaining cultural influence. After all, to be able to 
change the organization, a leader must be able to change people’s beliefs and associated 
behavioural patterns. Yet, affecting cultural change is far from simple. A leader must be 
capable of questioning the shared values, ideas and habits prevalent in the organization, 
even though the leader has usually been immersed in the very same culture for years. 
Leaders must also offer an alternative worldview and set of behaviours to supersede 
the old. All of this requires exceptional skills as visionary – to develop a new image of 
a desired future state for the firm – and as missionary – to develop a new set of beliefs 
and values to guide the firm. Furthermore, the leader needs to be an excellent teacher to 
engage the organizational members in a learning process to adapt their beliefs, values 
and norms to the new circumstances. In practice, this means that leaders often have to 
‘sell’ their view of the new culture, using a mix of rational persuasion, inspirational 
appeal, symbolic actions, motivational incentives and subtle pressure (e.g. Ireland and 
Hitt, 1999; Senge, 1990a, Reading 8.2).

 ■ The psychological arena. While leaders need to influence the political process and the 
cultural identity of the organization, attention also needs to be paid to the psychological 
needs of individuals. To affect organizational change, leaders must win both the hearts 
and minds of the members of the organization. People must be willing to, literally, 
‘follow the leader’ – preferably not passively, but actively, with commitment, courage 
and even passion (e.g. Bennis and Nanus, 1985; Kelley, 1988). To achieve such 
‘followership’, leaders must gain the respect and trust of their colleagues. Another 
important factor in winning people over is the ability to meet their emotional need 
for certainty, clarity and continuity, to offset the uncertainties, ambiguities and 
discontinuities surrounding them (e.g. Argyris, 1990; Pfeffer and Sutton, 1999).
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Even where political, cultural and psychological processes make the organization 
difficult to lead, managers might still be able to gain a certain level of control over their 
organizations. Yet, there will always remain aspects of the organizational system that 
managers cannot control, and should not even want to control, which are discussed in the 
following section.

THE PARAdOx Of COnTROl And CHAOS

Of all men’s miseries the bitterest is this, to know so much and to have control 
over nothing.
Herodotus (5th century BC); Greek historian

In general, managers like to be in control. Managers like to be able to shape their own 
future, and by extension, to shape the future of their firm. Managers do not shy away 
from power – they build their power base to be able to influence events and steer the 
development of their organization. In short, to be a manager is to have the desire to be in 
charge.

Yet, at the same time, most managers understand that their firms do not resemble 
machines, where one person can sit at the control panel and steer the entire system. 
Organizations are complex social systems, populated by numerous self-thinking human 
beings, each with their own feelings, ideas and interests. These people need to decide 
and act for themselves on a daily basis, without the direct intervention of the manager. 
They must be empowered to weigh situations, take initiatives, solve problems and grab 
opportunities. They must be given a certain measure of autonomy to experiment, do things 
differently and even constructively disagree with the manager. In other words, managers 
must also be willing to ‘let go’ of some control for the organization to function at its best.

Moreover, managers must accept that in a complex system, like an organization, trying 
to control everything would be a futile endeavour. With so many people and so many 
interactions going on in a firm, any attempt to run the entire system top-down would be 
an impossible task. Therefore, letting go of some control is a pure necessity for normal 
organizational functioning.

This duality of wanting to control the development of the organization, while 
understanding that letting go of control is often beneficial, is the key strategic tension 
when dealing with the organizational context. On the one hand, managers must be 
willing to act as benevolent ‘philosopher kings’, autocratically imposing on the company 
what they consider to be best. On the other hand, managers must be willing to act as 
constitutional monarchs, democratically empowering organizational citizens to take their 
own responsibilities and behave more like entrepreneurs. The strategic paradox arises from 
the fact that the need for top-down imposition and bottom-up initiative are conflicting 
demands that are difficult for managers to meet at the same time.

On one side of this strategy paradox is ‘control’, which can be defined as the power to 
direct and impose order. On the other side of the paradox is the need for ‘chaos’, which can 
be defined as disorder or the lack of fixed organization. The paradox of control and chaos 
is a recurrent theme in the literature on strategy, organization, leadership and governance.

In most writings the need for control is presented as a pressure for a directive leadership 
style or an autocratic governance system (e.g. Tannenbaum and Schmidt, 1958; Vroom and 
Jago, 1988). The need for chaos is presented as a pressure for a participative leadership 
style and/or a democratic governance system (e.g. Ackoff, 1980; Stacey, 1992). In the 
following subsections both control and chaos are further examined.
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The demand for top management control
As Herodotus remarked, it would be bitter indeed to have control over nothing. Not only 
would it be a misery for the frustrated managers, who would be little more than mere 
administrators or caretakers, it would also be a misery for their organizations, which would 
need to constantly adjust course without a helmsman to guide the ship. Managers cannot 
afford to let their organizations drift on the existing momentum. It is a manager’s task and 
responsibility to ensure that the organization changes in accordance with the environment, 
so that the organizational purpose can still be achieved.

Top management cannot realize this objective without some level of control. They need 
to be able to direct developments in the organization. They need to have the power to make 
the necessary changes in the organizational structure, processes and culture, to realign 
the organization with the demands of the environment. This power, whether positional 
or personal, needs to be applied towards gaining sufficient support in the political arena, 
challenging existing beliefs and behaviours in the cultural arena, and winning the hearts 
and minds of the organizational members in the psychological arena.

The control that top management needs is different from the day-to-day control built 
in to the organizational structure and processes – they need strategic control as opposed 
to operational control. While operational control gives managers influence over activities 
within the current organizational system, strategic control gives managers influence 
over changes to the organizational system itself (e.g. Goold and Quinn, 1990; Simons, 
1994). It is this power that managers require to be able to steer the development of their 
organization.

The demand for organizational chaos
To managers the term ‘chaos’ sounds quite menacing – it carries connotations of rampant 
anarchy, total pandemonium and a hopeless mess. Yet, chaos only means disorder, coming 
from the Greek term for the unformed original state of the universe. In the organizational 
context, chaos refers to situations of disorder, where phenomena have not yet been 
organized, or where parts of an organizational system have become ‘unfreezed’. In other 
words, something is chaotic if it is unformed or has become ‘disorganized’.

While this still does not sound particularly appealing to most managers, it should, 
because a period of disorganization is often a prerequisite for strategic renewal. 
Unfreezing existing structures, processes, routines and beliefs, and opening people up 
to different possibilities might be inefficient in the short run, as well as making people 
feel uncomfortable, but it is usually necessary to provoke creativity and to invent new 
ways of seeing and doing things. By allowing experimentation, skunk works, pilot 
projects and out-of-the-ordinary initiatives, managers accept a certain amount of 
disorder in the organization, which they hope will pay off in terms of organizational 
innovations.

But the most appealing effect of chaos is that it encourages ‘self-organization’. 
To illustrate this phenomenon, one should first think back to the old Soviet ‘command 
economy’, which was based on the principle of control. It was believed that a rational, 
centrally planned economic system, with strong top-down leadership, would be the most 
efficient and effective way to organize industrial development. In the West, on the other 
hand, the ‘market economy’ was chaotic – no one was in control or could impose order. 
Everyone could go ahead and start a company. They could set their own production levels 
and even set their own prices! As entrepreneurs made use of the freedom offered to them, 
the economy ‘self-organized’ bottom-up. Instead of the ‘visible hand’ of the central 
planner controlling and regulating the economy, it was the ‘invisible hand’ of the market 
that created relative order out of chaos.
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As the market economy example illustrates, chaos does not necessarily lead to 
pandemonium, but can result in a self-regulating interplay of forces. A lack of top-down 
control frees the way for a rich diversity of bottom-up ventures. Managers who also want 
to release the energy, creativity and entrepreneurial potential pent up in their organizations 
must therefore be willing to let go and allow some chaos to exist. In this context, the role 
of top management is comparable to that of governments in market economies – creating 
suitable conditions, encouraging activities and enforcing basic rules.

gAzPROm: BuilT TO dREAm
Although the slogan mechty sbyvayutsya or ‘dreams 
come true’ will probably not be familiar to most, 
the owner of the motto most likely is. The public 
joint-stock company Gazprom is Russia’s national 
champion and is the largest supplier of natural gas to 
Europe. The company has over 469,000 employees, 
is valued at US$87.57 billion, produces 13 per cent 
of the global gas output, and has 172.6 thousand 
kilometres of pipelines in Russia alone that could 
wrap the globe more than four times. Gazprom’s 
core business consists of geological exploration, 
production, transportation and storage processing 
of hydrocarbons, as well as generating heat and 
electric power. Gazprom equals big business, with 
the company accounting for more than 5 per cent of 
Russia’s GDP, and generating about one fifth of the 
Russian government’s revenues. In others words: if 
Gazprom suffers, Russia does as well.

Gazprom was an offshoot of the Soviet Gas 
Ministry, created in 1989 by Viktor Chernomyrdin, 
the last Soviet Minister of Gas Industry. This young 
professional made an enterprise association that 
was granted special privileges, such as favourable 
taxes and a full monopoly over the foreign trade in 
piped gas. For years, the state-corporate enterprise 
enjoyed sky-high gas prices with a net profit of 
US$25 billion in 2007. No matter what difficulties 
came across the company’s path, it could always, as 
Natalia Volchkova of the New Economic School in 
Moscow phrased it, ‘drown it with money’. In May 
2008, Gazprom’s market capitalization peaked at 
US$350 billion, making it the third most valuable 
company in the world. Investment banks and 
energy consultants foresaw a dazzling future and its 
officials predicted that the giant would become the 
biggest in the world.

Unfortunately for Gazprom, all things come to an 
end. The global financial crisis hit oil prices in 2009, 

which resulted in Gazprom’s production plummeting 
by about 16 per cent. The company did not only 
suffer a decline in revenues, management issues also 
became clear. With financial crises proven to bring 
structural weaknesses to light, Russia’s national 
champion seemed no exception to the rule.

Gazprom faced several challenges, with its 
reliability as a supplier one of them. Gazprom 
considers itself a trustworthy gas supplier to Russia 
and foreign countries, yet its purchasers tend to 
hold a different view. Few need to be reminded of 
the trick it pulled with Ukraine by cutting off gas 
in 2006, leaving 16 other European countries in the 
cold. The conflict in eastern Ukraine from 2014 
effectively reduced Gazprom’s exports to Ukraine 
from 36 billion cubic metres in 2010 to zero on 
1 July 2015. The energy blockade against Kiev 
ultimately failed, but it pushed European customers 
into further diversifying their energy imports. The 
unreliable gas supply makes Gazprom’s consumers 
eager for alternative routes to meet their demands.

These exist. Normally a warned man counts for 
two, but CEO Alexey Miller clearly underestimated 
the development of shale gas in North America by 
calling it a ‘myth’ and ‘shale fever’ in 2010. Shale 
gas production in Europe is off to a slow start; 
nevertheless, it offers an affordable alternative 
to Russian gas. Furthermore, Norway manages 
to further exploit its gas reserves. In fact, in the 
winter of 2014 Norway overtook Russia as western 
Europe’s top gas supplier. In addition, Gazprom not 
only has to deal with more pressure in the European 
market, it is challenged by fierce competition in 
the domestic market as well. Unlike Gazprom, 
independent producers are now capable of selling 
gas volumes with high profits. Gazprom is not only 
losing ground in Europe, it faces more problems 
with less money at the same time. If the company 
wants to remain a global player, drowning obstacles 
with money will no longer be a viable option.

ExHiBiT 11.1 SHORT CASE 
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An answer seems to lie in one particular area: 
Gazprom’s management. Over the years, its 
corporate governance has been criticized for being 
incompetent, bureaucratic, inert and mismanaged. 
Bearing Russia’s history in mind, this summary 
does not come as a total surprise. During the Soviet 
regime, Joseph Stalin introduced the concept of the 
‘command economy’, with planned and centralized 
production replacing a free market. The corporate 
governance of the current Gazprom illustrates 
shaking off the past is easier said than done.

When looking at the enterprise’s structure, one 
might say it resembles an authoritarian system. 
The Chairman of Gazprom Group forms the broad 
policy for the CEO and his directors to execute. The 
CEO is next in line of command, followed by the 
board of directors that execute the chairman’s policy 
by passing this through to the company’s various 
departments. The responsibility of managers is to 
ensure the observance of the decisions taken by 
the board of directors, who can thus be called foot 
soldiers, rather than leaders.

Although decision making within Gazprom is 
centralized by top-down focussed management, 
CEO Alexey Miller is not in total control of the 
company. The Russian government possesses over 
50 per cent of Gazprom’s shares, making it the most 
powerful shareholder and thus allowing it to exert 
pressure while also ensuring a certain degree of 
command. That many (former) Russian politicians 
occupy the higher echelons of the company speaks 
millions, as does the presence of former prime 
minister of Russia Viktor Zubkov as Gazprom’s 
current chairman of its board of directors.

Whether Miller is actually in control, is 
becoming an increasingly poignant question. 
Gazprom seems to increasingly be one of Putin’s 
most favoured geopolitical instruments. In 2015, 
the Kremlin decided to block energy to Ukraine 
during the conflict in the eastern part of that country, 
effectively reducing Gazprom’s exports to Ukraine 
from 36 billion cubic metres in 2010 to zero on 1 
July 2015. While the energy blockade against Kiev 
ultimately failed, it did cost Gazprom about US$6 
billion in lost revenues. The Russian government 
also increasingly treats Gazprom as its piggy bank, 
having financed its federal budget deficit for 2016 by 
ad hoc imposing on the oil and gas sector a US$4.70 
billion tax hike of which Gazprom had to fork out 

a third. In addition, the Putin administration pushed 
the company into purchasing major media outlets, 
sponsoring the expensive Sochi Olympic Games and 
embarking on big projects.

One of these is the grand Power of Siberia 
project, a 3000 km pipeline through East Siberia 
to the Chinese border in the south-east. Although a 
project accompanied by a US$55 billion price tag 
can be called rather expensive, even for companies 
Gazprom’s size, government support makes it 
feasible. Power of Siberia is able to create a valuable 
opportunity for the company as it could lessen the 
dependence of Gazprom on European markets and 
demonstrate the failure of EU and US sanctions 
against Russia, connecting the world’s largest gas 
exporter with China, the largest energy importer. 
In this case, Gazprom might actually profit from 
its bureaucratic, state-centred position, since 
no commercial company would ever attempt or 
accomplish a feat like this.

Nevertheless, the idea that a rational and 
centralized system is the most efficient and effective 
way to organize Gazprom has not proven itself. The 
Gazprom management did not truly understand 
the severity of recent economic changes, calling  
the  decl ine  in  gas  demand a  ‘ temporary 
inconvenience’. Therefore, the top-down leadership 
within Gazprom seems unfit at adapting to changes on 
the global stage. Perhaps when managers, as opposed 
to external shareholders, are given more control, they 
can allow for more internal organizational freedom to 
stimulate self-regulating departments.

On the other hand, is it advisable for Gazprom 
to adapt to the industry and is it realistic to 
expect Gazprom’s customers’ stance to change 
in the upcoming years even if Miller changes his 
management? Though his top-down focussed 
organization has proven to inherit flaws, one can 
argue that Gazprom is actually in need of strict 
control in order to successfully compete in the oil 
and gas industry, especially in Russia. In order to 
best preserve its monopoly, playing it hard seems 
like a logical option, something that can best be 
accomplished with a more autocratic company.

Still, with a changing oil and gas industry, 
decreasing revenues and increasing competition, 
something needs to change. Disorganizing the 
extremely organized company and disconnecting it 
more from the Russian state might help accomplish 
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strategic renewal and herewith better adapt itself 
to the industry. Yet, keeping management control 
exclusive to the top provides Gazprom with 
merits as well, with a large company demanding 
a certain level of control. And that is without even 
considering the difficulty tinkering with Gazprom’s 
management would bring. While both options 
embody disadvantages as well, making the right 

decision is definitely challenging. It is up to Miller 
and the Board to decide, but what choice can 
ultimately make Gazprom’s dreams come true?

Co-authors: Larissa Kalle and Wester Wagenaar

Sources: www.gazprom.com; Åslund (2010); BBC, 30 May 2019 
and 3 June 2019; Economist, 23 March 2013; EurasiaNet, 3 August 
2015; Financial Times, 5 June 2013, 17 June 2013 and 3 April 2018; 
Forbes, 2 June 2005; Petroleum Economist, 21 September 2018.

PERSPECTiVES On THE ORgAnizATiOnAl 
COnTExT

I claim not to have controlled events, but confess plainly that events have 
controlled me.
Abraham Lincoln (1809–1865); American president

While the pressures for both control and chaos are clear, this does leave managers with 
the challenging question of how they must reconcile two opposite, and at least partially 
incompatible, demands. Gaining a considerable level of top management control over the 
development of the organization will to some extent be at odds with a policy of accepting, 
or even encouraging, organizational chaos. To control or not to control, that is the question.

And yet again managers should not hope to find widespread consensus in the strategic 
management literature on what the optimal answer is for dealing with these two conflicting 
pressures. For among strategy academics and business practitioners alike, opinions differ 
strongly with regard to the best balance between control and chaos. Although many writers 
do indicate that there may be different styles in dealing with the paradox and that these 
different styles might be more effective under different circumstances (e.g. Strebel, 1994; 
Vroom and Jago, 1988), most authors still exhibit a strong preference for a particular 
approach – which is duly called the ‘modern’ or ‘new’ style, or better yet, ‘21st century 
practices’ (Ireland and Hitt, 1999).

Following the dialectical enquiry method used in previous chapters, here the two 
diametrically opposed positions are identified and discussed. On the one hand, there 
are those who argue that top managers should lead from the front. Top managers should 
dare to take on the responsibility of imposing a new strategic agenda on the organization 
and should be at the forefront in breaking away from organizational inheritance where 
necessary. This point of view, with its strong emphasis on control and leading top-down, 
is referred to as the ‘organizational leadership perspective’. This view is also known 
as the strategic leadership perspective (e.g. Cannella and Monroe, 1997; Rowe, 2001), 
but to avoid confusion with the industry leadership perspective discussed in Chapter 10, 
here the prefix ‘organizational’ is preferred. On the other hand, there are people who 
believe that managers rarely have the ability to shape their organizations at will, but 
rather that organizations develop according to their own dynamics. These strategists 
argue that in most organizations no one is really in control and that managers should not 
focus their energy on attempting to impose developments top-down, but rather focus on 
facilitating processes of self-organization. This point of view, with its strong emphasis 
on chaos and facilitating bottom-up processes, is referred to as the ‘organizational 
dynamics perspective’.
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The organizational leadership perspective
To proponents of the organizational leadership perspective, top management 
can – and should – take charge of the organization. In their view, organizational 
inertia and a growing misfit between the organization and its environment 
are not an inevitable state of affairs, but result from a failure of leadership. 

Bureaucracy, organizational fiefdoms, hostile relationships, inflexible corporate cultures, 
rigid competencies and resistance to change – all of these organizational diseases exist, 
but they are not unavoidable facts of organizational life. ‘Healthy’ organizations guard 
against falling prey to such degenerative illnesses, and when symptoms do arise it is a task 
of the leader to address them. If organizations do go ‘out of control’, it is because weak 
leadership has failed to deal with a creeping ailment. The fact that there are many sick, 
poorly controlled companies does not mean that sickness should be accepted as the natural 
condition.

At the basis of the organizational leadership perspective lies the belief that if people 
in organizations are left to ‘sort things out’ by themselves, this will inevitably degenerate 
into a situation of strategic drift (see Chapter 8). Without somebody to quell political 
infighting, set a clear strategic direction, force through tough decisions and supervise 
disciplined implementation, the organization will get bogged down in protracted internal 
bickering. Without somebody to champion a new vision, rally the troops and lead from the 
front, the organization will never get its heavy mass in motion. Without somebody who 
radiates confidence and cajoles people into action, the organization will not be able to 
overcome its risk averseness and conservatism. In short, leaders are needed to counteract 
the inherent inertia characteristic of human organization.

As organizational order and direction do not happen spontaneously, the ‘visible 
hand’ of management is indispensable for the proper functioning of the organization 
(e.g. Child, 1972; Cyert, 1990, Reading 11.1). And this hand must be firm. Managers 
cannot afford to take a laissez-faire attitude towards their task as leader – to lead means 
to get the organizational members to follow, and this is usually plain hard work (e.g. 
Bennis and Nanus, 1985; Kelley, 1988). To convince people in the organization to let 
themselves be led, managers cannot simply fall back on their position power. To be able 
to steer organizational developments managers need considerable personal power. To be 
successful, managers must be trusted, admired and respected. The forcefulness of their 
personality and the persuasiveness of their vision must be capable of capturing people’s 
attention and commitment. And as leaders, managers must also be politically agile, able to 
build coalitions where necessary to get their way.

Of course, not all managers have the qualities needed to be effective leaders – either 
by nature or nurture. Some theorists emphasize the importance of ‘nature’, arguing 
that managers require specific personality traits to be successful leaders (e.g. House 
and Aditya, 1997; Tucker, 1968). Yet other theorists place more emphasis on ‘nurture’, 
arguing that most effective leadership behaviour can be learned if enough effort is exerted 
(e.g. Kotter, 1990; Nanus, 1992). Either way, the importance of having good leadership 
makes finding and developing new leaders one of the highest priorities of the existing top 
management team.

To proponents of the organizational leadership perspective, being a leader does not 
mean engaging in simple top-down, command-and-control management. There are 
circumstances where the CEO or the top management team designs strategies in isolation 
and then imposes them on the rest of the organization. This type of direct control is 
sometimes necessary to push through reorganizations or to make major acquisitions. In 
other circumstances, however, the top managers can control organizational behaviour 
more indirectly. Proposals can be allowed to emerge bottom-up, as long as top 
management retains its power to approve or terminate projects as soon as they become 
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serious plans (e.g. Bourgeois and Brodwin, 1983; Quinn, 1980, Reading 7.2). Some 
authors suggest that top management might even delegate some decision-making powers 
to lower level managers, but still control outcomes by setting clear goals, developing a 
conducive incentive system and fostering a particular culture (e.g. Senge, 1990b; Tichy 
and Cohen, 1997).

What leaders should not do, however, is relinquish control over the direction of the 
organization. The strategies do not have to be their own ideas, neither do they have to 
carry out everything themselves. But they should take upon themselves the responsibility 
for leading the organization in a certain direction and achieving results. If leaders let go of 
the helm, organizations will be set adrift, and will be carried by the prevailing winds and 
currents in directions unknown. Someone has to be in control of the organization, otherwise 
its behaviour will be erratic. Leadership is needed to ensure that the best strategy is followed.

In conclusion, the organizational leadership perspective holds that the upper echelons 
of management can, and should, control the strategy process and by extension the strategy 
content. The CEO, or the top management team (e.g. Finkelstein and Hambrick, 1996; 
Hambrick and Mason, 1984), should have a grip on the organization’s process of strategy 
formation and should be able to impose their will on the organization. Leaders should 
strive to overcome organizational inertia and adapt the organization to the strategic 
direction they intend. This type of controlled strategic behaviour is what Chandler 
(1962) had in mind when he coined the aphorism “structure follows strategy” – the 
organizational structure should be adapted to the strategy intended by the decision maker. 
In the organizational leadership perspective it would be more fitting to expand Chandler’s 
maxim to “organization follows strategy” – all aspects of the company should be matched 
to the strategist’s intentions.

fiAT-CHRySlER: lEAding By 
iTAliAn ExAmPlE
One of the most talked about change-makers in the 
automotive industry was Sergio Marchionne. After 
taking control in 2004, he miraculously saved the 
left-for-dead Fiat – a distinctive Italian car maker 
like Alfa Romeo, Maserati and Ferrari – in just a 
couple of years. Then, Marchionne applied his tried 
and tested method at Chrysler in which Fiat gained 
a 20 per cent stake at close to no cost. This was not 
the easiest of challenges – just a few years earlier, 
German firm Daimler had tried and failed to turn 
around a declining Chrysler.

Key to Fiat’s saviour was a monumental 
turnaround in leadership. Management, Marchionne 
argued, should control the strategy process. To do so, 
overheads have to be cut quickly and old managers 
that hold on to top-down management need to be 
replaced by younger executives. This creates an 
accountable, open, communicative and less politics-
ridden ecosystem at the top, capable of steering a 

firm through the automotive industry’s challenging 
environment.

Marchionne implemented these ideas at Chrysler 
right after taking over the company’s reins by 
initiating a 60-day ‘killing spree’. Just as he did 
with Fiat, he redefined the organizational structure 
and replaced people to become more responsive. 
This left many of the upper echelons of management 
stunned with new opportunities to meet, or, 
alternatively, anxiously looking for different jobs.

Forward thinking and flexible leaders at the 
helm of an organization in a pressured industry 
is no luxury. The car market is expected to turn 
increasingly volatile, and benefits of scale, although 
necessary for survival, bring about a new set of 
challenges. To meet these, the jolt to Chrysler by 
shaking up top management positions was not 
enough. That is why Marchionne visibly led his 
senior staff, who in turn needed to be visible to 
the rest of the organization. Only by continuously 
displaying the right behaviour can a company make 
necessary changes.

ExHiBiT 11.2 THE ORgAnizATiOnAl lEAdERSHiP PERSPECTiVE 
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Marchionne did not shy away from leading by 
example and being visible himself. In June 2013, 
he visited Fiat and Chrysler’s headquarters in Turin 
and Auburn Hills, in addition to visiting half a dozen 
other places around the world. He was far from 
enjoying the tourist locations, but instead visibly 
busied himself with quenching labour union issues, 
boosting productivity, and setting up co-operative 
ventures in China.

According to Marchione, faulty leadership 
underpins a firm’s immediate problems and one 
should not hesitate to replace it. Saving hundreds of 
thousands of jobs worldwide weighs up to getting 
rid of a handful of senior executives at least partially 
responsible for creating the issues in the first place. 

Being visible and displaying desired behaviour 
might have been even more impressive. Unafraid of 
making structural changes, visible to all, is what set 
him apart.

Marchionne passed away in 2018, but will 
forever be remembered as an auto industry legend. 
Consecutive years of profit and growing car sales 
– Fiat and Chrysler Automobiles ended 2018 in 
the strongest financial position since the two car 
manufactures merged – show Marchionne succeeded 
where even renowned car maker Daimler could not.

Co-authors: Jasper de Vries and Wester Wagenaar

Sources: FCA Group Annual Report, 2013-2018; CNBC, 25 July 
2018; CNN Money, 12 July 2013; The Economist, 7 May 2009; 
The Guardian, 31 July 2014.

The organizational dynamics perspective
To proponents of the organizational dynamics perspective, such a heroic depiction of 
leadership is understandable, but usually more myth than reality. There might be a few 
great, wise, charismatic managers that rise to the apex of organizations, but unfortunately, 
all other organizations have to settle for regular mortals. Strong leaders are an exception, 
not the norm, and even their ability to mould the organization at will is highly exaggerated 
– good stories for best-selling autobiographies, but legend nevertheless (e.g. Chen and 
Meindl, 1991; Kets de Vries, 1994). Yet, the belief in the power of leadership is quite popular 
among managers and the managed alike (e.g. Meindl, Ehrlich and Dukerich, 1985; Pfeffer, 
1977). Managers like the idea that as leaders of an organization or organizational unit, they 
can make a difference. To most, ‘being in control’ is what management is all about. They 
have a penchant for attributing organizational results to their own efforts (e.g. Hayward, 
Rindova and Pollock, 2004; Sims and Lorenzi, 1992). As for ‘the managed’, they too often 
ascribe organizational success or failure to the figurehead leader, whatever that person’s real 
influence has been – after all, they too like the idea that somebody is in control. In fact, both 
parties are subscribing to a seductively simple ‘great person model’ of how organizations 
work. The implicit assumption is that an individual leader, by the strength of personality, can 
steer large groups of people, like a present-day Alexander the Great.

However seductive, this view of organizational functioning is rarely satisfactory.  
A top manager does not resemble a commander leading the troops into battle, but rather 
a diplomat trying to negotiate peace. The top manager is not like a jockey riding a 
thoroughbred horse, but more like a cowboy herding mules. Organizations are complex 
social systems, made up of many ‘stubborn individuals’ with their own ideas, interests 
and agendas (e.g. Greenwood and Hinings, 1996; Stacey, 1993). Strategy formation is 
therefore an inherently political process that leaders can only influence depending on their 
power base. The more dispersed the political power, the more difficult it is for a leader to 
control the organization’s behaviour. Even if leaders are granted, or acquire, significant 
political power to push through their favoured measures, there may still be considerable 
resistance and guerrilla activities. Political processes within organizations do not signify 
the derailment of strategic decision making – politics is the normal state of affairs and few 
leaders have real control over these political dynamics.

Besides such political limitations, a top manager’s ability to control the direction of 
a company is also severely constrained by the organization’s culture. Social norms will 
have evolved, relationships will have been formed, aspirations will have taken root and 
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cognitive maps will have been shaped. A leader cannot ignore the cultural legacy of the 
organization’s history, as this will be deeply etched into the minds of the organization’s 
members. Any top manager attempting to radically alter the direction of a company will 
find out that changing the underlying values, perceptions, beliefs and expectations is 
extremely difficult, if not next to impossible. As Weick (1979) puts it, an organization 
does not have a culture, it is a culture – shared values and norms are what make an 
organization. And just as it is difficult to change someone’s identity, it is difficult to change 
an organization’s culture (e.g. Schein, 1993; Smircich and Stubbart, 1985). Moreover, as 
most top managers rise through the ranks to the upper echelons, they themselves are a 
product of the existing organizational culture. Changing your own culture is like pulling 
yourself up by your own bootstraps – a great trick, too bad that nobody can do it.

In Chapters 4 and 5, a related argument was put forward, as part of the resource-based 
view of the firm. One of the basic assumptions of the resource-based view is that building 
up competencies is an arduous task, requiring a relatively long period of time. Learning is a 
slow process under the best of circumstances, but even more difficult if learning one thing 
means unlearning something else. The stronger the existing cognitive maps (knowledge), 
routines (capabilities) and disposition (attitude), the more challenging it is to ‘teach an old 
dog new tricks’. The leader’s power to direct and speed up such processes, it was argued, 
is quite limited (e.g. Barney, 1991, Reading 4.2; Leonard-Barton, 1995).

Taken together, the political, cultural and learning dynamics leave top managers with 
relatively little direct power over the system they want to steer. Generally, they can react to 
this limited ability to control in one of two basic ways – they can squeeze tighter or let go. 
Many managers follow the first route, desperately trying to acquire more power, to gain a 
tighter grip on the organization, in the vain attempt to become the heroic leader of popular 
legend. Such a move to accumulate more power commonly results in actions to assert 
control, including stricter reporting structures, more disciplined accountability, harsher 
punishment for non-conformists and a shakeout among managers. In this manner, control 
comes to mean restriction, subordination or even subjugation. Yet, such a step towards 
authoritarian management will still not bring managers very much further towards having 
a lasting impact on organizational development.

The alternative route is for managers to accept that they cannot, but also should not try 
to, tightly control the organization. As they cannot really control organizational dynamics, 
all heavy-handed control approaches will have little more result than making the 
organization an unpleasant and oppressive place to work. If managers emphasize control, 
all they will do is run the risk of killing the organization’s ability to innovate and learn. 
Innovation and learning are very difficult to control, especially the business innovation and 
learning happening outside of R&D labs. Much of this innovation and learning is sparked 
by organizational members, out in the markets or on the work floor, questioning the status 
quo. New ideas often start ‘in the margins’ of the organization and grow due to the room 
granted to offbeat opinions. Fragile new initiatives often need to be championed by their 
owners lower down in the hierarchy and only survive if there is a tolerance for unintended 
‘misfits’ in the organization’s portfolio of activities. Only if employees have a certain 
measure of freedom and are willing to act as intrapreneurs, will learning and innovation be 
an integral part of the organization’s functioning (e.g. Amabile, 1998; Quinn, 1985).

In other words, if managers move beyond their instinctive desire for control and 
recognize the creative and entrepreneurial potential of self-organization, they will not 
bemoan their lack of control. They will see that a certain level of organizational chaos 
can create the conditions for development (e.g. Levy, 1994; Stacey, 1993, Reading 11.2). 
According to the organizational dynamics perspective, the task for managers is to use 
their limited powers to facilitate self-organization (e.g. Beinhocker, 1999; Wheatley and 
Kellner-Rogers, 1996). Managers can encourage empowerment, stimulate learning and 
innovation, bring people together, take away bureaucratic hurdles – all very much like 
the approach by most governments in market economies, who try to establish conditions 
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conducive to entrepreneurial behaviour instead of trying to control economic activity. 
Managers’ most important task is to ensure that the ‘invisible hand of self-organization’ 
functions properly and does not lead to ‘out-of-hand disorganization’.

So does the manager matter? Yes, but in a different sense than is usually assumed. The 
manager cannot shape the organization – it shapes itself. Organizational developments are 
the result of complex internal dynamics, which can be summarized as strategy follows 
organization, instead of the other way around. Managers can facilitate processes of self-
organization and thus indirectly influence the direction of development, but at the same 
time managers are also shaped by the organization they are in.

migROS: By And fOR THE 
PEOPlE
It is 1925, Zürich, Switzerland. Money is scarce, and 
healthy yet affordable groceries are hard to find in 
what has currently become the economic centre of 
a wealthy country. It was at that time when Gottlieb 
Duttweiler, a man with a vision and a kind heart, 
founded Migros, a firm that would later leave a mark 
on the Swiss retailing industry, as well as on Swiss 
society. His objective was to meet the demand for 
low-priced basic food by cutting out the middleman. 
He would sell a few basic products to households 
that didn’t have easy access to markets, but as 
demand for his services grew, so did the company. 
This led to a dilemma for Duttweiler: should he keep 
control of the growing company and ownership of 
its potential profits, or become a company ‘by and 
for the people’? In 1941, Duttweiler decided to put 
the customers in charge and transfer the branches 
into regional co-operatives.

The Migros community conducts business in 
a way best described as society oriented. There 
is still a board as well as a Federation of Migros 
Cooperatives heading the different enterprises, but 
this governance structure takes more of a facilitating 
form. The 2.2 million customers, amounting to over 
a quarter of the Swiss population, effectively run 
the firm, meaning it is owned by the same people 
that it serves. Every two years, 100 members of 
the co-operative are elected to take a seat in the 
Assembly of Delegates. Its powers include defining 
and amending the statutes, electing or dismissing 
board members and defining and amending business 
policy.

One of the collectively taken decisions is to 
refrain from selling alcoholic beverages and tobacco 

in the Migros flagship supermarkets. Offering 
products at the lowest price possible has always 
been a major objective, but when applying this 
policy to potentially harmful products, the Assembly 
of Delegates argued, the well-being of individuals 
could be compromised. While a profitability 
focussed firm may perceive this as an acceptable 
consequence, for the consumer operated Migros it 
is not.

In 1996, Migros initiated the M-Budget brand, 
aimed at individuals with a lower income. As it turns 
out, the idealistic philosophy behind this initiative 
resulted in these items not only appealing to those 
living on a budget, but also to trendy shoppers 
sharing this philosophy. Migros followed up on 
this development by initiating M-Budget parties 
where people were challenged to cook high-end, 
gastronomic meals using only M-Budget products.

Migros’ governance structure gives its individual 
retailers the freedom to implement their own 
initiatives, while allowing them to learn from the 
successes and failures of others. For instance, 
Migros Aare came up with a strategy it called 
Polaaris – new offerings are developed, tested and 
improved upon by having small pilot schemes in 
which customers analyze the least viable products. 
Migros Aare also launched My Migros, a fully 
personalized online grocery store for customers in 
the Bern area, which offers Swiss products tailored 
to the customer’s needs based on their shopping data 
from the last 12 months.

Though its individual retailers retain much freedom, 
Migros can quickly identify and respond to common 
issues, as well as shape a long-term strategy. The 
co-operative applies a democratic process in which 
stakeholders, among which the 443 million customer 
contacts at the checkout in Cooperative Retailing, 

ExHiBiT 11.3 ORgAnizATiOnAl dynAmiCS PERSPECTiVE 
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form an important source for its product offerings 
and strategy. Unsurprisingly, Migros is recognized by 
its customers, its employees and the general public as 
the leading company for improving quality of life. As 
Migros puts it: ‘a better life every day’.

Co-authors: Adriaan de Bruijn and Rinske Breuer

Sources: www.migros.ch; Migros Annual Report 2018; Gloor 
and Cooper, ‘The New Principles of a Swarm Business’, Sloan 
Management Review, April 2007.

mAnAging THE PARAdOx Of COnTROl And 
CHAOS

Chaos often breeds life, when order breeds habit.
Henry Brooks Adams (1838–1919); American writer and historian

So how should organizational development be encouraged? Can the top management of 
a firm shape the organization to fit with their intended strategy or does the organizational 
context determine the strategy that is actually followed? And should top management 
strive to have a tight grip on the organization, or should they leave plenty of room for self-
organization? (See Table 11.1.)

TABlE 11.1 Organizational leadership versus organizational dynamics perspective

Organizational leadership 
perspective

Organizational dynamics  
perspective

Emphasis on Control over chaos Chaos over control
Organizational 
development

Controllable creation process Uncontrollable evolutionary process

Development metaphor The visible hand The invisible hand
Development direction Top-down, imposed organization Bottom-up, self-organization
Decision making Authoritarian (rule of the few) Democratic (rule of the many)
Change process Leader shapes new behaviour New behaviour emerges from  

interactions
Change determinants Leader’s vision and skill Political, cultural and learning  

dynamics
Organizational malleability High, fast Low, slow
Development driver Organization follows strategy Strategy follows organization
Normative implication Strategize, then organize Organize, then strategize

As before, views differ strongly, both in business practice and in academia; not only 
in the field of strategy, but also in neighbouring fields such as organizational behaviour, 
human resource management and innovation management, and more broadly in the 
humanities, including sociology, economics, political science and psychology. The 
economic sociologist Duesenberry once remarked that “economics is all about how 
people make choices; sociology is all about how they don’t have any choices to make”. 
Although half in jest, his comment does ring true. Much of the literature within the field 
of economics assumes that people in organizations can freely make choices and have the 
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power to shape their strategy, while possible restraints on their freedom usually come 
from the environment. Sociological literature, but also psychological and political science 
work, often features the limitations on individual’s freedom. These different disciplinary 
inclinations are not absolute, but can be clearly recognized in the debate.

With so many conflicting views and incompatible prescriptions on the issue of 
organizational development, the question is how to manage the paradox of control and 
chaos. Following the taxonomy in Chapter 1, strategizing managers have the following 
options at their disposal.

Balancing
Depending on the organization, strategists blend elements of opposite demands for top 
management control and organizational chaos into a balance. As has been discussed in 
Chapter 7 on strategy formation, the primary process of the firm or organizational unit is 
a key factor. For example, the demand for top management control is higher in production 
units than in a professional services firm, while the demand for organizational chaos 
prevails in business development units.

Organizational culture is another factor influencing the blend of opposite demands. For 
example, the founder’s leadership style and the firm’s native country are among the factors 
that create an organization-specific culture (further discussed in the next section on the 
international perspective on the organizational context).

Juxtaposing
Within the organization, strategists are leading many groups, projects and corporate 
initiatives. The larger the organization, the more variety of organizational processes 
strategizing leaders participate in. For example, a manager may be heading a product 
innovation project, a cost-cutting operation and an acquisition process at the same time. 
These activities require different organizational leadership styles, and thus the strategizing 
manager needs to juxtapose between different opposites or blends simultaneously. This 
requires high flexibility of leadership styles and specific dynamic capabilities (Teece, 
Pisano and Shuen, 1997).

Embracing
The tension between the demand for top management control and organizational chaos 
can also be exploited at the leadership team level, by intentionally bringing together 
opposite individuals. Diverse leadership teams, bringing together different disciplines and 
cultures for example, are not the easiest of organizational configurations. Yet, tensions can 
be exploited as sources of creativity and opportunity.

One specific manifestation of an intentionally designed tension is the phenomenon of 
‘dynamic duos’ who have built large firms such as Hewlett and Packard, and Walt and Roy 
Disney. Actually some authors argue that a large number of new ventures are successful 
exactly because of the combination of two contrary individuals forming the leadership 
team. They argue that while the attention of academics and journalists is directed to the 
more outgoing member of the leadership team, the correct level of analysis should be the 
duo, the yin and yang of success.

One such author was the late David Thomson (2006) who analysed the 387 high growth 
companies that have IPO’d since 1980 and concluded that success often depends on 
dynamic duos, one of them being the external part and the other the internal half of the 
effort. Together they are able to combine change and stability.
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THE ORgAnizATiOnAl COnTExT in 
inTERnATiOnAl PERSPECTiVE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

So long as men worship the Caesars and Napoleons, Caesars and Napoleons 
will duly arise and make them miserable.
Aldous Huxley (1894–1963); English novelist

Views on the nature of the organizational context are diverse and research indicates 
divergent national preferences. A variety of factors can be held responsible for inclinations 
on how the paradox of control and chaos is viewed in different countries. When discussing 
the international perspective of the organizational context, dealing with national 
preferences is self-evident. Yet not every perceptional difference should be attributed to 
international differences; preferences in industries taken on a global scale and individual 
dispositions should not be ignored.

On the national level
In large-scale fieldwork carried out by researchers at Cranfield Business School in the 
United Kingdom (Myers et al., 1995), significantly different leadership styles were 
recognized among European executives. The research notes that the predominant approach 
in Sweden and Finland can be typified as the ‘consensus’ style – with low power distance 
and low masculinity. This finding can be generalized for all of the Nordic countries, 
where cooperation and consensus are often valued over individualistic decision making 
(Goldsmith and Larsen, 2004). Executives in Germany and Austria have a style labelled 
‘working towards a common goal’, where specialists work together within a rule-bound 
structure. In France, the most popular style is ‘managing from a distance’ where planning 
is emphasized in a hierarchic setting. Executives from the United Kingdom, Ireland and 
Spain prefer ‘leading from the front’. According to the researchers, the latter leadership 
style relies on the belief that it is the skills and charisma of particular individuals at the 
top that are responsible for the success or failure of an organization. This suggests that the 
organizational leadership perspective is more popular in these three countries as well as 
in other Anglo-Saxon and Latin cultures, than in the rest of Europe. Other cross-cultural 
theorists support this supposition (e.g. Hampden-Turner and Trompenaars, 1993; Lessem 
and Neubauer, 1994).

The perceived locus of control can also explain international preferential differences. 
People with an internal locus of control believe that they can shape events and have 
an impact on their environment, while those with an external locus of control believe 
they are caught up in events they can hardly influence. In countries where the culture 
is more inclined towards an internal locus of control, it is reasonable to expect that 
the organizational leadership perspective will be more widespread. Managers in such 
societies will be more strongly predisposed to believe that they can shape organizational 
circumstances. In cultures that are characterized by a predominantly external locus of 
control, more support for the organizational dynamics perspective can be expected.

A cultural characteristic related to perceived loci of control is the preference for 
order and structure that prevails in some countries. Hofstede (1993) refers to this issue 
as uncertainty avoidance. In some cultures, there is a low tolerance for unstructured 
situations, poorly defined tasks and responsibilities, ambiguous relationships and unclear 
rules. People in these nations exhibit a distinct preference for predictability – they need to 
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feel they are in control. In other cultures, however, people are less nervous about uncertain 
settings. The tolerance for situations that are unorganized or self-organizing is much 
higher – even in relatively chaotic circumstances, the call for ‘law and order’ will not be 
particularly strong. It can be expected that there will be a more pronounced preference 
for the organizational leadership perspective in countries that score high on uncertainty 
avoidance, than in nations with a low score on this cultural dimension.

Another distinction that can be made is between two types of organizations. In the 
mechanistic view, organizations exist as systems that are staffed with people, while in 
the organic view organizations exist as groups of people into which some system has 
been brought. Taking the former perspective, leaders will be regarded as mechanics – the 
organizational system can be redesigned, re-engineered and restructured to pursue another 
course of action where necessary. In countries where the mechanistic view of organizations 
is more predominant, an inclination towards the organizational leadership can be expected. 
The organic view, however, sees the leader as the head of the clan – bound by tradition and 
loyalty, but able to count on the emotional commitment of the members. Important in 
reorienting and rejuvenating the organization is the leader’s ability to challenge orthodox 
ideas, motivate people and manage the political processes. Countries where this view is 
more predominant will likely lean towards the organizational dynamics perspective.

Closely related to the distinction between mechanistic and organic organizations, is the 
level of formalization of a firm. If companies aim to govern the activities and behaviours of 
employees through imposing extensive rules and procedures, an organizational leadership 
perspective is taken. When little formalization is in place and employees are encouraged 
to self-organize, this indicates the organizational dynamics perspective. Some countries 
show distinct differences in the level of formalization. For example, Japanese firms are 
quite formalized, while companies in the Nordic countries are often less so (Dobbin and 
Boychuk, 1999; Horváth et al., 1976).

On the industry level
Although the average level of formalization of companies correlates with country-specific 
preferences, it is a common rule that the bigger the firm, the more formalized it becomes. 
This is true regardless of the country of origin of the company. Only big companies 
can develop and produce trains, airplanes, spacecraft, national defence systems and oil 
platforms for instance. Industries requiring a large scale to properly operate can thus be 
expected to have an inclination towards the organizational leadership perspective.

Reluctant to call it chaos, most researchers do agree organizations need a decent degree of 
disorder to foster the flow of innovative ideas. As such, many companies in the creative sector 
try to refrain from imposing authoritarian control and instead see the value of self-organization.

To the strategist
It is not just culture that plays a role in the organizational context, research has suggested 
behaviours of leaders to be gender stereotypic. The heroic, individualized depiction of 
leadership is an association particularly strong among men. Leadership styles have 
traditionally been grouped as a dichotomy between task orientation as opposed to relations 
orientation; men are commonly associated with task-oriented leadership and women 
with the interpersonally oriented style (e.g. Eagly and Johannesen-Schmidt, 2001; Eagly 
and Johnson, 1990; Gevedon, 1992; Gibson, 1995; Oshagbemi and Gill, 2003; Rigg and 
Sparrow, 1994; Taleb, 2010). The country of origin of a leader does not appear to influence 
this gendered perception much, as these gender preferences have been confirmed across 
a variety of countries – even in more ‘feminine’, less patriarchal, societies (e.g. Bellou, 
2011; Gibson, 1995; Oshagbemi and Gill, 2003; Taleb, 2010).
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Another individual characteristic that can influence a preference for either the 
organizational dynamics or the organizational leadership perspective is the leader’s age. 
Studies in the UK, US and India suggest that the higher the age of a manager, the more 
participative he or she is, preferring collective decision making over the authoritarian 
kind. This in contrast to younger managers who take decisions that may not necessarily be 
popular among the majority of the workers (e.g. Kotur and Anbazhagan, 2014; Mitchell, 
2000; Oshagbemi, 2004, 2008).

A strategist has to be aware of his or her own disposition and what the environmental 
demands are. Does a strategist need to adapt to internal or external needs and is a bit of chaos 
then beneficial to the development of the firm? Or is it the vision and skill of the leader that 
needs to guide the organization? Operating on the international level brings along more 
difficulties, for employees from different countries are likely to have divergent opinions on 
what behaviour the organizational context is supposed to encourage and facilitate.

inTROduCTiOn TO THE REAdingS

To help strategists to come to grips with the variety of perspectives on this issue, three 
readings have been selected that each shed their own light on the topic. As in previous 
chapters, the first two readings are representative of the two poles in this debate, while the 
third reading relates the two contrary perspectives.

To open the debate on behalf of the organizational leadership perspective, Reading 11.1 
has been selected entitled ‘Defining Leadership and Explicating the Process’, which is 
written by one of the ‘godfathers’ of organizational theory, Richard Cyert. In this article, 
Cyert starts by summarizing the functions of a leader: determining the organizational 
structure, selecting managers, setting strategic objectives, controlling internal and external 
information flows, maintaining morale and making important decisions. But while some 
authors take an organizational leadership perspective and tend to conjure up an image of 
the leader as an octopus, with many long arms performing all of these tasks at the same 
time, Cyert has a more human, two-armed individual in mind. His view of the leader is not 
the control freak who wants to run the organization single-handedly, but a person who can 
“heavily influence the process of determining the goals of the organization”, and then can 
“have the participants in the organization behave in the ways that the leader believes are 
desirable”. This definition of leadership has two important ingredients. First, Cyert argues 
that leaders need to take the initiative in determining a vision and organizational goals, 
although they do this in interaction with other organizational members. Second, Cyert 
argues that leaders need to focus on modifying the people’s behaviours. To get people to 
move in the desired direction, he states that it is not so important what a leader decides or 
tells people to do. Rather, an effective leader “controls the allocation of the attention focus 
of the participants in the organization … so that their attention is allocated to the areas that 
the leader considers important”. In this way, Cyert believes, organizational members will 
voluntarily align their behaviours with where the leader wants to go. He admits that “this 
conception of leadership might strike some as making the leader a manipulative person”, 
but feels that if leaders have a genuine belief in what they are doing and have an honest 
dedication to the people in the organization, exerting this type of leadership is justified. 
Although Cyert is well aware that organizations are complex systems of interacting human 
beings, his unquestioned supposition throughout the reading is that leadership is possible 
and necessary. As many writers take an organizational leadership perspective, the demand 
for top management control is an implicit assumption – the main issue discussed is how 
to get power and how to exert control. Cyert’s preference is for more indirect control, 
implicitly leaving some room for bottom-up self-organization.
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As the opening reading to represent the organizational dynamics perspective (Reading 
11.2), an article by Ralph Stacey has been selected, entitled ‘Strategy as Order Emerging 
from Chaos’. Stacey argues that top managers cannot, and should not even try, to control 
the organization and its strategy. In his view, the organizational dynamics involved 
in strategy formation, learning and change are too complex to simply be controlled by 
managers. He states that “sometimes the best thing a manager can do is to let go and allow 
things to happen”. The resulting chaos, he argues, does not mean that the organization 
will be a mess – a lack of control, he assures, does not mean that the organization will be 
adrift. His reasoning is that non-linear feedback systems, such as organizations, have a 
self-organizing ability which “can produce controlled behaviour, even though no one is 
in control”. In his view, real strategic change requires the chaos of contention and conflict 
to destroy old recipes and to encourage the quest for new solutions. The “self-organizing 
processes of political interaction and complex learning” ensure that chaos does not result 
in disintegration. Hence, in Stacey’s opinion, it is management’s task to help create a 
situation of bounded instability in which strategy can emerge. Managers do have a role in 
organizations, but it can hardly be called leadership – ‘leaders’ must direct their efforts at 
influencing the organizational context in such a way that the right conditions prevail for 
self-organization to take place. ‘Leaders’ are largely facilitators, making it possible for 
new and unexpected strategies to develop spontaneously.

In Reading (11.3), 'Structured Networks: Towards the well-designed matrix',  
Michael Goold and Andrew Campbell combine the two perspectives by introducing 
the organization as a ‘structured network’: the organizational units retain considerable 
autonomy, but collaborate extensively through voluntary networking between units. The 
organization is largely self-managing, but has sufficient structure, process and hierarchy 
to achieve coordination and implement the corporate strategy. The objective is to obtain 
the benefits of interdependence but without sacrificing clear responsibilities, managerial 
initiative and accountability, speed of decision making and lean hierarchy. To design a 
structured network, the authors argue, it is necessary to achieve clarity about each unit’s 
role without hemming managers in with too much detail. It is also necessary to support 
mutual learning without compromising distinctive differences, to defend specialist culture 
units from domination by mainstream units, to promote cooperation without embarking 
on unnecessary synergy initiatives, to recognize shared responsibilities without diluting 
unit accountability, and to encourage the corporate hierarchy to add value without creating 
redundant overheads and interference. Organizations designed in this way will have 
enough, but not too much structure.

1Source: This article was adapted from Richard M. Cyert (2006) ‘Defining Leadership and Explicating the Process’, Nonprofit Management 
and Leadership, Vol. 1(1) pp. 29–38. Copyright © John Wiley & Sons, Inc. 1990. Reproduced with permission of John Wiley & Sons, Inc.

Defining leadership and explicating  
the process
By Richard M. Cyert1

READING

11.1
I t is true that organizations, whether for-profit or 

not-for-profit, are in need of leadership. Most 
people in leadership positions in organizations tend 
to be managers rather than leaders. They administer, 
allocate resources, resolve conflicts and go home 

at night convinced that they have done a good day’s 
work. They may have, but they have not provided the 
organization with the critical ingredient that every 
organization needs – leadership (Zalesnik, 1977; 
Bavelas, 1964).
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It is possible to generalize three broad functions 
that a leader performs. I specify these functions as 
organizational, interpersonal and decisional. The 
organizational function involves the development of 
the organizational structure and the selection of people 
to manage the various segments of an organization. It 
involves the determination of the goal structure and the 
control of the internal and external information flows. 
This function requires the leader to make certain that 
the participants in the organization and the relevant 
groups external to the organization are knowledgeable 
about the organization.

The interpersonal function involves the maintenance 
of morale in the organization. It reflects the degree of 
concern about the humanness of the organization. 
It requires the leader to pay attention to individual 
concerns.

The decision function involves the making 
of decisions that must be made in order for the 
organization to progress toward the achievement of its 
goals. This is the function that has traditionally been 
associated with leadership.

Nature of leadership

Although there is little agreement on the definition of 
leadership, most students of leadership would agree that 
the three functions just described are clearly a part of 
the definition. In a broad sense, the leader is attempting 
to have the participants in the organization behave in 
the ways that the leader believes are desirable. A major 
step in performing the organizational function is to 
define desirable behaviour.

Desirability is determined by the goals of the 
organization. The leader should heavily influence the 
process of determining the goals of the organization. 
The determination of a goal structure for an 
organization is the result of a series of interactions 
among the participants and between the participants 
and the leader. The goal structure represents the vision 
of the leader and of the organization’s other members. 
Projecting a vision for the organization is another 
characteristic that is commonly associated with 
leadership.

The vision embedded in the goal structure is 
essentially a map that is used as a guide for the 
direction of the organization. Clearly, the map is more 
detailed as one’s view shifts to subunits within the 
organization. At the top leadership position, a number 
of broad principles are specified to guide the overall 
construction of the vision.

These principles relate to the process by which 
the organization’s vision can be constantly modified 
and reshaped. The specification of strategic principles 
and of the process by which the vision is modified 
is another characteristic of leadership. The leader is 
the helmsman, and the goal structure, together with 
the strategic principle, is the means by which the 
leader steers the organization. But, an organization 
is an interactive system of human beings, and its 
performance depends on the behaviour of individuals. 
Regardless of the policies that are promulgated, the 
participants in the organization will determine the 
destiny of the organization by their productivity.

The goal structure is important in the leading of 
an organization. However, organizations can have 
conflicting goals (Cyert and March, 1963), primarily 
because they tend to goals sequentially. Also, each unit 
in an organization can focus on different goals. These 
goals may conflict, but they can all be embraced by the 
organization (Birnbaum, 1988).

A definition of leadership

The concept of attention focus is one of the most 
important variables in organization theory (March and 
Simon, 1958; Cyert and March, 1963). Participants 
in an organization allocate their attention to a variety 
of matters. The amount of attention allocated to each 
matter has been a subject of study. It can affect the 
organization in crucial ways. For example, if attention 
is not given to problems concerned with the future, 
the organization may flounder from myopia – too 
much attention to immediate problems. Clearly, the 
problems, concerns, ideas, concepts and so on to which 
the participants pay attention will determine the long-
run viability of the organization. The control of this 
allocation of attention is vital to the organization.

In discussing the formation of the organizational 
coalition, Cyert and March (1963, p. 39) argue that one 
of the five basic mechanisms for a theory of coalition 
formation is ‘an attention-focus mechanism’; however, 
‘we know rather little about the actual mechanisms that 
control this attention factor.’ In this paper, I argue that 
the leadership function is one of the mechanisms that 
control the attention factor.

In fact, my definition of leadership is that the 
leader controls the allocation of the attention focus 
of the participants in the organization. The leader 
of any organization, no matter how small or large it 
is, affects the allocation of attention by participants. 
In a decentralized, structured organization, standard 
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operating procedures determine the allocation of 
attention if the leader does not intervene. In general, in 
any organization where managers dominate, structured 
rules tend to influence the allocation of attention, but 
the leader will try to capture the attention focus of the 
participants so that their attention is allocated to the 
areas that the leader considers important.

The issues or problems on which the leader attempts 
to focus attention reflect, at least in part, the vision of the 
organization that exists in the leader’s mind. This vision 
will generally have been developed from discussions 
with relevant participants, from the leader’s experience 
and knowledge, and from his or her assessment of the 
organization’s future in the light of existing information. 
This vision will change over time as the leader gets 
feedback from the organization’s performance. As the 
vision changes, so does the priority of individual issues 
and problems to which the leader wishes to allocate the 
attention of participants. Organizations are dynamic, and 
attention allocation is an ongoing and always necessary 
process. Leadership, in the sense in which I have defined 
it here, must also be continuous.

Leadership, as I define it here, must also have 
substance. A leader cannot succeed in allocating 
attention without a strong intellectual position for a 
particular attention focus. This position can only come 
from a knowledge of the organization and of the area 
in which it functions. This need for specific knowledge 
is one of the reasons why it is difficult for executives 
to move from an organization in one industry to an 
organization in a different industry. The executive may 
be able to function as a manager, but he or she will 
have more difficulty functioning as a leader.

A second definition of leadership

Subgroups develop in every organization. Participants 
involved in the same department or in similar 
endeavours form a natural alliance (March and Simon, 
1958). Important individuals in an organization can 
constitute subgroups in and of themselves. The point 
is that subgroups can develop a goal structure of their 
own, and this goal structure may conflict with that of 
the central organization.

The leader  must  br ing  about  conformity 
between subgroup goals and the goals of the central 
organization. In other words, the leader must convince 
the members of the subgroup to give up or modify their 
goals and adopt the central organization’s goals. In 
some cases, of course, the leader may decide that the 
central goals should be changed in the direction of the 
subgroup’s goals. The point is that the leader cannot 

tolerate conflicting goals in the organization (Vroom 
and Jago, 1988). There must be a single goal structure, 
and everyone in the organization must accept it if the 
organization’s goals are to be achieved. The concept 
of teamwork – of everyone working together – is a 
necessity for any organization.

Definitions of leadership and the 
three leadership functions

Having defined leadership, it is now logical for us 
to discuss the methods that one uses in the act of 
leadership. However, before we move to that topic, 
it will be useful to relate our two definitions of 
leadership – which really are essentially one – to the 
three functions of leadership discussed earlier.

In order to understand the leader’s role, we need 
to go back to the distinction between managers and 
leaders. Every leader must perform some managerial 
functions, even though every manager cannot take a 
leadership role.

For example, in an effort to change organizational 
performance, many managers attempt to change the 
structure of their organizations. Currently, in an 
effort to reduce costs, many managers are attempting 
to reduce the number of hierarchical  levels. 
Sometimes, the structure is changed by modifying 
the reporting relationship among units. The level 
at which decisions are made can also be changed. 
The organization can become more centralized 
or more decentralized with respect to decision 
making. Yet, changes in organizational structure 
alone are not likely to have any lasting impact on 
the organization’s performance unless the structure 
affects the basic desire of participants to improve 
their performance.

The leader recognizes that it is necessary to focus 
the attention of participants on factors that will change 
performance. Thus, the leader makes changes in 
structure for their effect on attention focus, not because 
he or she believes that organizational structure alone 
can change the performance of participants. If the 
leader wishes to focus attention on costs, he or she 
looks at changes in the organization’s structure that 
will encourage participants to allocate their attention to 
costs. Increased decentralization will often accomplish 
such a shift. The point is that leaders look at 
organizational tasks with a view to the impact that their 
actions will have on the attention focus of participants. 
Attention focus is central to the performance of the 
organizational function of leadership.
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A similar statement can be made about the 
interpersonal function. The leader’s role is to relate to 
the participants in ways that will affect their attention 
focus. The interpersonal function of leadership 
is sometimes viewed as one that holds the leader 
responsible for making everyone in the organization 
feel good. Friendliness and openness can be good for 
an organization if they help participants to focus their 
attention on the elements that the leader deems to be 
important. The interpersonal function is extremely 
important, but the leader must relate his or her actions in 
this area to the desired impact on attention focus. There 
is ample evidence that there is a low correlation between 
high morale and high productivity (Misumi, 1985).

The relation between the decisional function and 
attention focus is perhaps the most interesting of the three. 
Bavelas (1964, p. 206) defined leadership in terms of 
decision making: ‘leadership consists of the continuous 
choice-making process that permits the organization as 
a whole to proceed toward its objectives despite all sorts 
of internal and external perturbations.’ More explicitly, 
he regards leadership as consisting of the reduction of 
uncertainty; this reduction is achieved by making choices.

This definition, which is close to the commonly 
accepted view of leadership, is quite different from 
those propounded here. My definitions focus on the 
leader’s responsibility for modifying the behaviour 
of participants in the organization. They assume that 
behaviour is affected by the items to which individuals 
allocate their attention. The leader is able to capture 
the attention focus of participants. The leader gets 
participants to allocate attention to the items that he or 
she deems to be important. There is no question that 
the decisions that a leader makes are ways of making 
the priorities for attention clear. That is the aspect of 
decision making that in my view is part of leadership, 
not the fact that decision making reduces uncertainty. 
Nevertheless, it could be argued that influencing the 
allocation of attention tends to reduce uncertainty.

Studies of decision making tend to show that 
decisions are rarely made by a single individual 
without regard to the views of the members of the 
organization. Leadership in an organization has to 
be less individualistic than it is in a combat situation 
where the leader may single-handedly eliminate a 
machine gun nest. Decision making in an organization 
must take into account the fact that members of the 
organization are interested in the direction that the 
organization takes. If the leader has captured the 
attention focus of the members, then it is possible 
to demonstrate ‘the highest expressions of personal 
leadership’ (Bavelas, 1964) and carry the organization 
along with those expressions.

Methods of leadership

If leadership is adequately encompassed by my 
definitions, we may ask how leadership is actually 
implemented in an organization. How does a person act 
in an organization when he or she plays a leadership 
role and wants to exert leadership?

There are at least three general approaches that are 
taken. They can be classified as communication, role 
modelling, and reward systems. I will discuss each of 
these approaches.

Communication
The first action that influences attention focus is oral 
interaction. These talks are ways of capturing the 
attention focus of participants. The ultimate aim is to 
change the behaviour of people in the organization by 
influencing their focus. The underlying theory is that 
individuals’ behaviour is controlled by their attention 
focus. Put another way, the leader brings about 
the behaviour that he or she desires by convincing 
participants to focus their attention on the ideas and 
actions that the leader considers important.

The interesting and difficult problem is that the 
methods of communication in organizations are not 
well defined (March and Simon, 1958). In general, it 
is best to use a variety of communication channels. 
These channels can vary from one-on-one discussions 
to departmental meetings and meetings of the whole 
faculty and staff.

The leader also uses written communication. 
Again, different approaches must be found. Written 
communications can vary from personal letters to 
letters to the whole organization and formal reports. 
Even articles written for newspapers or other 
publications can be used to explicate the leader’s 
desired priorities for the allocation of attention among 
participants.

Communication is perhaps the most important 
mechanism of leadership. The leader must have a 
clear understanding of the message that he or she is 
communicating, and he or she must be aware that the 
goal of communication is to influence the allocation of 
attention of the organization’s members.

Role model
As a way of continuing to communicate with members 
of the organization, the leader must take into account 
the impact of his or her behaviour on the attention 
focus of participants. The actions of the leader 
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clearly represent the ideas that he or she considers 
to be important. If a university president is trying to 
emphasize research as an activity of importance, he 
or she should engage in research activity as well as 
emphasize research in the direct communications that 
he or she makes. Role modelling is a case in which 
actions speak as loudly as words.

The leader’s activities are widely known among the 
members of any organization. Thus, the leader has ample 
opportunity to affect the attention focus of participants 
by demonstrating the factors that are important in his or 
her own behaviour. In other words, role modelling is a 
form of communication. The leader’s behaviour exerts 
leadership whether the leader intends it or not.

Reward system
The reward system that the leader establishes is 
another way of reinforcing the attention focus of 
members. The relationship between particular 
rewards and performance is not well established. An 
organization cannot offer a specific monetary award 
and achieve a particular performance. However, a 
leader can use rewards to reinforce the priority system 
for attention allocation that he or she has established. 
The reward system can lead to both honour and money 
for recipients. The reward system is also a means of 
communicating the leader’s priorities to participants. 
Obviously, a reward system cannot guarantee that 
performance in teaching will improve, but it can 
supplement the leader’s effort to capture the attention 
focus of participants and allocate attention to areas that 
the leader considers important.

Conclusion

The theory of leadership just outlined is essentially 
a simple one. It assumes that participants in an 
organization behave in accordance with their focus 

attention. Behaviour follows from the items on which 
they focus. From this perspective, leadership is the 
effort to capture the attention focus of the members of 
an organization. Three mechanisms help to perform the 
leadership function: communication between leader 
and participants, role modelling and reward systems. 
The three mechanisms are alike in that all are ways of 
communicating the matters on which the leader wants 
members to focus their attention. There are other, 
related mechanisms. My list is not exhaustive. In all 
cases, the effort is to capture the attention focus of 
participants.

This conception of leadership might strike some as 
making the leader a manipulative person (Glassman, 
1986). The key is that the leader must believe in what he 
or she is expressing. Mintzberg (1989) has put it exactly 
right: ‘To my mind, key to the development of an 
organization ideology, in a new or existing organization, 
is a leadership with a genuine belief in mission and an 
honest dedication to the people who must carry it out.’

It is obvious, although I have not emphasized it, 
that a leader must have the ability and the knowledge 
needed to select the right items for the attention focus 
of participants (Mintzberg, 1982). That is, the items 
singled out for attention must enable the organization to 
attain its goals. The process of capturing the attention 
focus is also a dynamic one. The items on which the 
leader wishes participants to focus will change, and 
the leader must be perceptive enough to select the new 
items properly.

Although I have simplified the nature of leadership 
and the methods by which leadership can be exerted, 
I do not mean to imply that leadership is anything but 
complex. In any organization of significant size, the 
leader uses a system composed of many variables. 
To attend to the appropriate constituencies and focus 
their attention on the appropriate items requires 
thought, planning, energy, conviction and an ability to 
persuade.

Strategy as order emerging from chaos
By Ralph Stacey1

READING

11.2

1Source: This article was reprinted from R. Stacey (1993) ‘Strategy as order emerging from chaos’, Long Range Planning, Vol. 26(1) pp. 3–9, 
© 1993. With permission from Elsevier.

T here are four important points to make on the 
recent discoveries about the complex behaviour of 

dynamic systems, all of which have direct application 
to human organizations.
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Chaos is a form of instability where the 
specific long-term future is unknowable
Chaos in its scientific sense is an irregular pattern 
of behaviour generated by well defined non-linear 
feedback rules commonly found in nature and human 
society. When systems driven by such rules operate 
away from equilibrium, they are highly sensitive to 
selected tiny changes in their environments, amplifying 
them into self-reinforcing virtuous and vicious circles 
that completely alter the behaviour of the system. In 
other words, the system’s future unfolds in a manner 
dependent upon the precise detail of what it does, 
what the systems constituting its environments do, and 
upon chance. As a result of this fundamental property 
of the system itself, specific links between cause and 
effect are lost in the history of its development, and 
the specific path of its long-term future development 
is completely unpredictable. Over the short term, 
however, it is possible to predict behaviour because it 
takes time for the consequences of small changes to 
build up.

Is there evidence of chaos in business systems? 
We would conclude that there was if we could point 
to small changes escalating into large consequences; if 
we could point to self-reinforcing vicious and virtuous 
circles; if we could point to feedback that alternates 
between the amplifying and the damping. It is not 
difficult to find such evidence.

Creative managers seize on small differences 
in customer requirements and perceptions to build 
significant differentiators for their products. Customers 
may respond to this by switching from other product 
offerings, leading to a virtuous circle; or they may 
switch away, causing the kind of vicious circle that 
Coca-Cola found itself caught up in when it made that 
famous soft drink slightly sweeter.

Managers create, or at the very least shape, the 
requirements of their customers through the product 
offerings they make. Sony created a requirement 
for personal hi-fi systems through its Walkman 
offering, and manufacturers and operators have 
created requirements for portable telephones. Sony 
and Matsushita created the requirement for video 
recorders, and when companies supply information 
systems to their clients, they rarely do so according 
to a complete specification – instead, the supplier 
shapes the requirement. When managers intentionally 
shape customer demands through the offerings they 
make, this feeds back into customer responses, and 
managers may increase the impact by intentionally 
using the copying and spreading effects through which 

responses to product offerings feed back into other 
customers’ responses. When managers do this, they 
are deliberately using positive feedback – along with 
negative feedback controls to meet cost and quality 
targets, for example – to create business success.

A successful business is also affected by many 
amplifying feedback processes that are outside the 
control of its managers and produce effects that they 
did not intend. Successful businesses are quite clearly 
characterized by feedback processes that flip between 
the negative and the positive, the damping and the 
amplifying; that is, they are characterized by feedback 
patterns that produce chaos. The long-term future of a 
creative organization is absolutely unknowable, and no 
one can intend its future direction over the long term 
or be in control of it. In such a system long-term plans 
and visions of future states can be only illusions.

But in chaos there are boundaries 
around the instability
While chaos means disorder and randomness in the 
behaviour of a system at the specific level, it also means 
that there is a qualitative pattern at a general, overall level. 
The future unfolds unpredictably, but it always does so 
according to recognizable family-like resemblances. This 
is what we mean when we say that history repeats itself, 
but never in the same way. We see this combination of 
unpredictable specific behaviour within an overall pattern 
in snowflakes. As two nearby snowflakes fall to the earth, 
they experience tiny differences in temperature and air 
impurities. Each snowflake amplifies those differences as 
they form, and by the time they reach the earth they have 
different shapes – but they are still clearly snowflakes. 
We cannot predict the shape of each snowflake, but we 
can predict that they will be snowflakes. In business, we 
recognize patterns of boom and recession, but each time 
they are different in specific terms, defying all attempts 
to predict them.

Chaos is unpredictable variety within recognizable 
categories defined by irregular features, that is, an 
inseparable intertwining of order and disorder. It is this 
property of being bounded by recognizable qualitative 
patterns that makes it possible for humans to cope with 
chaos. Numerous tests have shown that our memories 
do not normally store information in units representing 
the precise characteristics of the individual shapes 
or events we perceive. Instead, we store information 
about the strength of connection between individual 
units perceived. We combine information together 
into categories or concepts using family resemblance-
type features. Memory emphasizes general structure, 
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irregular category features, rather than specific content. 
We remember the irregular patterns rather than the 
specific features and we design our next actions on 
the basis of these memorized patterns. And since we 
design our actions in this manner, chaotic behaviour 
presents us with no real problem. Furthermore, we are 
adept at using analogical reasoning and intuition to 
reflect upon experience and adapt it to new situations, 
all of which is ideally suited to handling chaos.

Unpredictable new order can emerge 
from chaos through a process of 
spontaneous self-organization
When non-linear feedback systems in nature are pushed 
far from equilibrium into chaos, they are capable of 
creating a complex new order. For example, at some low 
temperatures the atoms of a particular gas are arranged 
in a particular pattern and the gas emits no light. Then, 
as heat is applied, it agitates the atoms causing them to 
move, and as this movement is amplified through the 
gas it emits a dull glow. Small changes in heat are thus 
amplified, causing instability, or chaos, that breaks the 
symmetry of the atoms’ original behaviour. Then at a 
critical point, the atoms in the gas suddenly all point in 
the same direction to produce a laser beam. Thus, the 
system uses chaos to shatter old patterns of behaviour, 
creating the opportunity for the new. And as the system 
proceeds through chaos, it is confronted with critical 
points where it, so to speak, makes a choice between 
different options for further development. Some 
options represent yet further chaos and others lead to 
more complex forms of orderly behaviour, but which 
will occur is inherently unpredictable. The choice itself 
is made by spontaneous self-organization amongst 
the components of the system in which they, in effect, 
communicate with each other, reach a consensus, and 
commit to a new form of behaviour. If a more complex 
form of orderly behaviour is reached, it has what 
scientists call a dissipative structure, because continual 
attention and energy must be applied if it is to be 
sustained – for example, heat has to be continually 
pumped into the gas if the laser beam is to continue. 
If the system is to develop further, then the dissipative 
structure must be short-lived; to reach an even more 
complex state, the system will have to pass through 
chaos once more.

It is striking how similar the process of dealing 
with strategic issues in an organization is to the self-
organizing phenomenon just outlined. The key to the 
effectiveness with which organizations change and 

develop new strategic directions lies in the manner 
in which managers handle what might be called their 
strategic issue agenda. That agenda is a dynamic, 
unwritten list of issues, aspirations and challenges that 
key groups of managers are attending to. Consider 
the steps managers can be observed to follow as they 
handle their strategic issue agenda:

 ■ Detecting and selecting small disturbances. In 
open-ended strategic situations, change is typically 
the result of many small events and actions that 
are unclear, ambiguous and confusing, with 
consequences that are unknowable. The key 
difficulty is to identify what the real issues, problems 
or opportunities are, and the challenge is to find 
an appropriate and creative aspiration or objective. 
In these circumstances the organization has no 
alternative but to rely on the initiative of individuals 
to notice and pursue some issue, aspiration or 
challenge. In order to do this, those individuals have 
to rely on their experience-based intuition and ability 
to detect analogies between one set of ambiguous 
circumstances and another.

 ■ Amplifying the issues and building political support. 
Once some individual detects some potential issue, 
that individual begins to push for organizational 
attention to it. A complex political process of 
building special interest groups to support an issue 
is required before it gains organizational attention 
and can thus be said to be on the strategic issue 
agenda.

 ■ Breaking symmetries. As they build and progress 
strategic issue agendas, managers are in effect 
altering old mental models, existing company and 
industry recipes, to come up with new ways of doing 
things. They are destroying existing perceptions and 
structures.

 ■ Critical points and unpredictable outcomes. Some 
issues on the agenda may be dealt with quickly, 
while others may attract attention, continuous 
or periodic, for a very long time. How quickly an 
issue is dealt with depends upon the time required 
to reach enough consensus and commitment to 
 proceed to action. At some critical point, an  external 
or  internal pressure in effect forces a choice. The 
outcome on whether and how to proceed to action 
over the issue is unpredictable because it depends 
upon the context of power, personality and group 
dynamic within which it is being handled. The result 
may or may not be action, and action will usually be 
 experimental at first.
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 ■ Changing the frame of reference. Managers 
in a business come to share memories of what 
worked and what did not work in the past – the 
organizational memory. In this way they build up 
a business philosophy or culture, establishing a 
company recipe and in common with their rivals an 
industry recipe too. These recipes have a powerful 
effect on what issues will subsequently be detected 
and attended to; that is, they constitute a frame 
of reference within which managers interpret 
what to do next. The frame of reference has to be 
continually challenged and changed because it can 
easily become inappropriate to new circumstances. 
The dissipative structure of consensus and 
commitment is therefore necessarily short-lived if 
an organization is to be innovative.

These phases constitute a political and learning 
process through which managers deal with strategic 
issues, and the key point about these processes is that 
they are spontaneous and self-organizing: no central 
authority can direct anyone to detect and select an 
open-ended issue for attention, simply because no one 
knows what it is until someone has detected it; no one 
can centrally organize the factions that form around 
specific issues; nor can anyone intend the destruction 
of old recipes and the substitution of new ones since it 
is impossible to know what the appropriate new ones 
are until they are discovered. The development of new 
strategic direction requires the chaos of contention and 
conflict, and the self-organizing processes of political 
interaction and complex learning.

Chaos is a fundamental property of  
non-linear feedback systems, a category 
that includes human organizations
Feedback simply means that one action or event feeds 
into another; that is, one action or event determines the 
next according to some relationship. For example, one 
firm repackages its product and its rival responds in 
some way, leading to a further action on the part of the  
first, provoking in turn yet another response from  
the second, and so on. The feedback relationship may 
be linear or proportional, and when this is the case, the 
first firm will repackage its product and the second 
will respond by doing much the same. The feedback 
relationship could be non-linear, or non-proportional, 
however, so that when the first firm repackages its 
product, the second introduces a new product at a lower 
price; this could lead the first to cut prices even further, 
so touching off a price war. In other words, non-linear 

systems are those that use amplifying (positive) 
feedback in some way. To see the significance of 
positive feedback, compare it with negative feedback.

All effective businesses use negative or damping 
feedback systems to control and regulate their day-to-
day activities. Managers fix short-term targets for profits 
and then prepare annual plans or budgets, setting out 
the time path to reach the target. As the business moves 
through time, outcomes are measured and compared 
with annual plan projections to yield variances. Frequent 
monitoring of those variances prompts corrective action 
to bring performance indicators back onto their planned 
paths; that is, variances feed back into corrective 
action and the feedback takes a negative form, so that 
when profit is below target, for example, offsetting 
action is taken to restore it. Scheduling, budgetary and 
planning systems utilize negative feedback to keep an 
organization close to a predictable, stable equilibrium 
path in which it is adapted to its environment. While 
negative feedback controls a system according to prior 
intention, positive feedback produces explosively 
unstable equilibrium where changes are amplified, 
eventually putting intolerable pressure on the system 
until it runs out of control.

The key discovery about the operation of non-
linear feedback systems, however, is that there is a 
third choice. When a non-linear feedback system is 
driven away from stable equilibrium toward explosive 
unstable equilibrium, it passes through a phase of 
bounded instability – there is a border between stability 
and instability where feedback flips autonomously 
between the amplifying and the damping to produce 
chaotic behaviour; a paradoxical state that combines 
both stability and instability.

All human interactions take the form of feedback 
loops simply because the consequences of one 
action always feed back to affect a subsequent one. 
Furthermore, all human interactions constitute non-
linear feedback loops because people under- and 
overreact. Since organizations are simply a vast web of 
feedback loops between people, they must be capable 
of chaotic, as well as stable and explosively unstable, 
behaviour. The key question is which of these kinds of 
behaviours leads an organization to success. We can 
see the answer to this question if we reflect upon the 
fundamental forces operating on an organization.

All organizations are powerfully pulled in two 
fundamentally different directions:

 ■ Disintegration. Organizations can become more 
efficient and effective if they divide tasks, segment 
markets, appeal to individual motivators, empower 
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people, promote informal communication and 
separate production processes in geographic and 
other terms. These steps lead to fragmenting cultures 
and dispersed power that pull an organization 
toward disintegration, a phenomenon that can be 
seen in practice as companies split into more and 
more business units and find it harder and harder to 
maintain control.

 ■ Ossification. To avoid this pull to disintegration, and 
to reap the advantages of synergy and coordination, 
all organizations are also pulled to a state in which 
tasks are integrated, overlaps in market segments 
and production processes managed, group goals 
stressed above individual ones, power concentrated, 
communication and procedures formalized, 
and strongly shared cultures established. As an 
organization moves in this direction it develops more 
and more rigid structures, rules, procedures and 
systems until it eventually ossifies, consequences 
that are easy to observe as organizations centralize.

Thus, one powerful set of forces pulls every 
organization toward a stable equilibrium (ossification) 
and another powerful set of forces pulls it toward an 
explosively unstable equilibrium (disintegration). 
Success lies at the border between these states, where 
managers continually alter systems and structures 
to avoid attraction either to disintegration or to 
ossification. For example, organizations typically swing 
to centralization in one period, to decentralization in 
another, and back again later on. Success clearly lies 
in a non-equilibrium state between stable and unstable 
equilibria; and for a non-linear feedback system, that 
is chaos.

Eight steps to create order  
out of chaos

When managers believe that they must pull together 
harmoniously in pursuit of a shared organizational 
intention established before they act, they are inevitably 
confined to the predictable – existing strategic 
directions will simply be continued or innovations 
made by others will simply be imitated. When, instead 
of this, managers create the chaos that flows from 
challenging existing perceptions and promote the 
conditions in which spontaneous self-organization 
can occur, they make it possible for innovation and 
new strategic direction to emerge. Managers create 
such conditions when they undertake actions of the 
following kind.

Develop new perspectives on the 
meaning of control
The activity of learning in a group is a form of control 
that managers do not normally recognize as such. 
It is a self-organizing, self-policing form of control 
in which the group itself discovers intention and 
exercises control. Furthermore, we are all perfectly 
accustomed to the idea that the strategic direction of 
local communities, nation-states and international 
communities is developed and controlled through the 
operation of political systems, but we rarely apply 
this notion to organizations. When we do, we see that 
a sequence of choices and actions will continue in a 
particular direction only while those espousing that 
direction continue to enjoy sufficient support. This 
constitutes a form of control that is as applicable to an 
organization when it faces the conflicts around open-
ended change, as it is to a nation. The lesson is that self-
organizing processes can produce controlled behaviour 
even though no one is in control – sometimes the best 
thing a manager can do is to let go and allow things to 
happen.

Design the use of power
The distribution of power and the way in which it is 
used provide very important boundaries around the 
group learning process from which new strategic 
directions emerge. The application of power in 
particular forms has fairly predictable consequences for 
group dynamics. Where power is applied as force and 
consented to out of fear, the group dynamic will be one 
of submission, or where such power is not consented 
to, the group dynamic will be one of rebellion, either 
covert or overt. Power may be applied as authority, and 
the predictable group dynamic here is one in which 
members of the group suspend their critical faculties 
and accept instructions from those above them. Groups 
in states of submission, rebellion or conformity are 
incapable of complex learning, that is, the development 
of new perspectives and new mental models.

The kind of group dynamics that are conducive to 
complex learning occur when highly competitive win/
lose polarization is removed and open questioning 
and public testing of assertions encouraged. When 
this happens, people use argument and conflict to 
move toward periodic consensus and commitment to 
a particular issue. That consensus and commitment 
cannot, however, be the norm when people are 
searching for new perspectives – rather, they must 
alternate between conflict and consensus, between 
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confusion and clarity. This kind of dynamic is likely 
to occur when they most powerfully alternate the form 
in which they use their power: sometimes withdrawing 
and allowing conflict; sometimes intervening with 
suggestions; sometimes exerting authority.

Encourage self-organizing groups
A group will be self-organizing only if it discovers its 
own challenges, goals and objectives. Mostly, such 
groups need to form spontaneously – the role of top 
managers is simply to create the atmosphere in which 
this can happen. When top managers do set up a group 
to deal with strategic issues, however, they must avoid 
the temptation to write terms of reference, set objectives 
or prod the group to reach some predetermined view. 
Instead top managers must present ambiguous challenges 
and take the chance that the group may produce proposals 
they do not approve of. For a group of managers to be 
self-organizing, it has to be free to operate as its members 
jointly choose, within the boundaries provided by their 
work together. This means that when they work together 
in this way, the normal hierarchy must be suspended 
for most of the time. Members are there because of the 
contributions they are able to make and the influence 
they can exert through those contributions and their own 
personalities. This suspension of the normal hierarchy 
can take place only if those on higher levels behave in a 
manner that indicates that they attach little importance to 
their position for the duration of the work of the group.

Provoke multiple cultures
One way of developing the conflicting countercultures 
required to provoke new perspectives is to rotate 
people between functions and business units. The 
motive here is to create cultural diversity as opposed 
to the current practice of using rotation to build a cadre 
of managers with the same management philosophy. 
Another effective way of promoting countercultures is 
that practised by Canon and Honda, where significant 
numbers of managers are hired at the same time, 
midway through their careers in other organizations, 
to create sizeable pockets of different cultures that 
conflict with the predominant one.

Present ambiguous challenges instead of 
clear long-term objectives or visions
Agendas of strategic issues evolve out of the clash 
between different cultures in self-organizing groups. 
Top managers can provoke this activity by setting 

ambiguous challenges and presenting half-formed 
issues for others to develop, instead of trying to set 
clear long-term objectives. Problems without objectives 
should be intentionally posed to provoke the emotion 
and conflict that lead to active search for new ways 
of doing things. This activity of presenting challenges 
should also be a two-way activity, where top executives 
hold themselves open to challenge from subordinates.

Expose the business to challenging 
situations
Managers who avoid taking chances face the certainty 
of stagnation and therefore the high probability of 
collapse in the long term, simply because innovation 
depends significantly on chance. Running for cover 
because the future is unknowable is in the long 
run the riskiest response of all. Instead, managers 
must intentionally expose themselves to the most 
challenging of situations. In his study of international 
companies, Michael Porter concludes that those 
who position themselves to serve the world’s most 
sophisticated and demanding customers, who seek 
the challenge of competing with the most imaginative 
and competent competitors, are the ones who build 
sustainable competitive advantage on a global scale.

Devote explicit attention to improving 
group learning skills
New strategic directions emerge when groups of managers 
learn together in the sense of questioning deeply held 
beliefs and altering existing mental models rather than 
simply absorbing existing bodies of knowledge and 
sets of techniques. Such a learning process may well be 
personally threatening and so arouse anxiety that leads 
to bizarre group dynamics – this is perhaps the major 
obstacle to effective organizational learning. To overcome 
it, managers must spend time explicitly exploring how 
they interact and learn together – the route to superior 
learning is self-reflection in groups.

Create resource slack
New strategic directions emerge when the attitudes and 
behaviour of managers create an atmosphere favourable 
to individual initiative and intuition, to political 
interaction, and to learning in groups. Learning and 
political interaction are hard work, and they cannot occur 
without investment in spare management resources. A 
vital precondition for emergent strategy is thus investment 
in management resources to allow it to happen.
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Conclusion

Practising managers and academics have been debating 
the merits of organizational learning as opposed to the 
planning conceptualization of strategic management. 
That debate has not, however, focused clearly on 
the critical unquestioned assumptions upon which 
the planning approach is based, namely, the nature 
of causality. Recent discoveries about the nature of 
dynamic feedback systems make it clear that cause and 

effect links disappear in innovative human organizations, 
making it impossible to envisage or plan their long-
term futures. Because of this lack of causal connection 
between specific actions and specific outcomes, 
new strategic directions can only emerge through a 
spontaneous, self-organizing political and learning 
process. The planning approach can be seen as a specific 
approach applicable to the short-term management of an 
organization’s existing activities, a task as vital as the 
development of a new strategic direction.

Structured networks: Towards the  
well-designed matrix
By Michael Goold and Andrew Campbell1

READING

11.3
READING

1Source: Adapted with permission from Michael Goold and Andrew Campbell (2003), 'Structured networks: Towards the well-designed 
matrix', Long Range Planning, Vol. 36, pp. 427–439. Copyright © Elsevier.
2See, for example, Stanley Davis and Paul Lawrence Matrix, Addison-Wesley, Reading, Mass (1977); Christopher Bartlett and Sumantra 
Ghoshal Managing Across Borders, Harvard Business School Press, Boston, Mass (1989); Jay R. Galbraith Competing with Flexible Lateral 
Organizations, Addison-Wesley, Reading, Mass (1994).

Introduction

What sort of organisation do corporations need 
to compete effectively in the complex and 

fast-changing world of the twenty-first century? Is a 
structure with autonomous, self-contained business 
units (SBUs) best? Or is a matrix structure with 
extensive interdependencies between units more 
appropriate? And how can the well-known drawbacks 
of matrices be overcome to produce an organisation that 
is well attuned to the current competitive environment 
and designed to cope with the management challenges 
that companies now face?

Simple  SBU-based s t ructures  have many 
advantages, including a clarity of focus on each SBU’s 
target markets, speed of decision-making, and strong 
accountability for results. Companies such as BP and 
GE have benefited from establishing business units 
with extensive decentralized authority and a high level 
of commitment to stretching performance objectives.

But many companies have found that self-
contained SBUs are not satisfactory if there are 
multiple dimensions of competition each of which 
is important. In the increasingly common situations 
where competitive advantage depends on some 
combination of product excellence, customer-group 
understanding and local geographical responsiveness, 
any self-contained SBU structure will tend to focus 
on one dimension of competition at the expense of 
the others. If the SBUs are defined around product 

groups, it will be less easy to create a coordinated 
approach to customers that buy from more than one 
product group. Conversely, if the SBUs are defined 
around customer segments, it will be harder to build up 
product strengths that are relevant in multiple customer 
segments. In these circumstances, SBUs will have too 
narrow a focus and too little connection between them.

Many experts have argued that a matrix structure is 
the best way of implementing a strategy that involves 
balancing and co-ordinating different dimensions of 
competition2. ABB, for example, extolled the virtues of 
a matrix structure as a way to create a balance between 
global product groups and national operating companies, 
because the matrix ensured that management attention 
would be focused on both these dimensions and on the 
interdependencies between them.

But few managers have been comfortable working 
in matrix structures. Most have struggled with unclear 
responsibilities, been slowed down by the search for 
consensus decisions, and had difficulty with ambiguous 
hierarchical reporting relationships. For the large 
majority of managers, the idea of a matrix structure is 
now abhorrent. Even ABB and Shell, for long its most 
powerful advocates, have moved away from the sort of 
balanced matrix structures that they previously operated.

Rather than abandoning the matrix because it does 
not work, we believe the solution is to improve the 
way matrices are designed. By studying companies 
with matrices that work and by observing the mistakes 
managers make when designing matrix structures  
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(Exhibit 11.3.1), we believe that a viable and effective 
type of matrix is possible. But, because managers 
have become so suspicious of the word “matrix”, we 
have chosen to use the more popular and friendly term 
“network”. A well designed matrix3 is, in our language, 
a “structured network”.

Structured networks avoid the problems of matrices 
by keeping the amount of structure, process and central 
influence to a minimum. Units are defined so that they 
can be as self-managing as possible. Collaboration is 
achieved primarily through self-managed networking 
between units. Rules, influence and control from the 
centre are kept as lean and unobtrusive as possible. 
In a structured network, the default position is 
decentralisation, yet there is just enough structure to 
promote the right kind of self-managed behaviour and 
there are just enough processes, rules and controls to 
ensure success. Citicorp’s corporate banking group 
is a good example. The organisation is made up of 
customer-focused units defined around industry sectors, 
product-focused units defined around products such as 
foreign exchange or structured finance, geographically-
focused units defined around countries or regions, and 
shared infrastructure units in areas such as operations 

and technology. All of these units concentrate on 
specific decentralised responsibilities, and have a good 
deal of freedom to make their own decisions. But they 
also work together extensively and voluntarily to serve 
the end customer, using person-to-person networking 
supported by agreed common processes on critical areas 
of interdependence.
Network structures are intended to achieve both the 
benefits of focus and autonomy associated with SBU-
based structures and the benefits of interdependence, 
which are designed into matrix structures. The 
danger, of course, is that the network ends up instead 
with the lack of cooperation of SBUs together with 
the excessive complexity and ambiguity of the matrix. 
To fulfil its potential, a network must be designed 
with enough structure to make the whole add up 
to more than the sum of its parts, but not so much 
that it inhibits initiative and accountability. There 
needs to be a balance between self-management by 
autonomous, decentralised units and a sufficient 
level of structure, process and hierarchical control 
to facilitate cooperation and interdependence. 
“Structured networks” achieve this elusive balance. 
(Exhibit 11.3.2).

3The concept of a network organisation has attracted the attention of several experts. See, for example, Raymond Miles Charles Snow and 
Grant Miles, “The Future. Org”, Long Range Planning, 33, 300–321 (2000); Winifried Ruigrok, Andrew Pettigrew, Simon Peck and Richard 
Whittington Corporate restructuring and new forms of organising, Management International Review, Special Issue, 39 (1999/2); Jay R. 
Galbraith Designing Organisations, Jossey-Bass, San Francisco (2002). We should stress that our concern in this article is with networks as a 
basis for internal corporate organisation, not with the sorts of networks formed out of a number of independent companies, as described, for 
example in Anna Grandori and Guiseppe Soda Inter-firm networks: antecedents, mechanisms and forms, Organization Studies, 16(2) 183–214 
(1995), or Gianni Lorenzoni and Charles Baden-Fuller Creating a strategic center to manage a web of partners, California Management 
Review, 37(3), 146–163 (Spring 1995).

The issues identified and the views presented in 
this article are based on four years of research with 
companies that have multidimensional organisation 
structures, with important interdependencies 
between their operating units. We studied large 
multinational companies such as 3M, ABB, 
AstraZeneca, BP, Citigroup, Dow, GE, IBM, Mars, 
Monsanto, Motorola, Philips, Shell and Unilever, 
and several smaller (but no less multidimensional) 
companies in sectors such as professional services 
and speciality chemicals.

In these companies, we spoke with managers 
at corporate, divisional and operating unit levels, 
aiming to understand the reasons why the current 
organisation had been chosen and the effectiveness 
with which it was working. We discussed the 
competitive challenges faced by the company and 

the criteria that had guided the organisation design. 
We reviewed the formal structure and responsibility 
definitions, the reporting relationships and 
processes, the lateral relationships and processes 
between units and the main accountabilities and 
performance measures. We also discussed whether 
the interdependencies between units were being 
effectively achieved, and what managers saw as 
the advantages and disadvantages of the chosen 
organisation design. The typical drawbacks 
and trade-offs of the matrix structures that we 
encountered, and the approaches taken to resolving 
them, led us towards the structured network concept.

The results of the research are more fully 
documented in Designing Effective Organisations: How 
to Create Structured Networks, Michael Goold and 
Andrew Campbell, Jossey-Bass, 2002 (San Francisco).

ExHiBiT 11.3.1 THE RESEARCH
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A good illustration of the structured network 
concept is a soccer team. The coach will decide the 
overall formation – for example 4-4-2 – in which 
the team will play. Within this formation each 
player should understand his or her basic role (e.g. 
striker, wing back, central defender, and so on). 
Players’ roles determine their basic responsibilities, 
including both their individual specialised tasks 
and how they should combine together with other 
members of the team.

The coach will also work with the team to 
develop both its tactics and some pre-rehearsed 
moves. For example, the tactics may include close 
man-to-man marking of certain dangerous players 
on the other side, how to operate the offside trap, 
and when to use wing backs in attacking moves 
down the flanks. For free kicks around the penalty 
area and corners, there is likely to be a repertoire 
of planned moves, carefully worked through on 
the training ground, in which each player knows 
exactly what to do. As the game unfolds, the coach 
may modify either the overall formation or the 
tactics, and the captain on the pitch will also exert 
an influence on how members of the team play 
their roles.

So successful football teams operate with 
quite a high level of designed-in structure (e.g. 
players’ roles within a 4-4-2 formation), process 
(e.g. agreed tactics and rehearsed moves) and 
hierarchy (e.g. authority of coach and captain). 

But everyone recognises that all the players must 
be free to make their own judgements about how 
to handle specific situations as they emerge. 
A tactical manual that tried to prescribe each 
player's every move would not only be impossible 
to produce and hopelessly inflexible, but would 
also stifle the creativity and flair of the talented 
individuals that make up the team. Most of the 
play needs to depend on spontaneous decisions 
by each player, within the context of their agreed 
roles, not on pre-determined tactics and moves. 
Too much structure is just as dangerous as too 
little.

Ideally, therefore, the team has just enough 
structure for all the players to combine well 
together, but not so much that initiative, flexibility 
and speed are sacrificed. Most of the play will 
be guided by “voluntary networking” between 
individual players, who are all free to make their 
own decisions and choices. But the formation 
and tactics laid down by the coach give enough 
coherence and coordination for the whole team 
to play well together. This is the essence of a 
structured network. It is the difference between 
the Brazilian side that almost failed to qualify for 
the 2002 World Cup (a collection of supremely 
talented individuals who failed to collaborate 
and combine together) and the Brazilian side that 
won the trophy (the same individuals, but playing 
effectively together as a team).

ExHiBiT 11.3.2 SOCCER TEAmS AS STRuCTuREd nETwORkS

When designing a structured network, managers 
need to focus on five areas where achieving the right 
balance between self-management and structure needs 
particular attention:

 ■ A c h i ev i n g  c l a r i t y  a b o u t  t h e  r e s p e c t ive 
responsibilities of each unit without hemming 
managers in with excessive detail.

 ■ Supporting mutual learning between units without 
compromising units that need to be distinctively 
different.

 ■ Promoting cooperation between units without 
embarking on expensive and unnecessary synergy 
initiatives.

 ■ Recognising when units have shared responsibilities 
for results without diluting individual unit 
accountability.

 ■ Encouraging upper levels of management in the 
corporate hierarchy to add value to the operating units 
without opening the door to unjustified interference 
and redundant overheads.

In this article we review each of these issues and 
make proposals for how they should be resolved. 
This will illustrate both what a structured network 
means and how a structured network can be 
designed.
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Clear responsibilities without 
excessive detail

Clarity about unit responsibilities is a fundamental 
requirement, particularly in structures where units 
have shared or overlapping responsibilities. Without it, 
there will be conflict about who should take the lead on 
what issues, wrangling about how to discharge shared 
responsibilities, and a danger that some important 
tasks will be overlooked. These are problems that have 
seriously damaged many matrix structures.

The obvious answer to a lack of clarity seems to 
be to specify responsibilities in more detail: indeed 
one chief executive told us that the most important 
lesson he had learned from designing a new, more 
interdependent structure was to provide sufficient 
detail at the outset. Process maps, decision grids and 
job descriptions can all be used to lay out how the 
organisation is meant to operate.

But there is a limit to how much detail can, or should, 
be imposed. Weighty manuals laying out exactly who is 
responsible for what are seldom useful in guiding day-to-day 
decisions. One reason is that no manual, however detailed, 
can anticipate all eventualities. Worse still, attempts to 
make them comprehensive render them less user-friendly: 
their length increases, the ‘ifs’ and ‘buts’ proliferate, and 
their intelligibility declines. An even stronger argument 
against detailed responsibility allocations is to avoid 
bureaucracy and encourage initiative. A flexible structure, 
in which responsibilities can evolve to take account of new 
circumstances, is preferable to a rigid design that attempts 
to mandate all responsibilities from the top down4.

When specifying unit responsibilities, organisation 
designers therefore seem to face a difficult dilemma 
between too little clarity and too much detail. Our 
solution is to make clear design intentions concerning the 
basic role of each unit, and then to allow unit managers 
to take most decisions for themselves on a self-managed 
basis. Given a clear specification of the purpose of a unit 
and of the type of relationship it should have with other 
units, unit managers will be able to work out most of 
the details for themselves. Some additional details may 
need to be added to cope with specific issues, as we shall 
see later in this article, but in principle clarity about unit 
roles is the fundamental requirement.

For example, in Citicorp, with its structure of 
customer units, product units, geographical units and 
shared infrastructure units, there are inevitably issues 

about what each unit is responsible for and how they 
should collaborate. Rather than attempting to lay out all 
the responsibilities of each unit in detail, our approach 
concentrates on basic unit roles. For instance, it would 
bring out the role of the product units and the customer 
units as the main business units, with primary profit 
responsibility and authority; of the geographical units as 
“overlay units” set up to enhance local responsiveness, 
but with a need to operate by influencing the product 
units and the customer units; and of the infrastructure 
units as shared services, which should treat other units 
as customers whose demands they must attempt to 
satisfy. An understanding of the purpose and role of 
each unit gives guidance to unit managers on how to 
take most decisions on a self-managed basis, but in 
accordance with basic design intentions.

Unfortunately, clear specification of unit roles has 
been impeded by the lack of an accepted language 
for describing different sorts of roles. Terms such 
as “profit centre” or “product group” can mean very 
different things in different companies. To assist in 
clarifying unit roles, we have devised a new language 
or taxonomy of eight unit types, each with basically 
different roles. The taxonomy sticks as close as 
possible to common usage, but gives more clarity about 
each unit’s broad responsibilities, lateral relationships 
and level of autonomy in decision-making.

Business units are market-focussed, profit-
responsible units. They can make most of their 
decisions without influence from upper levels of 
management units, and they are expected to collaborate 
with sister units only if there is mutual self-interest in 
doing so. Therefore they have relatively high decision-
making autonomy. Business units are the fundamental 
building blocks in most corporate structures.

Business functions such as manufacturing, sales or 
service, aim to contribute to the success of the business 
units through excellence in their respective functional 
areas. They are subject to the authority of the business 
unit’s general manager, who will have substantial influence 
over their main decisions, and they are intended to work 
together closely with other business functions, as part of 
a management team in which the business unit’s overall 
goals take precedence over the goals of specific functions. 
Their decision-making autonomy is therefore low.

Sub-businesses are market-focussed units that serve 
segments defined at a more disaggregated level than the 
business units. They may be local regions within national 
business units, or product ranges within broader product 

4See, for example, Sumantra Ghoshal and Christopher Bartlett The Individualised Corporation, Heinemann, London (1998); Jay Galbraith  
The reconfigurable organisation in Frances Hesselbein, Marshall Goldsmith and Richard Beckhard (eds), The Organization of the Future), 
Jossey-Bass (1997); Shona Browne and Kathleen Eisenhardt Competing on the Edge, Harvard Business School Press, Boston, Mass (1998).
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groups, or narrowly-defined customer segments within 
a wider market. Their purpose is to give more dedicated 
attention to their specific segments than the business units 
would provide. On the other hand, sub-businesses report 
to the business unit’s general manager, who has final 
authority over decisions. The sub-business units’ managers 
are expected to balance their segment-specific interests 
with a concern for the wider business unit’s goals, and to 
work together with other sub-businesses as a quasi-team. 
They are set up to be more independent and autonomous 
than business functions, but less than business units.

Overlay units create a focus of attention on segments 
defined along dimensions that cut across the business 
units. For example, if the business units are focussed on 
products, the overlays may focus on customer groups or 
channels. Companies such as 3M, whose business units 
are defined around products, have set up overlay units 
to focus on their retail customers, such as Wal-Mart 
or Carrefour. The purpose of an overlay unit is to give 
extra attention to opportunities in segments that might 
otherwise be neglected by the business units. On most 
issues, overlay units must act as a pressure group on 
behalf of their target segments in their relationships with 
the business units, pushing hard to influence decisions, 
but ultimately accepting that the final word rests with 
the business units. Overlay units have fewer resources 
and less autonomy than business units.

Project units carry out tasks or projects that cut across 
other units, such as the development of a new product or 
the construction of a major turnkey facility. The projects 
normally last for a finite time period, and give focussed 
attention to the project, acting, like an overlay unit, as 
a pressure group on behalf of the project. The extent 
of project units’ power and autonomy depends on the 
status given to them by senior management, but they 
must usually rely on the cooperation of other units.

Shared service units provide services that are needed 
by several other units in the company. Their purpose is to 
achieve economies of scale and scope in activities that are 
peripheral to other units, such as transaction processing or 
IT support. The managers of the shared service unit have 
considerable discretion about how to manage the service, 
provided that they treat the user units as customers, to 
whose demands the shared service must be responsive. 
Several companies—such as ABB, Dupont and Shell—
believe that dedicated shared service units can provide 
major cost savings and service improvements.

Core research units own and nurture scarce 
resources, such as R&D in a pharmaceutical company, 
that are key to competitive advantage for several business 
units. Like shared service units, their purpose is to 
achieve economies of scale and specialisation, but they 
also have responsibility for developing and allocating 
their resources on behalf of the company. This means 
that they must take account of corporate priorities in 
deciding how to respond to business unit demands. They 
will therefore be less autonomous in decisions about 
how to manage the resources and less purely responsive 
to business unit demands than shared service units.

Parent units are upper level management units, such 
as corporate or divisional headquarters, that carry out 
corporate compliance and due diligence tasks, as well 
as attempting to influence and add value to other units. 
These are what we call “parenting” responsibilities5. 
Parent units have a high level of authority over the 
units that report to them if they choose to use it, but 
normally do not interfere with the day-to-day decisions 
of the operating units. Like the business units, they 
collaborate with other units, inside or outside the 
company, largely on the basis of mutual self-interest.

Table 11.3.1 summarises the characteristics of the 
eight unit roles we have described.

5Michael Goold, Andrew Campbell and Marcus Alexander Corporate-Level Strategy, John Wiley & Sons, New York (1994), for a further 
description of corporate parent roles.

TABlE 11.3.1 Eight unit roles

Responsibility Autonomy Lateral Relationships

Business Unit Market-focused High Mutual self-interest
Business Function Functional Low Team
Sub-business Market-focused 

(disaggregated)
Some Quasi-team

Overlay Unit Market-focused 
(cut-across)

Some Pressure group

Project Unit Project-focused Some Pressure group
Shared Service Unit Service-focused Fairly High Service provider
Core Resource Unit Resource-focused Some Resource owner
Parent Unit Parenting High Mutual self-interest
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The taxonomy of unit roles gives a useful shorthand 
for communicating the nature of unit responsibilities. 
Organisation designers who were previously failing 
to make clear their intentions, or struggling to avoid 
a morass of details, have found the taxonomy highly 
valuable. For example, a multinational consumer 
products company had encountered long-running 
friction between their country management teams and 
their global product group units. Attempts to resolve 
these frictions through laying out more fully how a 
large number of key processes should work had proved 
costly and not altogether successful. A focus on the 
different roles that senior management wanted the 
units to play allowed underlying issues to surface much 
more rapidly, led to a better appreciation of what the 
chief executive was trying to achieve, and provided 
ground rules to guide collaboration. Once the chief 
executive had got the country managers to accept that 
their role was as an overlay to the global product-
based business units, the power struggles and friction 
subsided and a more constructive set of relationships 
began to emerge, in which both country and product 
managers were clearer about the spirit in which they 
should work together.

An understanding of unit roles is a fundamental 
prerequisite of a structured network. The roles give 
sufficient structure to responsibility definitions, 
by making clear what sorts of behaviour and 
interdependencies are appropriate for each unit. But 
they allow unit managers a good deal of discretion 
to take specific decisions on a self-managed basis in 
accordance with their roles.

Mutual learning without 
compromising distinctive 

differences

Current thinking about the sources of competitive 
advantage stresses the importance of sharing knowledge 
across all the units in a company6. For example, a major 
theme for GE has been “boundarylessness”, in which 
all GE units maximise learning from each other. In the 
boundaryless organisation there is extensive cross-unit 
influence, reinforced by pressure for mutual learning 
from upper levels of management. The ‘silo’ thinking 
of traditional SBUs is replaced by openness to ideas 
from outside the unit.

On the other hand, a basic reason for setting up 
separate organisational units is to encourage their 
management teams to specialise and to develop the 
distinctive competencies needed to succeed. If a 
company wants to develop in Eastern Europe, or to 
exploit a disruptive new technology, or to build up a 
research capability in genetics, it is often best to set up 
a unit dedicated to these responsibilities. Rather than 
submerging the responsibilities within a wider unit, 
such a structure encourages a focused management 
team to develop the distinctive expertise that it needs.

The value of setting up a dedicated unit can be 
particularly high for responsibilities that lie outside 
the mainstream of the corporation7. For example, 
overlay units that cut across the main line of reporting, 
or shared service units that focus on activities that are 
peripheral for the business units, may well need skills 
and priorities that are distinctively different from those 
in other parts of the organisation. Such responsibilities 
will only be successfully discharged if they are handled 
by separate units that develop their own distinctive 
ways of working, their own “specialist cultures”.

But in matrix structures specialist culture units 
frequently face the danger of domination by other 
mainstream units. If the specialist culture unit reports 
to upper levels of management whose experience 
and interests lie elsewhere, or if the specialist culture 
unit is expected to collaborate closely with other 
powerful units and learn from them, there is a risk that 
the unit will be inhibited. Interdependence with and 
learning from the mainstream units may compromise 
the development of the specialist culture. BA found 
it difficult to create a truly low cost culture in its 
subsidiary, Go, which had been set up to compete with 
Ryanair and Easyjet, because there was a pervasive 
influence from other parts of the BA corporate culture. 
Rather than boundaryless behaviour, units that require 
specialist cultures need stronger boundaries around 
them and more protection.

To protect a specialist culture unit from domination, 
some additional design detail may be needed. If the 
unit needs more autonomy than it is likely to receive, 
given its role, the organisation designer can reinforce 
the boundaries around the unit by designing in more 
powers and protection for it. For example, a customer 
overlay unit can be given a right of appeal to senior 
management on certain marketing decisions proposed 
by the product businesses, or a sub-business set up to 

6Peter M. Senge The Fifth Discipline, Doubleday, Boston, Mass (1990); and David A. Garvin Building a learning organization, Harvard 
Business Review, July-August, 78–91 (1993).
7Clayton Christensen The Innovators’ Dilemma, Harvard Business School Press, (2000).
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focus on a segment with special requirements can be 
made into a separate business reporting directly to the 
division head rather than to the mainstream business 
general manager.

These measures should create just enough 
additional structure to protect the specialist cultures 
from potentially damaging cross-unit interdependence 
and learning, but no more. Although some design 
refinements may be needed to protect specialist 
culture units, as much as possible should still be left 
to self-management, in accordance with agreed roles. 
Choosing the right balance is part of the skill of 
designing a structured network.

Cooperation without unnecessary 
synergy initiatives

Organisations that consist of interdependent units 
depend on links and collaboration between units. In 
IBM, the front-end Sales and Distribution Division 
and Global Service Division must be able to work 
together within the back-end Components, PC, Server 
and Software Divisions. In 3M, the customer overlay 
units for Wal-Mart and Carrefour must cooperate with 
the product-based business units. In AstraZeneca, 
the Research core resource unit must establish 
satisfactory relationships with the geographic market 
units and the therapy area teams. Linkages between 
units are essential to achieve competitive success in 
multidimensional matrix structures.

But bureaucratic coordination processes and 
mechanisms result in costly, slow and inflexible 
decisions. An important reason for Shell’s move away 
from shared responsibilities in a matrix structure was 
to reduce the time devoted to consensus-building 
processes and to become faster in responding to 
opportunities and threats. Moreover, if the corporate 
parent sponsors a whole series of coordination 
initiatives, unit managers can be distracted from 
other more important tasks and compelled to pursue 
synergies that turn out to be mirages. How many 
chief executives who optimistically set up task 
forces to explore and develop core competencies that 
could be shared across businesses, have found that 
managers resent the time taken up in the task forces 
and eventually conclude that there is little of benefit 
to share? It is easy to design in too many coordination 
processes and initiatives, resulting in excessive cost 
and yielding limited benefit8.

Clarity about unit roles is an essential precondition 
for avoiding excessive designed-in coordination 
mechanisms and processes. Provided unit managers 
understand and accept their roles, and the relationships 
with other units implied by them, most coordination 
can be left to self-managed networking between 
the managers concerned. Business units will trade 
with each other or coordinate their pricing to shared 
customers, if there is mutual self-interest in doing so. 
Overlay units will pursue their agendas by actively 
lobbying the business units that they cut across. Shared 
service units will search for ways of satisfying their 
customers in other units. In most cases, there is no 
need for the organisation design to prescribe how these 
interactions should take place.

But there are some links between units that are 
likely to be difficult if left to the unit managers. These 
include:

 ■ Lack of knowledge about opportunities. If the 
managers concerned do not have sufficient 
information about other units to know about 
opportunities to collaborate, there will be problems.

 ■ Different perceptions of costs and benefits. If unit 
managers disagree about the net benefits from 
working together, collaboration will be hard. 
Particular problems arise if there are win/lose 
issues, which create divergent incentives for the 
units that need to cooperate.

 ■ Personal frictions. Voluntary networking is 
inevitably harder where there is rivalry, mistrust or 
simply antipathy between the individuals involved.

 ■ Frequent/complex negotiations needed. Where there 
are constant trade-offs to be made, the negotiation 
process to reach agreement between units can 
become extremely costly, slow and inefficient.

It is for these difficult links that it may be necessary 
to supplement self-managed networking with some 
additional designed-in processes or initiatives. 
Citigroup and IBM have both developed detailed 
relationship planning processes in which the product 
units, the customer units and the country units have 
well-defined responsibilities and through which 
potentially controversial decisions about issues such 
as customer priorities can be handled. Part of these 
processes is a recognition that where the units cannot 
reach agreement between themselves, upper levels of 
management will be prepared to arbitrate. BP have 
set up Peer Groups, in which business unit managers 

8Michael Goold and Andrew Campbell Desperately seeking synergy, Harvard Business Review, Sept-Oct 130–143 (1998).
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facing similar issues challenge each other’s targets and 
performance (“peer challenge”), and provide assistance 
to each other (“peer assists”). The Peer Groups also 
help to allocate capital between the units in the 
group. Additional design features of this sort, set up 
to facilitate links between units that would otherwise 
be difficult, are a further part of creating a structured 
network9.

Shared responsibilities without 
diluting unit accountability

The accountability process is important in any 
decentralized organisation. On the one hand, it is 
a necessary part of senior managers’ due diligence 
in checking how well managers with decentralized 
responsibilities are performing. On the other, it 
provides motivation for unit managers to be strongly 
committed to delivering good results. Companies such 
as ABB, BP and GE have emphasised the value of 
clear and stretching performance targets and contracts.

Ideally, the accountability process concentrates on 
unit-specific, “bottom-line” or outcome measures of 
performance. A bottom-line measure of performance, 
such as return on capital employed, allows upper-
level managers to exercise control without checking 
up on all the details of how the results have been 
achieved. Furthermore, giving unit managers freedom 
to make their own decisions about how to deliver 
is less constraining and, hence, more motivating. 
Accountability processes based on bottom-line 
targets yield simpler, lower cost control for upper-
level managers and stronger commitment from unit 
managers.

But in matrix structures with interdependent units 
the accountability process must recognise that many 
responsibilities are shared. In Citigroup, Shell and 
Unilever, for example, country units must work 
together with global or regional product units to 
serve their markets. As a result, unit-specific, bottom-
line goals are less feasible. Instead, it is necessary to 
monitor the respective contributions of different units 
to shared goals, implying a focus on inputs as well as 
outputs. To what extent, for example, were the efforts 
of the local country units or the global product units 
responsible for improved results in certain segments? 
To answer this question, it is necessary to dig down into 

how the results were achieved, and who contributed 
what to them. This inevitably makes the accountability 
process more complex and can reduce individual unit 
accountability.

But there is a balance to be struck between 
recognising shared responsibilities and diluting 
individual unit accountability. The control process 
should recognise shared accountabilities, but search for 
appropriate unit-specific output-oriented performance 
measures wherever possible. In Citigroup, for example, 
a sophisticated balanced business score-card is used 
to monitor unit performance, using measures such 
as customer satisfaction, share of customer “wallet”, 
product rankings in comparison to competition, and 
profitability. The measures are tailored for each unit 
and focus on things over which the unit has the greatest 
influence, and hence the strongest accountability. 
Shared responsibilities are recognised, but the goal is a 
control process that nevertheless preserves strong unit 
accountability.

In  a  s t r uc tu r ed  ne twork ,  t he r e fo re ,  t he 
accountability process is designed, as far as possible, 
around unit-specific, bottom-line performance 
measures. But it also takes account of shared 
responsibilities in the way that senior managers 
interpret the results achieved. Upper-level managers 
have to know enough about how units have worked 
together to form a valid judgement about how well 
each unit is performing. Choosing the appropriate 
performance measures and making sure that upper 
level managers have sufficient skill and time to 
understand what is going on are parts of the challenge 
of designing a structured network.

Value added hierarchy without 
redundant costs and interference

The philosophy of the structured network is to 
decentralise decisions to unit managers, who generally 
have the most detailed knowledge about the issues 
involved. Upper levels in the hierarchy only have a role 
to play if they are discharging tasks that unit managers 
are not so well placed to handle; in other words, if they 
are able to add some value through their interventions. 
If the hierarchy does not have a clear value added role, 
it is likely to incur unjustifiable overheads and fall into 
value destroying interference10.

9See Michael Goold and Andrew Campbell Designing Effective Organizations; How to Create Structured Networks, Jossey-Bass,  
San Francisco (2002), Chapters 3 and 8 for much fuller descriptions of the concept of “difficult links” and of design solutions for them.
10See Michael Goold, Andrew Campbell and Marcus Alexander The value of the parent company, California Management Review, 38(1), 
79–97 (Fall 1995).
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As companies focus down on fewer, less diverse 
businesses, with more overlaps, upper level managers 
are often drawn into reserving or sharing more 
responsibilities. For example, in companies such as 
AstraZeneca or Monsanto with important core resource 
units, parent managers must be involved in decisions 
about how best to allocate and use these resources. And 
in professional service firms, the managing partner 
frequently needs to arbitrate between different views 
concerning new service lines and new offices, client 
priorities, and partner elections. In these situations, 
upper levels of management are integral to sound 
decisions.

In addition, the senior management team often has a 
role to play in matrix structures in protecting specialist 
cultures, facilitating difficult links, and exercising 
complex accountabilities, as described in previous 
sections. Skilled senior managers in the corporate 
parent, alert to the opportunities to add value and their 
role in making the structure work well, are essential to 
the success of the structured network.

But there remains a danger from too much hierarchy. 
Bloated, interfering, and over-mighty upper levels 
of management can easily counteract any good that 
they do. For example, a series of duplicative reviews 
at division, group and corporate level will frequently 
slow down decisions and result in less well-informed 
choices. Moreover corporate chief executives who, 
despite limited knowledge of the opportunities, insist 
on pushing their pet projects such as unpopular new 
product developments, or shared sales offices that will 
not meet the true needs of the businesses concerned, 
can cause real damage. And ambiguous reporting 
relationships to multiple bosses in different dimensions 
of the matrix can lead to endless friction and confusion.

A structured network therefore designs in hierarchy 
that has a clear value-added role, but eliminates 
redundant hierarchy. Each level in the hierarchy 
should be challenged to assess whether it adds value 
or is superfluous. And all responsibilities retained at 
upper levels should be tested against the value-added 
criterion. This is the way to ensure that the hierarchy 
adds value, but without redundant costs and influence.

Enough, but not too much 
structure

In today’s competitive environment, many companies 
have found that a focus on a single dimension of 
competition is not sufficient. Companies such as 
ABB, Citigroup, IBM and Shell feel the need to give 
attention to customer segments that cut across product 

groups, to geographical areas in which these customers 
are served and the products are delivered, and to shared 
resources and common services which underpin all 
their operations. In these circumstances, some form of 
matrix structure that requires different organisational 
units to work together interdependently is likely to be 
the preferred organisation design.

But  matr ix  s t ruc tures  have  of ten  proved 
cumbersome and confusing for the managers working 
within them. They have designed in interdependence, 
but at the cost of blurring responsibilities, slowing 
down decisions, inhibiting management initiative and 
autonomy and diluting personal accountability. Matrix 
structures have also become notorious for ambiguous 
reporting relationships and top-heavy hierarchies. But 
we do not believe that organisation designers should, 
as a result, throw out the matrix structure. Rather, they 
need to find ways of designing matrix structures that 
will deliver the interdependencies that many companies 
need, but without the drawbacks that characterise so 
many traditional matrix organisations.

It is for this purpose that we put forward the concept 
of a structured network. The essential idea behind 
a structured network is to design in only enough 
structure, process and hierarchy to deal effectively with 
awkward interdependent responsibilities, not so much 
as to inhibit unit self-management and initiative. The 
default position remains self-management: it is only 
tampered with when the need is clear. In this way, the 
structured network achieves the benefits of a matrix 
structure but without its usual failings.

In Table 11.3.2, we summarise how structured 
networks deal with the design challenges we have 
identified and discussed, contrasting this with 
the characteristic drawbacks of traditional matrix 
structures. Structured networks achieve a balance 
between the interdependence that is encouraged by 
the matrix and the autonomy and self-management 
that managers need to discharge their responsibilities 
effectively. They therefore avoid the slowness, 
complexity and bureaucracy of the matrix, but without 
falling into the narrowness and parochialism of single 
dimension SBUs.

The key to designing a structured network is to 
think through how the elusive balance between enough 
and too much structure can be achieved. First, it is 
necessary to establish a design blueprint with clear 
roles for each unit. Then, enough additional structure, 
process and hierarchy should be added to the basic 
design to address each of the other design challenges, 
but no more. Organisations designed in this way will 
be structured networks, with just enough, but not too 
much, structure.
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TABlE 11.3.2 Structured networks: enough, but not too much structure

Design Challenges Structured Networks
Drawbacks in Traditional Matrix 
Structures

1. Responsibility definition Enough clarity on roles, but not  
too much detail

Either confusion or excessively 
detailed responsibility manuals

2.  Interdependence and mutual 
learning

Enough interdependence and  
mutual learning, but not too much 
pressure to conform

Compromises for specialist cultures

3. Coordination and linkages Enough solutions for difficult links,  
but not too much interference with 
voluntary networking

Coordination processes and 
initiatives which take too long and 
don’t pay off

4. Accountability Enough recognition of shared 
responsibilities, but not too much 
dilution of unit accountability

Costly monitoring and weakened 
commitment to deliver

5. Hierarchy Enough hierarchy to add value, but 
not too much cost and interference

Redundant hierarchy that destroys 
more value than it adds
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CHAPTER

12THE InTERnATIonAl 
ConTExT

There never were, since the creation of the world, two cases exactly 
parallel.
Philip Dormer Stanhope (1694–1773); English Secretary of State

InTRoduCTIon

A s firms move out of their domestic market on to the international stage, they are 
faced with differing business arenas. The nations they expand to can vary with regard 

to consumer behaviour, language, legal system, technological infrastructure, business 
culture, educational system, labour relations, political ideology, distribution structures and 
fiscal regime, to name just a few. At face value, the plurality of the international context 
can seem daunting. Yet, the question is how important the international differences are 
for firms operating across borders. Do firms need to adapt to the international diversity 
encountered, or can they find ways of overcoming the constraints imposed by distinct 
national systems, structures and behaviours? This matter of understanding and dealing 
with international variety is one of the key topics for managers operating across borders.

A second question with regard to the international context is that of international 
linkages. To what extent do events in one country have an impact on what happens in 
other countries? When a number of nations are tightly linked to one another in a particular 
area, this is referred to as a case of international integration. If, on the other hand, there are 
very weak links between developments in one country and developments elsewhere, this is 
referred to as a situation of international fragmentation. The question for managers is how 
tightly linked nations around the world actually are. Countries might be quite different, 
yet developments in one nation might significantly influence developments elsewhere. For 
instance, if interest rates rise in the United States, central bankers in most other countries 
cannot ignore this. If the price of oil goes down on the spot market in Rotterdam, this will 
have a ‘spill over effect’ towards most other nations. And if a breakthrough chip technology 
is developed in Taiwan, this will send a shockwave through the computer industry around 
the world. If nations are highly integrated, the manager must view all countries as part of 
the same system – as squares on a chessboard, not to be judged in isolation.

When looking at the subjects of international variety and linkages, it is also important 
to know in which direction they have been moving, and will develop further, over time. 
Where a development towards lower international variety and tighter international linkages 
on a worldwide scale can be witnessed, a process of globalization is at play. Where a 
movement towards more international variety and a loosening of international linkages is 
apparent, a process of localization is taking place.

For managers operating in more than one nation, it is vital to understand the nature 
of the international context. Have their businesses been globalizing or localizing, and 
what can be expected in the future? Answers to these questions should guide strategizing 

65856_ch12_ptg01_605-654.indd   605 07/02/20   9:15 PM



606  SECTIon IV Strategy ConteXt

managers in choosing which countries to be active in and how to manage their activities 
across borders. Taken together, these international context questions constitute the issue of 
international configuration, and are the focus of further discussion in this chapter.

THE ISSuE of InTERnATIonAl ConfIguRATIon

How a firm configures its activities across borders is largely dependent on how it deals with 
the fundamental tension between the opposite demands of globalization and localization. 
To understand these forces, pulling the organization in contrary directions, it is first 
necessary to further define them. Globalization and localization are terms used by many, 
but explained by few. This lack of uniform definition often leads to an unfocused debate, 
as different people employ the same terms but actually refer to different phenomena. 
Therefore, this discussion starts with a clarification of the concepts of globalization and 
localization. Subsequently, attention will turn to the two central questions facing the 
international manager: which countries should the firm be active in, and how should this 
array of international activities be managed? This first question, deciding the geographic 
areas where the organization should be involved, is the issue of international composition. 
The second question, deciding the organizational structure and systems needed to run the 
multi-country activities, is the issue of international management.

Dimensions of globalization
Clearly, globalization refers to the process of becoming more global. But what is global? 
Although there is no agreement on a single definition, most writers use the term to refer to 
one or more of the following elements (see Figure 12.1):

 ■ Worldwide scope. ‘Global’ can simply be used as a geographic term. A firm with 
operations around the world can be labelled a global company, to distinguish it from firms 
that are local (not international) or regional in scope. In such a case, the term ‘global’ is 
primarily intended to describe the spatial dimension – the broadest possible international 
scope is to be global. When this definition of global is employed, globalization is the 
process of international expansion on a worldwide scale (e.g. Patel and Pavitt, 1991).

 ■ Worldwide similarity. ‘Global’ can also refer to homogeneity around the world. For 
instance, if a company decides to sell the same product in all of its international markets, 
it is often referred to as a global product, as opposed to a locally tailored product. In 
such a case, the term ‘global’ is primarily intended to describe the variance dimension 
– the ultimate level of worldwide similarity is to be global. When this definition of 
global is employed, globalization is the process of declining international variety (e.g. 
Levitt, 1983, Reading 12.1 in this book).

 ■ Worldwide integration. ‘Global’ can also refer to the world as one tightly linked 
system. For instance, a global market can be said to exist if events in one country are 
significantly impacted by events in other geographic markets. This contrasts with local 
markets, where price levels, competition, demand and fashions are hardly influenced 
by developments in other nations. In such a case, the term ‘global’ is primarily intended 
to describe the linkages dimension – the ultimate level of worldwide integration is to 
be global. When this definition of global is employed, globalization is the process of 
increasing international interconnectedness (e.g. Porter, 1986).

So, for example, is McDonald’s a global company? That depends along which of the 
above three dimensions the company is measured. When judging the international scope of 
McDonald’s, it can be seen that the company is globalizing, but far from global. The company 
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Internationalization as
increasing international scope

Globalization as
increasing worldwide scope

Globalization as
increasing worldwide similarity

Globalization as
increasing worldwide integration

fIguRE 12.1 Internationalization and globalization of the firm

operates in approximately half the countries in the world, but in many of these only in one or 
a few large cities. Of McDonald’s worldwide revenues, more than half is still earned in the 
United States. This predominance of the home country is even stronger if the composition of 
the company’s top management is looked at (Ruigrok and Van Tulder, 1995). However, when 
judging McDonald’s along the dimension of international similarity, it is simple to observe 
that the company is relatively global, as it takes a highly standardized approach to most 
markets around the world. Although it should be noted that on some aspects, such as menu 
and interior design, there is leeway for local adaptation. Finally, when judging McDonald’s 
along the dimension of international integration, the company is only slightly global, as it is 
not very tightly linked around the world. Some activities are centralized or coordinated, but 
in general there is relatively little need for concerted action.

As for localization – the opposite of the process of globalization – it is characterized by 
decreasing international scope, similarity and integration. From the angle of international 
strategy, the most extreme form of localness is when firms operate in one country and 
there is no similarity or integration between countries (e.g. the hairdressing and driving 
school businesses). However, this equates local with national, while firms and businesses 
can be even more local, all the way down to the state/province/department/district and 
municipal playing fields.

Levels of globalization
The second factor complicating a clear understanding of the concept of globalization is 
that it is applied to a variety of subjects, while the differences are often not made explicit. 
Some people discuss globalization as a development in the economy at large, while 
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others debate globalization as something happening to industries, markets, products, 
technologies, fashions, production, competition and organizations. In general, debates on 
globalization tend to concentrate on one of three levels of analysis:

 ■ Globalization of companies. Some authors focus on the micro level, debating whether 
individual companies are becoming more global. Issues are the extent to which firms 
have a global strategy, structure, culture, workforce, management team and resource 
base. The globalization of specific products and value-adding activities is often 
discussed in more detail. Here it is of particular importance to acknowledge that the 
globalization of one product or activity (e.g. marketing) does not necessarily entail the 
globalization of all others (e.g. Bartlett and Ghoshal, 1987; Prahalad and Doz, 1987).

 ■ Globalization of businesses. Other authors are more concerned with the meso level, 
debating whether particular businesses are becoming more global. Here it is important 
to distinguish those who emphasize the globalization of markets, as opposed to those 
accentuating the globalization of industries (see Chapter 4 for this distinction). The 
issue of globalizing markets has to do with the growing similarity of worldwide 
customer demand and the growing ease of worldwide product flows (e.g. Douglas and 
Wind, 1987, Reading 12.2; Levitt, 1983, Reading 12.1). For example, the crude oil 
and foreign currency markets are truly global – the same commodities are traded at 
the same rates around the world. The markets for accountancy and garbage collection 
services, on the other hand, are very local – demand differs significantly, there is little 
cross-border trade and consequently prices vary sharply. The globalization of industries 
is quite a different issue, as it has to do with the emergence of a set of producers that 
compete with one another on a worldwide scale (e.g. Porter, 1990a, 1990b; Prahalad 
and Doz, 1987). So, for instance, the automobile and consumer electronics industries 
are quite global – the major players in most countries belong to the same set of 
companies that compete against each other all around the world. The accountancy 
industry is relatively global, even though the markets for accountancy services are 
very local. On the other hand, the hairdressing and retail banking industries are very 
local – the competitive scene in each country is relatively uninfluenced by competitive 
developments elsewhere.

 ■ Globalization of economies. Yet other authors take a macro level of analysis, arguing 
whether or not the world’s economies in general are experiencing a convergence trend. 
Many authors are interested in the macroeconomic dynamics of international integration 
and its consequences in terms of growth, employment, inflation, productivity, trade 
and foreign direct investment (e.g. Kay, 1989; Krugman, 1990). Others focus more 
on the political realities constraining and encouraging globalization (e.g. Klein, 2000; 
McGrew and Lewis, 1992). Yet others are interested in the underlying dynamics of 
technological, institutional and organizational convergence (e.g. Dunning, 1986; 
Kogut, 1993).

Ultimately, the question in this chapter is not only whether economies, businesses and 
companies are actually globalizing, but also whether these developments are a matter 
of choice. In other words, is global convergence or continued international diversity an 
uncontrollable evolutionary development to which firms (and governments) must comply, 
or can managers actively influence the globalization or localization of their environment?

International composition
An international firm operates in two or more countries. When a firm starts up value-adding 
activities in yet another country, this process is called internationalization. In Figure 12.2 
an overview is presented of the most common forms of internationalization. One of the 
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earliest international growth moves undertaken by firms is to sell their products to foreign 
buyers, either directly (internet or telephone sales), through a travelling salesperson, or 
via a local agent or distributor. Such types of export activities are generally less taxing 
for the organization than the establishment of a foreign sales subsidiary (or sales unit). 
Serving a foreign market by means of a sales subsidiary often requires a higher level of 
investment in terms of marketing expenditures, sales force development and after-sales 
service provision. A firm can also set up a foreign production subsidiary (or ‘off-shore’ 
production unit), where activities are focused on manufacturing goods to be exported back 
to the firm’s other markets. Alternatively, a firm can begin an integrated foreign subsidiary 
that is responsible for a full range of value-adding activities, including production and 
sales. In practice, there are many variations to these basic forms of internationalization, 
depending on the specific value-adding activities carried out in different countries. For 
example, some subsidiaries have R&D, assembly and marketing as part of their portfolio 
of activities, while others do not (Birkinshaw and Hood, 1998).

Home
Country R&D Production Assembly Marketing Sales Service Buyers

Foreign
Country A Sales Buyers

Foreign
Country B Marketing Sales Service Buyers

Foreign
Country C Production Assembly

Foreign
Country D

Integrated
Domestic

Firm

Export via
Agent or

Distributor

Export via
Sales

Subsidiary

Foreign
Production
Subsidiary

Integrated
Foreign

Subsidiary
Production Assembly Marketing Sales Service Buyers

fIguRE 12.2 International growth options

When establishing a foreign subsidiary, the firm must decide whether to purchase an 
existing local company (entry by acquisition) or to start from scratch (greenfield entry). 
In both cases the firm can work independently or by means of a joint venture with a 
local player or foreign partner. It is also possible to dispense with the establishment of 
a subsidiary at all, by networking with local manufacturers, assemblers, sales agents and 
distributors (as discussed in Chapter 6).

The issue of international composition deals with the question of where the firm 
wants to have a certain level of involvement. The firm’s strategists must decide where to 
allocate resources, build up activities and try to achieve results. The issue of international 
composition can be further subdivided into two parts:

 ■ International scope. The international composition of the firm depends first of all on 
the countries selected to do business in. The geographic spectrum covered by the firm 
is referred to as its international scope. The firm’s strategists must decide how many 
countries they want to be active in, and which countries these should be.
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 ■ International distribution.  The international composition of the firm also 
depends on how it has distributed its value-adding activities across the countries 
selected. In some firms all national subsidiaries carry out similar activities and 
are of comparable size. However, in many firms activities are distributed less 
symmetrically, with, for example, production, R&D and marketing concentrated in 
only a few countries (Porter, 1986). Commonly, some countries will also contribute 
much more revenue and profits than others, but these might not be the countries 
where new investments can best be made. It is the task of the firm’s strategists to 
determine how activities can best be distributed and how resources can best be 
allocated across the various countries.

Just as a corporation’s portfolio of businesses can be visualized by means of a portfolio 
grid, so too can a business’s portfolio of foreign sales markets be displayed using such a 
matrix. In Figure 12.3 a fictitious example is given of a firm’s international sales portfolio 
using the GE business screen as analysis tool. Instead of industry attractiveness along 
the vertical axis, country attractiveness is used, calculating items such as market growth, 
competitive intensity, buyer power, customer loyalty, government regulation and operating 
costs. Following a similar logic, firms can also evaluate their international portfolios of, 
for instance, production locations and R&D facilities.

Deciding which portfolio of countries to be active in, both in terms of international 
scope and distribution, will largely depend on the strategic motives that have stimulated the 
firm to enter the international arena in the first place. After all, there must be some good 
reasons why a firm is willing to disregard the growth opportunities in its home market 
and to enter into uncertain foreign adventures. There must be some advantages to being 
international that offset the disadvantages of foreignness and distance. These advantages 
of having activities in two or more countries – cross-border synergies – are discussed in 
more detail later, after an account of the second international configuration question: the 
issue of international management.
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fIguRE 12.3 Example of a foreign sales market portfolio
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International management
A firm operating in two or more countries needs to find some way of organizing itself to 
deal with its border-spanning nature. As managing across borders is difficult and costly, 
the simplest solution would be to organize all operations on a country-by-country basis, 
and to leave all country units as autonomous as possible. Yet, internationalization is only 
economically rational if ‘the international whole is more than the sum of the country parts’ 
(see Chapter 5). In other words, internationalization only makes sense if enough cross-
border synergies can be reaped to offset the extra cost of foreignness and distance.

Therefore, the firm needs to have international integration mechanisms to facilitate the 
realization of cross-border synergies. The three most important integration mechanisms 
used in international management are:

 ■ Standardization. An easy way to reap cross-border synergies is to do the same thing 
in each country, without any costly adaptation. Such standardization can be applied 
to all aspects of the business model (see Chapter 4) – the product offerings, value-
adding activities and resources employed. Standardization is particularly important for 
achieving economies of scale (e.g. Hout, Porter and Rudden, 1982; Levitt, 1983), but 
can be equally valuable for serving border-crossing clients who want to encounter a 
predictable offering (e.g. Hamel and Prahalad, 1985; Yip, 1993).

 ■ Coordination. Instead of standardizing products or activities, international firms can 
align their varied activities in different countries by means of cross-border coordination. 
Getting the activities in the various countries aligned is often inspired by the need 
to serve border-crossing clients in a coordinated manner (e.g. global service level 
agreements), or to counter these clients’ policy of playing off the firm’s subsidiaries 
against one another (e.g. cross-border price shopping). International coordination can 
be valuable when responding to, or attacking, competitors as well. A coordinated assault 
on a few markets, financed by the profits from many markets (i.e. cross-subsidization), 
can sometimes lead to competitive success (Prahalad and Doz, 1987).

 ■ Centralization. Of course, activities within the firm can also be integrated at one 
central location, either in the firm’s home country or elsewhere. Such centralization is 
often motivated by the drive for economies of scale (e.g. Buckley and Casson, 1985; 
Dunning, 1981), but might be due to the competitive advantage of a particular country 
as well. For example, production costs might be much lower, or quality much higher, 
in a certain part of the world, making it a logical location for centralized production. 
Centralization of knowledge-intensive activities is sometimes also needed, to guard 
quality or to ensure faster learning than could be attained with decentralized activities 
(e.g. Dunning, 1993; Porter, 1990b).

It is up to the firm’s strategists to determine the most appropriate level of standardization, 
coordination and centralization needed to function efficiently and effectively in an 
international context. The level chosen for each of these three characteristics will largely 
determine the organizational model adopted by the international firm.

In their seminal research, Bartlett and Ghoshal (1989) distinguish four generic 
organizational models for international firms, each with its own mix of standardization, 
coordination and centralization (see Figure 12.4):

 ■ Decentralized federation. In a decentralized federation, the firm is organized along 
geographic lines, with each full-scale country subsidiary largely self-sufficient and 
autonomous from international headquarters in the home country. Few activities are 
centralized and little is coordinated across borders. The level of standardization is 
also low, as the country unit is free to adapt itself to the specific circumstances in its 
national environment. Bartlett and Ghoshal refer to this organizational model as ‘multi-
national’. Another common label is ‘multi-domestic’ (e.g. Prahalad and Doz, 1987; 
Stopford and Wells, 1972).
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 ■ Coordinated federation. In a coordinated federation, the firm is also organized along 
geographic lines, but the country subsidiaries have a closer relationship with the 
international headquarters in the home country. Most of the core competencies, 
technologies, processes and products are developed centrally, while other activities are 
carried out locally. As a consequence, there is some standardization and coordination, 
requiring some formalized control systems (i.e. planning, budgeting, administration). 
Another name employed by Bartlett and Ghoshal to refer to this organizational model is 
‘international’.

 ■ Centralized hub. In a centralized hub, national units are relatively unimportant, as all main 
activities are carried out in the home country. Generally a highly standardized approach is 
used towards all foreign markets. As centralization and standardization are high, foreign 
subsidiaries are limited to implementing headquarters’ policies in the local markets. 
Coordination of activities across countries is made easy by the dominance of headquarters. 
Bartlett and Ghoshal use the term ‘global’ to describe this organizational model.

 ■ Integrated network. In an integrated network, the country subsidiaries have a close 
relationship with international headquarters, just as in the coordinated federation, 
but also have a close relationship with each other. Very little is centralized at the 
international headquarters in the home country, but each national unit can become the 
worldwide centre for a particular competence, technology, process or product. Thus 
subsidiaries need to coordinate the flow of components, products, knowledge and 
people between one other. Such a networked organization requires a certain level of 
standardization to function effectively. Another name used by Bartlett and Ghoshal for 
this organizational model is ‘transnational’.

Loose, simple controls
(strategic decisions decentralized)

Mainly
�nancial
�ows

Formal system controls
(some centralization and standardization)

Tight, simple controls
(strategic decisions centralized)

Mainly �ows
of goods
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(strategic decision making shared)

Mainly knowledge
�ows (technology,

processes, systems)

Large �ows of info,
components, products,

resources and people

Decentralized Federation Coordinated Federation

Centralized Hub Integrated Network

fIguRE 12.4 Generic organizational models for international firms (adapted from Bartlett  
and Ghoshal, 1995)

65856_ch12_ptg01_605-654.indd   612 07/02/20   9:15 PM



CHAPTER 12 the InternatIonal ConteXt  613

Which international organizational model is adopted depends strongly on what the 
corporate strategist wishes to achieve. The preferred international management structure 
will be largely determined by the type of cross-border synergies that the strategists envisage. 
This topic of multi-country synergies is examined more closely in the following section.

THE PARAdox of globAlIzATIon  
And  loCAlIzATIon

The axis of the earth sticks out visibly through the center of each and every 
town or city.
Oliver Wendell Holmes (1809–1894); American physician, poet and essayist

It requires almost no argumentation that internationally operating companies are faced 
with a tension between treating the world as one market and acknowledging national 
differences. During the last few decades, achieving a balance between international 
uniformity and meeting local demands has been the dominant theme in the literature 
on international management. All researchers have recognized the tension between 
international standardization and local adaptation. The key question has been whether 
international firms have the liberty to standardize or face the pressure to adapt.

However, since the mid-1980s, this standardization-adaptation discussion has 
progressed significantly as strategy researchers have moved beyond the organizational 
design question, seeking the underlying strategic motives for standardization 
and adaptation (e.g. Bartlett and Ghoshal, 1987; Porter, 1986; Prahalad and Doz, 
1987). It has been acknowledged that international standardization is not a matter 
of organizational convenience that companies naturally revert to when the market 
does not demand local adaptation. Rather, international standardization is a means 
for achieving cross-border synergies. A firm can achieve cross-border synergies by 
leveraging resources, integrating activities and aligning product offerings across two 
or more countries. Creating additional value in this way is the very raison d’etre of the 
international firm. If internationalizing companies fully adapted to local conditions, 
without leveraging a homegrown quality, they would have no advantage over local 
firms, while they would be burdened by the extra costs of international business 
(e.g. overcoming distance and foreignness). Therefore, international companies need 
to realize at least enough cross-border synergies to compensate for the additional 
expenses of operating in multiple countries.

Much of the theoretical discourse has focused on the question of which cross-border 
synergies can be achieved on the ultimate, global scale. Most researchers identify various 
potential opportunities for worldwide synergy, yet recognize the simultaneous demands 
to meet the specific conditions in each local market (e.g. Dicken, 1992; Yip, 1993). 
These possibilities for reaping global synergy will be examined first, followed by the 
countervailing pressures for local responsiveness.

The demand for global synergy
Striving for cross-border synergies on as large a scale as possible can be an opportunity 
for an international firm to enhance its competitive advantage. However, realizing 
global synergies is often less an opportunity than a competitive demand. If rival firms 
have already successfully implemented a global strategy, there can be a severe pressure 
to also reap the benefits of globalization through standardization, coordination or 
centralization.
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There are many different types of cross-border synergies. In accordance with the 
business model framework described in Chapter 4, these synergies can be organized into 
three categories: aligning product offerings, integrating activities and leveraging resources 
(see Figure 12.5).

Foreign Market A

Product Offering
(Value Proposition)

Activity System
(Value Chain)

Resource Base
(Stock of Assets)

Foreign Market B

Product Offering
(Value Proposition)

Activity System
(Value Chain)

Resource Base
(Stock of Assets)

Leveraging
Resources

Integrating
Activities

Aligning
Positions

Corporate
Centre

fIguRE 12.5 Forms of cross-border synergies

Synergy by aligning positions. The first way to create cross-border synergies is to align 
market positions in the various countries in which the firm operates. Taking a coordinated 
approach to different national markets can be necessary under two circumstances – namely 
to provide a concerted cross-border product offering to customers and to stage a concerted 
cross-border attack on competitors:

 ■ Dealing with cross-border customers. An international firm is ideally placed to offer 
border-crossing customers an internationally coordinated product or service offering. 
Whether it is for a tourist who wants to have the same hotel arrangements around the 
world, or for an advertiser who wants to stage a globally coordinated new product 
introduction, it can be important to have a standardized and coordinated offering across 
various nations. It might be equally necessary to counter the tactics of customers 
shopping around various national subsidiaries for the best deals, or to meet the 
customer’s demand to aggregate all global buying via one central account.

 ■ Dealing with cross-border competition. An international firm is also in an ideal position 
to successfully attack locally oriented rivals if it does not spread its resources too thinly 
around the world, but rather focuses on only a few countries at a time. By coordinating 
its competitive efforts and bringing its global power to bear on a few national markets, 
an international firm can push back or even defeat local rivals country-by-country. 
Of course, an international company must also have the capability of defending itself 
against such a globally coordinated attack by a rival international firm.
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Synergy by integrating activities. Cross-border synergies can also be achieved 
by linking the activity systems of the firm in its various national markets. Integrating the 
value-creation processes across borders can be useful to realize economies of scale and to 
make use of the specific competitive advantages of each nation:

 ■ Reaping scale advantages. Instead of organizing the international firm’s activity system 
on a country-by-country basis, certain activities can be pooled to reap economies of 
scale. Commonly this means that activities must be centralized at one or a few locations, 
and that a certain level of product and/or process standardization must be accepted. 
Economies of scale can be realized for many activities, most notably production, logistics, 
procurement and R&D. However, scale advantages might be possible for all activities of 
the firm. Although scale advantages are often pursued by means of centralization, it is 
often possible to achieve economies by standardizing and coordinating activities across 
borders (e.g. joint procurement, joint marketing campaigns).

 ■ Reaping location advantages. For some activities certain locations are much more 
suited than others, making it attractive to centralize these activities in the countries 
that possess a particular competitive advantage. A national competitive advantage can 
consist of inexpensive or specialist local inputs, such as raw materials, energy, physical 
infrastructure or human resources, but can also be due to the presence of attractive 
buyers and related industries (Porter, 1990a).

Synergy by leveraging resources. A third manner in which cross-border synergies 
can be realized is by sharing resources across national markets. Such resource leveraging 
can be achieved by physically reallocating resources to other countries where they can 
be used more productively, or by replicating them so they can be used in many national 
markets simultaneously:

 ■ Achieving resource reallocation. Instead of leaving resources in countries where they 
happen to be, international firms have the opportunity to transfer resources to other 
locations, where they can be used to more benefit. For example, money, machinery 
and people can be reallocated out of countries where the return on these resources 
is low, into countries where they can reap a higher return. Managers specializing 
in market development might be sent to new subsidiaries, while older machinery 
might be transferred to less advanced markets (Buckley and Casson, 1976;  
Vernon, 1966).

 ■ Achieving resource replication. While leveraging tangible resources requires 
physical reallocation or sharing (see reaping scale advantages), intangible resources 
can be leveraged by means of replication. Intangibles such as knowledge and 
capabilities can be copied across borders and reused in another country. This allows 
international companies to leverage their know-how with regard to such aspects as 
technology, production, marketing, logistics and sales (Kogut and Zander, 1993; 
Liebeskind, 1996).

For all of these cross-border synergies it holds that the wider the geographic scope, the 
greater the potential benefit. Where possible, realizing these synergies on a global scale 
would result in the highest level of value-creation.

These opportunities for global synergy represent a strong demand on all companies, 
both international and domestic. If a company can reap these synergies more quickly 
and successfully than its competitors, this could result in a strong offensive advantage. If 
other companies have a head start in capturing these global synergies, the firm must move 
quickly to catch up. Either way, there is a pressure on companies to seek out opportunities 
for global synergy and to turn them to their advantage.
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The demand for local responsiveness
Yet the pressure to pursue global synergies is only half the equation. Simultaneously, 
companies must remain attuned to the specific demands of each national market and 
retain the ability to respond to these particular characteristics in a timely and adequate 
manner. In other words, firms must have the capability to be responsive to local 
conditions. If they lose touch with the distinct competitive dynamics in each of their 
national markets, they might find themselves at a competitive disadvantage compared to 
more responsive rivals.

While business responsiveness is always important, it becomes all the more pressing 
when the differences between various national markets are large. The more dissimilar the 
national markets, the more pressure on the international firm to be attuned to these distinct 
characteristics. The most important differences between countries include:

 ■ Differences in market structure. Countries can differ significantly with regard to their 
competitive landscape. For example, in some national markets there are strong local 
competitors, requiring the international firm to respond differently than in countries where 
it encounters its ‘regular’ international rivals. Another difference is that in some countries 
there are only a few market parties, while in other countries the market is highly fragmented 
among numerous competitors. There can also be large differences from country to country 
in the background of competitors – in some countries conglomerates dominate the business 
scene, while in other countries single business competitors are more frequent.

 ■ Differences in customer needs. Customers in each national market can have needs 
that are significantly different from the needs exhibited in other countries. The nature 
of these customer differences can vary from divergent cultural expectations and use 
circumstances, to incompatible technical systems and languages employed.

 ■ Differences in buying behaviour. Not only can the customers’ needs differ across 
countries, but so can their buying behaviour. For example, customers can be different 
with regard to the way they structure buying decisions, the types of information they 
consider and the relationship they wish to have with their suppliers.

 ■ Differences in substitutes. National markets can also differ with regard to the types of 
indirect competition that need to be faced. In some countries, for instance, beer brewers 
have to deal with wine as an important rival product, while in other markets tea or soft 
drinks might be the most threatening substitutes.

 ■ Differences in distribution channels. Countries can exhibit remarkable differences in 
the way their distribution channels work. For example, countries can vary with regard 
to the kinds of distribution channels available, the number of layers in the distribution 
structure, their level of sophistication, their degree of concentration and the negotiating 
power of each player.

 ■ Differences in media structure. National markets can have very different media 
channels available for marketing communication purposes. In the area of television, 
for instance, countries vary widely with regard to the number of stations on air (or on 
cable), the types of regulation imposed, the amount of commercial time available, and 
its cost and effectiveness. In the same way, all other media channels may differ.

 ■ Differences in infrastructure. Many products and services are heavily dependent on 
the type of infrastructure available in a country. For example, some products rely on 
a digital telephone system, high-speed motorways, 24-hour convenience stores, or a 
national health care system. Some services require an efficient postal service, public 
transport, electronic banking or cable television.

 ■ Differences in supply structure. If a company has local operations, the differences 
between countries with regard to their supply structures can also force the company to 
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be more locally responsive. Not only the availability, quality and price of raw materials 
and components can vary widely between countries, but the same is true for other 
inputs such as labour, management, capital, facilities, machinery, research, information 
and services.

 ■ Differences in government regulations. As most government regulations are made on 
a country-by-country basis, they can differ significantly. Government regulations can 
affect almost every aspect of a company’s operations, as they range from antitrust and 
product liability legislation, to labour laws and taxation rules.

Responsiveness to these local differences is not only a matter of adaptation. Simple 
adaptation can be reactive and slow. Being responsive means that the firm has to have 
the ability to be proactive and fast. As each market develops in a different way and at a 
different pace, the international firm needs to be able to respond quickly and adequately to 
remain in tune.

It is clear that international managers cannot afford to neglect being responsive to 
local conditions. Yet, at the same time, they need to realize cross-border synergies to 
create additional value. Unfortunately for managers, these two key demands placed on 
the international firm are, at least to some extent, in conflict with one another. Striving for 
cross-border synergies on a global scale will interfere with being locally responsive and vice 
versa. Therefore, the question is how these two conflicting demands can be reconciled – 
how can the international manager deal with the paradox of globalization and localization?

nESPRESSo In CHInA: WHERE 
ElSE?
Ever since Swiss company Nestlé created a new 
market segment by developing an innovative system 
for premium portioned coffee under the Nespresso 
brand, it has seen remarkable growth in the global 
coffee market. Nespresso launched its products 
internationally in 1991 and is currently servicing 
116 countries worldwide. In pursuit of new growth, 
the company has recently shifted its focus towards 
the huge upcoming Chinese market. This seems 
an obvious choice, but there is no easy answer to 
becoming successful there. While coffee is gaining 
traction as a hot beverage in China, consumption 
is still low and the age-old tradition of tea in China 
is deeply imbedded in the national culture. The 
company’s tagline question, expressed in several 
commercials by actor George Clooney: “Nespresso: 
what else?” is easily answered in China.

Nespresso’s journey started in 1976, when one 
of Nestlé’s employees, Eric Favre, developed and 
patented the Nespresso System. The subsequent 
years, the system went through several improvements 
and the company started selling different varieties of 
coffee flavours and machine models to the business 

sector in Switzerland, Japan and Italy. Due to low 
sales in the early years, the company was forced to 
reposition Nespresso as a premium quality brand 
targeted at households, with an emphasis on high-
income individuals.

A new and successful business model was born, 
based on three important elements: individually 
portioned aluminium coffee capsules, specially 
designed coffee machines exclusively compatible 
with the Nespresso capsules, and unique customer 
service through the Nespresso Club and Nespresso 
Boutiques. Nespresso products cannot be purchased 
in ordinary stores or supermarkets: the company 
uses its own distribution channels (web shop, email, 
telephone) and transport service to sell and deliver 
its products with an emphasis on personal attention 
for the customer.

Since 2000, the company has opened over 700 
Nespresso Boutiques around the world, situated 
at carefully selected locations to give consumers 
the opportunity to ‘experience the brand with all 
their senses’. After purchasing Nespresso products, 
consumers automatically become members of the 
Nespresso Club. Club members receive information 
and advice on all grand cru coffees, technical 
problems, special offers and new machine models. 

ExHIbIT 12.1 SHoRT CASE
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With the Nespresso Club, the company hopes to 
build stronger brand loyalty, encouraging repeat 
purchasing among its consumers. The company’s 
decision to reposition Nespresso resulted in a period 
of rapid expansion and can be marked as the start 
of developing a strong global brand. Even though 
an increasing number of me-too coffee pods and 
machines have entered the market, Nespresso remains 
the market leader in the single-serve portioned coffee 
market and has seen an average double-digit annual 
profit growth between 2000 and 2010, and consistent 
mid-single-digit growth as of 2019.

Aware of the growth potential in China, 
Nespresso decided to enter the Chinese market 
in 2007. Twelve Nespresso Boutiques have been 
established since then, in Shanghai, Beijing, 
Hangzhou, Chengdu, Guangzhou and Shenzhen. 
However, the choice is not as obvious as it seems, 
considering the preference for tea as both a hot 
and cold beverage in China’s domestic market. 
Originally tea was mainly appreciated in China for 
its medical effects, in particular because it helps to 
digest food. Nowadays, Chinese people drink tea at 
almost any time of the day, especially during and 
after every meal. Moreover, the majority of Chinese 
are not used to the bitter taste of pure coffee. Of 
the US$95.6 billion Chinese hot drinks market in 
2019, tea holds a share of over 90 per cent; coffee 
accounts for 8.6 per cent.

Coffee is on the rise, however. American 
coffee house Starbucks was one of the first coffee 
companies to enter the Chinese market in 1998, 
successfully introducing premium coffee to Chinese 
consumers, and making them more familiar with 
drinking and appreciating coffee. Starbucks nearly 
quadrupled its store count in China to over 3600 
in 2019 from 1017 in 2013. This is in line with the 
consumption of regular and quality coffee gaining 
traction in China, in conjunction with rising living 
standards of the growing urban middle class who get 
increasingly accustomed to Western standards and 
ways of living. Particularly for Chinese millennials, 
adopting Western products is perceived as having 
status.

Still, Chinese consumers only drink an average 
of three cups of coffee per year; peanuts compared 
to, for example, the British or Americans who drink 
respectively 250 and 363 cups of coffee annually. 
In Shanghai and Beijing, only 20 to 30 per cent of 
consumers drink coffee and there is a general lack 

of knowledge on how to prepare coffee. As such, 
drinking instant coffee at home and ready-to-drink 
coffee at coffee houses or convenience stores is much 
more common in China. Instant coffee accounts for 
87 per cent of the Chinese coffee market, with 3-1 
instant coffee (coffee-powder, milk, sugar) as the 
beverage of choice, while preparing ground coffee at 
home is a rare habit.

Country manager of Nespresso China, Alfonso 
Troisi, is facing a difficult challenge. Should 
Nespresso maintain its way of doing business as the 
company does in other countries? Nespresso has 
developed itself as one of the most famous brands 
for premium coffee, with an important focus on its 
global status, brand image and exclusive customer 
service. The company’s business model and 
marketing strategy are homogeneous worldwide, 
which is manifested in, for example, the Nespresso 
Club and Boutiques. This uniform strategy proved 
to be a successful formula in Europe and the 
United States. In addition, the Chinese upcoming 
urban middle class consumers increasingly attach 
importance to popular Western brands to boost 
their image and enhance their social position. The 
exclusivity and premium quality of the Nespresso 
brand could contribute to this image.

On the other hand, it could also be a sagacious 
move for Nespresso to adapt its comprehensive 
business model to the Chinese market, since 
Nespresso’s core product is not a household name 
in the country and coffee shop competitors are 
plentiful. Besides, Chinese consumers might have 
specific preferences compared to other consumers 
in the global marketplace. Former Nespresso Market 
Director for South East Asia, Greater China and 
Korea, Mark Leenders, already acknowledged the 
difficulty of selling pricey coffee machines and 
coffee capsules in a country with an entrenched 
tea culture. Should Nespresso adjust its products to 
meet, for example, the dislike of the bitter taste of 
pure coffee by Chinese consumers and meet their 
preference for lattes and cappuccinos? Or should it 
change its marketing strategy and focus its attention 
on providing more information about brewing coffee 
for its Chinese customers?

In attempting to create a higher brand loyalty 
among its Chinese customers and generate a greater 
demand for its coffee products, Nespresso has 
already made small deviations from its homogenous 
strategy to appeal to Chinese consumers. In 2012 
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Nespresso collaborated with Hong Kong-based 
company Shanghai Tang to develop a red coffee 
machine with a dragon integrated in the design 
to adapt to the Chinese taste. Red is an important 
colour in Chinese culture and is associated with 
prosperity, while the dragon was the zodiac sign of 
the year 2012 and symbolizes good fortune. In 2016, 
Nespresso shifted its focus to the business sector 
by launching a new coffee machine model in China 
specifically designed for restaurants, hotels and 
bars. This offers customers high-end quality coffee 
with the least amount of effort. Yet, are machine 
alterations alone enough to enamour the Chinese 
consumer?

Alfonso Troisi needs to decide which road the 
company has to follow and how to position it in 

the Chinese market. The Chinese market holds 
huge potential in several ways and competitors 
have already started reaping its benefits. Whether 
he decides to stick to Nespresso’s homogeneous 
business model and brand image, adapt to local 
differences, or even decide to deviate from its core 
product and focus on tea instead; each decision 
will have important implications for the company’s 
future position in the Chinese market.

Co-authors: Laura Kamsma, Maria Hu and Wester Wagenaar

Sources: www.nestle-nespresso.com; www.starbucks.com.cn; 
Alizila, 6 September 2018; Bloomberg, 18 June 2016; Canadean, 
17 August 2015; China Daily, Oct 1, 2012; Euromonitor, Coffee 
in China, March 2019; Mintel, 11 April 2019; Statista, Hot 
Drinks Report 2019; The Telegraph, 27 January 2016; The Wall 
Street Journal, 16 September 2015.

PERSPECTIVES on THE InTERnATIonAl   
 ConTExT

You may say I’m a dreamer, but I’m not the only one; I hope some day you’ll 
join us, and the world will live as one.
John Lennon (1940–1980); British musician and songwriter

When doing business in an international context, it is generally accepted that the 
challenge for firms is to strive for cross-border synergies, while simultaneously being 
responsive to the local conditions. It is acknowledged that international managers need 
to weigh the specific characteristics of their business when reconciling the paradox 
of globalization and localization – some businesses are currently more suited for 
a global approach than others. Where opinions start to diverge is on the question of 
which businesses will become more global, or can be made more global, in the near 
future. To some managers it is evident that countries are rapidly becoming increasingly 
similar and more closely interrelated. To them globalization is already far advanced 
and will continue into the future, wiping out the importance of nations as it progresses. 
Therefore, they argue that it is wise to anticipate, and even encourage, a ‘nationless’ 
world, by focusing on global synergies over local responsiveness. Other managers, 
however, are more sceptical about the speed and impact of globalization. In their view, 
much so-called globalization is quite superficial, while at a deeper level important 
international differences are not changing quickly and cross-border integration is 
moving very slowly. They also note that there are significant counter-currents creating 
more international variety, with the potential of loosening international linkages. 
Therefore, wise managers should remain highly responsive to the complex variety and 
fragmentation that characterizes our world, while only carefully seeking out selected 
cross-border synergy opportunities.

These differing opinions among international strategists are reflected in differing 
views in the strategic management literature. While there is a wide spectrum of 
positions on the question of how the international context will develop, here the 
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two opposite poles in the debate will be identified and discussed. On one side of the 
spectrum there are the managers who believe that globalization is bringing Lennon’s 
dream of the ‘world living as one’ closer and closer. This point of view is called the 
‘global convergence perspective’. At the other end of the spectrum are the managers 
who believe that deep-rooted local differences will continue to force firms to ‘do in 
Rome as the Romans do’. This point of view is referred to as the ‘international diversity 
perspective’.

The global convergence perspective
According to proponents of the global convergence perspective, the growing 
similarity and integration of the world can be argued by pointing to extensive 
economic statistics showing significant rises in foreign direct investment and 
international trade. Yet, it is simpler to observe things directly around you. 

For instance, are you wearing clothing unique to your country, or could you mingle in 
an international crowd without standing out? Is the television you watch, the vehicle 
you drive, the telephone you use and the timepiece you wear specific to your nation, or 
based on the same technology and even produced by the same companies as those in other 
countries? Is the music you listen to made by local bands, unknown outside your country, 
or is this music equally popular abroad? Is the food you eat unique to your region, or is 
even this served in other countries? Now compare your answers with what your parents 
would have answered 30 years ago – the difference is due to global convergence.

Global convergence, it is argued, is largely driven by the ease, low cost and frequency 
of international communication, transport and travel. This has diminished the importance 
of distance. In the past world of large distances, interactions between countries were 
few and international differences could develop in relative isolation. But the victory of 
technology over distance has created a ‘global village’, in which goods, services and 
ideas are easily exchanged, new developments spread quickly and the ‘best practices’ of 
one nation are rapidly copied in others. Once individuals and organizations interact with 
one another as if no geographic distances exist, an unstoppable process towards cultural, 
political, technological and economic convergence is set in motion – countries will become 
more closely linked to one another and local differences will be superseded by new global 
norms.

Of course, in the short run there will still be international differences and nations 
will not be fully integrated into a ‘world without borders’. Managers taking a global 
convergence perspective acknowledge that such fundamental and wide-ranging changes 
take time. There are numerous sources of inertia, e.g. vested interests, commitment to 
existing systems, emotional attachment to current habits and fear of change. The same 
type of change inhibitors could be witnessed during the Industrial Revolution, as well. 
Yet, these change inhibitors can only slow the pace of global convergence, not reverse 
its direction – the momentum caused by the shrinking of distance can only be slowed 
down, but not stopped. Therefore, firms thinking further than the short term should not 
let themselves be guided too much by current international diversity, but rather by the 
emerging global reality (Ohmae, 1990).

For individual firms, global convergence is changing the rules of the competitive game. 
While in the past most countries had their own distinct characteristics, pressuring firms to 
be locally responsive, now growing similarity offers enormous opportunities for leveraging 
resources and sharing activities across borders, e.g. production can be standardized to save 
costs, new product development can be carried out on an international scale to reduce 
the total investments required, and marketing knowledge can easily be exchanged to 
avoid reinventing the wheel in each country. Simultaneously, international integration has 
made it much easier to centralize production in large-scale facilities at the most attractive 
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locations and to supply world markets from there, unrestrained by international borders. In 
the same manner, all types of activities, such as R&D, marketing, sales and procurement, 
can be centralized to profit from worldwide economies of scale.

An equally important aspect of international integration is that suppliers, buyers and 
competitors can also increasingly operate as if there were no borders. The ability of 
buyers to shop around internationally makes the world one global market, in which global 
bargaining power is very important. The ability of suppliers and competitors to reap global 
economies of scale and sell everywhere around the world creates global industries in 
which competition takes place on a worldwide stage, instead of in each nation separately. 
To deal with such global industries and global markets, the firm must be able to align its 
market activities across nations.

These demands of standardization, centralization and coordination require a global 
firm, with a strong centre responsible for the global strategy, instead of a federation of 
autonomous national subsidiaries focused on being responsive to their local circumstances. 
According to proponents of the global convergence perspective, such global organizations, 
or ‘centralized hubs’ (Bartlett and Ghoshal, 1995), will become increasingly predominant 
over time. And as more companies switch to a global strategy and a global organizational 
form, this will in turn speed up the general process of globalization. By operating in a 
global fashion, these firms will actually contribute to a further decrease of international 
variety and fragmentation. In other words, globalizing companies are both the consequence 
and a major driver of further global convergence.

unIlEVER: globAl jEWElS foR 
PEoPlE And PlAnET
Unilever is currently the world’s third-largest 
consumer products company, generating over 
US$50 billion in annual revenue. Seven out of every 
ten households across the world contain at least 
one Unilever product, while 2 billion people use 
Unilever’s products on a daily basis. Its global brands 
include 13 ‘billion dollar brands’ such as Dove, 
Knorr, Lipton, Magnum, Omo, Axe and Sunsilk. 
From the bustling city of São Paulo to the rural 
plains of northern Vietnam, people can spill Knorr 
soup on their shirts, wash them with Omo detergent, 
use Axe or Dove products to freshen themselves up, 
and celebrate tidiness with Magnum ice cream.

Unilever was formed on 2 September 1929 with 
one of the largest mergers of that time between 
Margarine Unie from The Netherlands and Lever 
Brothers from the UK. Margarine Unie was 
established by the two Dutch family businesses of 
butter merchants Van den Bergh and Jurgens who 
picked up the new product ‘margarine’ made from 
beef fat and milk that promised to replace butter 

– their core business. Lever Brothers, on the other 
hand, was a British manufacturing company that 
produced a new kind of soap by replacing animal 
fats with copra and pine kernel oil. The merger was 
formed to stop producing the same kind of products 
and combine forces in international expansion.

Growing the diverse portfolio internationally 
paid off for the newly formed multi-national, 
as joint production saved costs and the joint 
internationalization leveraged investments. When 
the world economy expanded, Unilever followed 
suit. It developed new products, entered new 
markets and countries, and ran an ambitious 
acquisition programme. The corporate basis was 
also strengthened. Higher R&D spending enhanced 
product quality and enabled continuous product 
innovations, while the new and improved products 
were introduced faster and more effectively by 
professionalizing the sales and marketing functions. 
Unilever’s bargaining power vis-à-vis its customers 
– shops and supermarkets – increased with the 
company’s growing scale and product portfolio, and 
as a result its products were better positioned in the 
supermarkets.

ExHIbIT 12.2 globAl ConVERgEnCE PERSPECTIVE
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Unilever’s scale was also beneficial in other 
areas. As it became one of the world’s largest 
buyers of raw materials, increased buying power 
reduced the costs of these inbound resources. Palm 
oil in particular was used in almost all of Unilever’s 
products in food, detergents and beauty products. 
The higher margins were invested in sales and 
marketing campaigns, which increased the value 
of Unilever’s brands and – again – the products’ 
positioning in outlets. Unilever spends around US$9 
billion annually on marketing campaigns, making it 
the second-biggest spender on adverts in the world. 
Global presence in products and product categories 
not only reduced relative marketing costs but also 
increased marketing quality. The strong competitive 
position of Unilever products increased further, 
particularly vis-à-vis local brands.

Not all of Unilever’s products were global brands 
though. While most customer needs are comparable 
throughout the globe, local preferences in smell and 
taste restricted the company’s potential of global 
synergy advantages in many products. Hard economic 
conditions and high inflation in the 1970s drove the 
company into a rationalization programme in which 
the performance of Unilever’s product portfolio 
was analysed. While thriving on ‘global jewels’, the 
majority of the products appeared to be ‘local brands’, 
and thus it was decided to sell or withdraw most of 
the non-core brands. The newly adopted ‘compass 
strategy’ imbued principles of ‘winning with brands 
and innovation’ and ‘winning with the people’. 
These notions were reinforced by Unilever’s R&D 
development throughout nations in every continent 
of the world. To date, Unilever operates in over 
190 countries in the guise of 400 different brands.

Selling consumer products globally does make 
a company vulnerable to global developments. 
Espec i a l l y  t he  un fo ld ing  impor t ance  o f 
sustainability could well be threatening Unilever’s 
position, being one of the world’s largest users 
of palm oil. This crop plays a significant role in 
deforestation, as tropical forests are often cleared 
illegally to make way for palm oil plantations. 
Unilever’s ‘Polman Plan’, a ‘Sustainable Living 
Plan’ named after its CEO, aims to “help a billion 
people to take steps to improve their health and 
well-being, halve the environmental impact of 
its products; and source all its agricultural raw 
materials sustainably, meaning that they should 
meet requirements covering everything from forest 
protection to pest control” by 2020. These are not 
mere words, as contracts with IOI, a Malaysian 
palm oil company which supplies palm oil to more 
than 300 companies, have been cancelled. IOI has 
been accused of nearly all elements of the Polman 
Plan, including the destruction of orangutan habitat, 
the wrecking of peatland forest and serious labour 
issues on its Malaysian plantations. While being a 
global citizen capturing global synergies, Unilever 
is taking care of us all. Profits must be protected by 
saving People and Planet.

Co-author: Sander Wisman

Sources: www.unilever.com; Unilever sustainable palm oil 
sourcing policy, 2016; Full Year Results 2013–2015; K. Taufik, 
‘Unilever palm oil supplier must suspend all plantation expansion 
to save reputation’, The Guardian, 9 April 2016; ‘In search of 
the good business’, The Economist, 9 August, 2014; L. O’Reilly, 
‘Almost a quarter of Unilever’s $8 billion ad budget is now spent 
on digital’, Business Insider UK, 28 January 2016.

The international diversity perspective
To managers taking an international diversity perspective, the ‘brave new 
world’ outlined in the previous subsection is largely science fiction. People 
around the world might be sporting a Swatch or a Rolex, munching Big Macs 
and drinking Coke, while sitting in their Toyota or Nissan, but to conclude that 

these are symptoms of global convergence is a leap of faith. Of course, there are some 
brand names and products more or less standardized around the world, and their numbers 
might actually be increasing. The question is whether these manufacturers are globalizing 
to meet increasing worldwide similarity, or whether they are actually finally utilizing the 
similarities between countries that have always existed. The actual level of international 
variety may really be quite consistent.
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It is particularly important to recognize in which respects countries remain different. 
For instance, the world might be drinking the same soft drinks, but they are probably doing 
it in different places, at different times, under different circumstances and for different 
reasons in each country. The product might be standardized worldwide, but the cultural 
norms and values that influence its purchase and use remain diverse across countries. 
According to proponents of the international diversity perspective, it is precisely these 
fundamental aspects of culture that turn out to be extremely stable over time – habits 
change slowly, but cultural norms and values remain rigid. Producers might be lucky to 
find one product that fits in with such cultural diversity, but it would be foolish to interpret 
this as worldwide cultural convergence.

Other national differences are equally resilient against the tides of globalization. No 
countries have recently given up their national language in favour of Esperanto or English. 
On the contrary, there has been renewed emphasis on the local language in many countries 
(e.g. Ireland and the Baltic countries) and regions (e.g. Catalonia and Quebec). In the same 
way, political systems have remained internationally diverse, with plenty of examples of 
localization, even within nations. For instance, in Russia and the United States the shift of 
power to regional governments has increased policy diversity within the country. Similar 
arguments can be put forward for legal systems, fiscal regimes, educational systems and 
technological infrastructure – each is extremely difficult to change due to the lock-in 
effects, vested interests, psychological commitment and complex decision-making 
processes.

For each example of increasing similarity, a counter-example of local initiatives 
and growing diversity could be given. Some proponents of the international diversity 
perspective argue that it is exactly this interplay of divergence and convergence forces that 
creates a dynamic balance preserving diversity. While technologies, organizing principles, 
political trends and social habits disperse across borders, resulting in global convergence, 
new developments and novel systems in each nation arise causing international divergence 
(Dosi and Kogut, 1993). Convergence trends are usually easier to spot than divergence – 
international dispersion can be more simply witnessed than new localized developments. 
To the casual observer, this might suggest that convergence trends have the upper hand, 
but after more thorough analysis, this conclusion must be cast aside.

Now add to this enduring international diversity the reality of international economic 
relations. Since the Second World War, attempts have been made to facilitate the integration 
of national economies. There have been some regional successes (e.g. the North American 
Free Trade Association and the European Union) and some advances have been made on 
a worldwide scale (e.g. the World Trade Organization). However, progress has been slow 
and important political barriers remain.

The continued existence of international diversity and political obstacles, it is argued, 
will limit the extent to which nations can become fully integrated into one borderless 
world. International differences and barriers to trade and investment will frustrate firms’ 
attempts to standardize and centralize, and will place a premium on firms’ abilities to adapt 
and decentralize. Of course, there will be some activities for which global economies of 
scale can be achieved and for which international coordination is needed, but this will not 
become true for all activities. Empowering national managers to be responsive to specific 
local conditions will remain an important ingredient for international success. Balancing 
globalization and localization of the firm’s activities will continue to be a requirement in 
the future international context.

Ideally, the internationally operating company should neither deny nor regret the 
existence of international diversity, but regard it as an opportunity that can be exploited. 
Each country’s unique circumstances will pose different challenges, requiring the 
development of different competencies. Different national ‘climates’ will create 
opportunities for different innovations. If a company can tap into each country’s 
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opportunities and leverage the acquired competencies and innovations to other countries, 
this could offer the company an important source of competitive advantage. Naturally, 
these locally leveraged competencies and innovations would subsequently need to be 
adapted to the specific circumstances in other countries. This balancing act would require 
an organization that combined strong local responsiveness with the ability to exchange 
and coordinate internationally, even on a worldwide scale. International organizations 
blending these two elements are called ‘transnational’ (Bartlett and Ghoshal, 1995) or 
‘heterarchical’ (Hedlund, 1986). However, in some businesses the international differences 
will remain so large that an even more locally responsive organizational form might be 
necessary, operating on a federative basis.

WAlkIng doWn SESAmE 
STREET In AfgHAnISTAn
Since its creation, Sesame Street has educated 
children with colourful puppets. The TV show is 
broadcast in over 140 countries, yet it is not the same 
everywhere. Because Sesame Workshop specifically 
adapts its formula to the countries it operates in, its 
expansion has been especially successful. In 2011, 
the non-profit organization started a new group 
production, this time aimed towards Afghanistan. 
With around 45 per cent of the population under 15 
and less than two-thirds of Afghan children enrolled 
in primary school, teaching children numbers, letters 
and messages of love, tolerance and equal treatment, 
seems a logical step.

The series, known locally as Baghch-e-Simsim 
(Sesame Garden), is a co-production between 
Sesame Workshop and Moby Media, an Afghan 
company operating some of the leading television 
channels in Afghanistan as well as possessing some 
of the biggest brands in the country. This partner is 
responsible for making Sesame Street palatable to 
the local audience by picking shots from the vast 
amount of already puppeteered videos from other 
international Sesame Street productions, which 
are then dubbed over. The rest consists of locally 
recorded mini-documentaries, aimed at delivering 
educational messages.

D u e  t o  t h e  p r o b a b i l i t y  o f  c u l t u r a l 
misunderstandings, some important changes are 
made to the Sesame Street formula. For example, 
the Afghan script writers feared parents might frown 
upon encouraging their young viewers to dance in 
front of the television, since such activity is often 
perceived as something sexual in Afghanistan. 
Instead, children are invited to ‘exercise’.

The producers of Baghch-e-Simsim have a degree 
of freedom in deciding what is acceptable, most 
noticeably by their selection of the already produced 
puppet videos with the likes of Bert, Ernie, Elmo 
and Grover. For example, after testing an episode in 
which Ernie is barking like a dog and Bert copies 
this, the producers decided that this could encourage 
indecent behaviour, since a dog is considered to be 
an unclean animal by many Afghans. Moby Media 
is also able to leave out characters which are deemed 
inappropriate altogether. In this regard, The Count 
has been omitted, since Afghans were thought not 
to understand why the vampire figure bears fangs, 
according to Tania Farzana, the Afghan-American 
executive producer of the show.

It is not just the local producers of Moby 
Media deciding what is appropriate and what is 
not though, since the Sesame Workshop aims to 
maintain a tight watch on how its international 
partners handle the show. When trying to film a 
scene on a building site, the producers struggled to 
find one where workers wore clothes in accordance 
with the health and safety norms Sesame Workshop 
was accustomed to. Another shot that had to be 
dropped involved a car ride, because no one in it 
was wearing a seatbelt.

Some locals might argue that the series still 
consists of inappropriate scenes. As is common for 
Sesame Street, the Afghan edition also occasionally 
borders on the line of controversy with the messages 
it tries to convey. When showing the experience of a 
first day at school, the producers picked a little girl 
as the main character – a role model – instead of a 
boy. In a country where females attending school is 
rare, this was a daring move. Furthermore, in 2016 
Bagch-e-Simsim welcomed Zari, the series’ first 
Afghan muppet, a 6-year-old female puppet dressed 
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in Afghan clothing who emphasizes girls’ health and 
female empowerment. A year later, Zari’s 4-year-
old brother Zeerak was introduced, to show Afghan 
men they have to respect their sister the same way 
they do their brother. Still, as Lilith Dollard, content 
specialist for the United States’ Sesame Street, 
explains: “We don’t want to overload the programme 
with messages – we want it to be fun.”

Since November 2011 the series is broadcast on 
TOLO and LEMAR television stations. In order 

to best fit with the country’s cultural diversity, 
the series is broadcast in both Dari and Pashto 
languages.

Co-author: Wester Wagenaar

Sources: www.mobygroup.com; www.sesameworkshop.org; 
AFP, 29 March 2013; The Guardian, 30 November 2011 and 
15 July 2017; The Huffington Post, 8 December 2011; The New 
York Times, 11 April 2016; Reuters, 30 November 2011; The 
Washington Post, 5 June 2018.

mAnAgIng THE PARAdox of globAlIzATIon 
And loCAlIzATIon

When I am in Milan, I do as they do in Milan; but when I go to Rome, I do as 
Rome does.
St. Augustine (354–430); Roman theologist and philosopher

So what does the paradox of global synergy and local responsiveness mean for the 
international configuration of firms? Should managers anticipate and encourage global 
convergence by emphasizing global standardization, centralization and coordination? 
They would choose to place more emphasis on realizing value-creation by means of 
global synergies, accepting some value destruction due to a loss of local responsiveness. 
Or should managers acknowledge international diversity by emphasizing local adaptation, 
decentralization and autonomy? They would then focus on being locally responsive, 
accepting that this will frustrate the realization of cross-border synergies. See Table 12.1 
for the main differences.

Again, the strategic management literature does not provide a uniform answer to the 
question of which international strategy firms can best pursue, however four suggestions 
have been brought forward to manage the paradox of globalization and localization: 
balancing, navigating, resolving and embracing.

TAblE 12.1 Global convergence versus international diversity perspective

Global convergence  
perspective

International diversity  
perspective

Emphasis on Globalization over localization Localization over globalization
International variety Growing similarity Remaining diverse
International linkages Growing integration Remaining fragmented
Major drivers Technology and communication Cultural and institutional identity
Diversity and fragmentation Costly, convergence can be  

encouraged
Reality, can be exploited

Strategic focus Global scale synergies Local responsiveness
Organizational preference Standardize/centralize Adapt/decentralize
Innovation process Centre-for-global Locally leveraged
Organizational structure Global (centralized hub) Transnational (integrated network)
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Balancing
The Coca-Cola example illustrates well the paradox of globalization and localization: it 
had to give up advantages of global scale and worldwide standardization to become more 
locally adapted. There are, of course, many different possibilities to be attuned to local 
conditions, but they are all achieved at the expense of global advantages. In other words, 
companies have to trade off their demands for global synergy and local responsiveness to 
find a balance. However, the tension remains when companies have found a balance, and 
so strategizing managers will continue to search for a more favourable balance.

It should be kept in mind that while companies are trading off global synergy and local 
responsiveness, international firms do capture the advantages of global operations in local 
markets. Market presence in many countries leads to economies of scale in production 
and higher R&D and branding budgets, as the Unilever example illustrates (Exhibit 12.2). 
So while firms have to trade off global synergy and local responsiveness, they reap the 
benefits of global presence, which is being used as a source of competitive advantage in 
local markets.

Navigating
In Chapter 5 on corporate level strategy it has been discussed that companies manage the 
paradox of multi-business synergy and business responsiveness by means of a series of 
corporate initiatives that sequentially focus on capturing synergy, responsiveness and then 
synergy again. In the same vein, international strategists navigate multi-national companies 
with international initiatives. Actually, successfully managing the tension of global synergy and 
local responsiveness is more difficult, as local differences – such as cultural and institutional 
varieties – come on top of the complexity of managing the corporate level paradox.

Resolving
If one would be satisfied with a fast resolution for the paradox of globalization and 
localization, the term glocalization, widely used by academics, consultants and journalists, 
would do well. It suggests that the paradox can be resolved with a synthesis. After taking 
a closer look at how the term is usually explained, however, a more likely conclusion 
would be that the solution is not only fast but also rather superficial: going global while 
adapting to local conditions. With examples such as Coca-Cola that had to adapt to local 
circumstances as its globally standardized strategy had run its course, and McDonald’s 
introducing local products such as Veggie McNuggets in India and McLobster in Canada, 
the term glocalization is used for companies going global while to some extent adapting 
locally. Yet, it is hard if not impossible to find a global company that does not need any 
local adaptations, and so the new term is close to empty.

Glocalization, the semantic compilation of the words globalization and localization, 
originates from the Japanese word dochakuka, which means global localization, and 
originally referred to adapting farming techniques to local conditions. In the strategy field, 
the term has been picked up from one of many Japanese presenters in the 1980s on Japanese 
management techniques and globalization. These were two hot topics, particularly in 
the United States, for two reasons. First, Japanese companies had become extremely 
successful overseas from the 1970s with, for example, cars and electronic products, and 
American companies and scholars wanted to understand Japanese success. And since 
demand creates supply, Japanese writers were invited to share some valuable insights. 
Second, globalization was a popular subject as new technological innovations changed the 
firm’s understanding of international expansion dramatically (further explained in the next 
section ‘The international context in international perspective’). The Japanese McKinsey 
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consultant Kenichi Ohmae contributed to this topic with his book Triad of Economic 
Power (1985). Humans need language to exchange and discuss ideas; however, the words’ 
connotations are not always understood, including the Japanese word dochakuka, which 
had to be understood as Yin Yang Balancing, and not as a quick solution.

Still, companies can capture the advantages of both global synergies and local 
responsiveness. In Chapter 5 on corporate level strategy, one prominent synthesis between 
business responsiveness and multi-business synergy has been discussed: the franchise. 
Franchises can also be – and actually often are – internationally organized, such as Pizza 
Hut, McDonald’s and Kentucky Fried Chicken. Franchises are even more advantageous in 
the international context, as many complicating issues can be handled in an elegant way, 
such as specific local characteristics in the local food culture – for example with the above 
mentioned Veggie McNuggets in India – and import restrictions.

Embracing
Tensions between global synergy and local responsiveness are felt by the employees of 
the international firms. Not only frictions between head office and business units (see also 
Chapter 5), but also between people from different countries within the country unit often 
lead to misunderstandings, while some culture-related values are hardly compatible. For 
example, while drinking coffee is irrelevant for some, it is crucial for others (never install 
the company’s standard English coffee machine at an Italian branch!). Most international 
firms provide culture training to prepare managers for emerging culture issues to manage 
the cultural tensions.

Yet, international operations create not only tensions, they can also be exploited. In the 
next section, ‘The international context in international perspective’, the so-called New 
International Division of Labour (Fröbel, Heinrichs and Kreye, 1980) is discussed. This 
paradigm claims that labour-intensive production will be concentrated in countries with 
an abundance of cheap labour, while R&D will be concentrated in countries with superior 
levels of education, income and infrastructure. For example, the Japanese Uniqlo produces 
labour-intensive cashmere clothes in China while developing high-tech garments in 
Japan. This new division of labour includes much more than just production and research. 
International firms settle in Silicon Valley to become part of the next technological 
revolution, have designer teams in Italy, software engineers in India, media innovators in 
South Korea, lawyers in London and production facilities in Germany.

The importance of the global division of labour is that companies are not searching 
for one global standard, but instead combine countries’ relative advantages. By blending 
country-specific differences, the tensions that arise from the paradox of global synergy 
and local responsiveness are seen as an opportunity (Beech et al., 2004).

THE InTERnATIonAl ConTExT  
In  InTERnATIonAl PERSPECTIVE

Co-authors: Gep Eisenloeffel and Wester Wagenaar

A truth on this side of the Pyrenees, a falsehood on the other.
Michel Eyquem de Montaigne (1533–1592); French philosopher, statesman and essayist

‘The international context in international perspective.’ What a curious title one might 
think. Is not this a case of the snake biting itself on its own tail? The answer is no. An 
international angle can be used to view the debate between proponents of the global 
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convergence perspective and those of the international diversity perspective. In other 
words, are there countries where a focus on attaining global synergies is more prevalent, 
while in others answering the demand for local responsiveness is more widespread?

For a long time it was mostly companies from industrialized countries that operated 
on a global scale, utilizing cheap labour from other countries. Knowledge and capital are 
the crucial inputs in the early stages of product manufacturing; labour intensity dominates 
in the latter ones. This has a large effect on the location of industries as the comparative 
advantage in production shifts across countries. After the Second World War, foreign direct 
investment (FDI) accelerated at an unprecedented rate, eventually outpacing the growth of 
international trade (Dicken, 2015). Now a global shift is occurring.

Most notably after the turn of the century a profound change in the balance of economic 
power came about. Labour-intensive production found its way from the first generation 
of newly industrializing countries – Singapore, Hong Kong, Taiwan and South Korea – to  
second and third tier locations like Indonesia, Thailand, Malaysia and Bangladesh. In 
addition, new economic powerhouses, such as China, India, Russia, Turkey and Brazil, 
made their presence felt. These awakening giants attracted FDI because of cheap labour, but 
as the middle class in countries like China increased, they also became interesting markets 
for Western consumer products. Rising income levels and technological developments 
in these countries changed locational conditions while markets matured. Now regions 
within China, like greater Beijing or Shanghai, attract not just cheap labour but also high-
end production geared for both export and their own home market. Companies from the 
developing countries have not only risen, they have done so fast. For example, between 
2006 and 2015 the number of enterprises from the four major developing countries – 
Brazil, Russia, India and China, or the BRIC countries – has increased from 20 to 61 on the 
Financial Times Global 500 list (Financial Times, 2006, 2015). As it stands, more and more 
internationalizing firms from developing countries are starting to operate on a global scale. 
Economic interdependencies have only increased in the last 30 years.

It is important to note that much of the global trade is still limited to the United States, 
Europe and East Asia. This triad of economic power as the main markets for the influx of 
FDI makes clear that the much-used term globalization should be put into perspective. Many 
companies do not make a distinct trade-off between the international and the local level; 
FDI still mainly takes place in a relatively small number of countries and only a minority 
of multinational enterprises (MNEs) have an equal share of their production and sales in all 
countries of the triad (Ghemawat, 2005; Rugman, 2005). Many MNEs do not truly operate 
globally, but often stick to a region. Moreover, the more strategic the assets, the less global 
the activities: R&D, headquarter location and stock ownership are mainly concentrated in 
the MNEs’ home countries (Rugman, 2005; Ruigrok and Van Tulder, 1995).

On the national level
History matters in terms of which countries historically had the resources to operate 
globally, but preferences as to how to deal with international strategy have not been 
discussed. Which nation-specific factors determine international differences when it 
comes to preferences for the global convergence or the international diversity perspective? 
If the proponents of the global convergence perspective are right, history and other factors 
will play a less and less important role as countries grow more similar. However, if 
international diversity remains a characteristic of our world, the way strategy paradoxes 
are dealt with differently in each country will continue to be an important issue to discuss.

One nation-specific factor that plays a role in strategies in the international context is the 
level of nationalism. In some countries the belief is widespread that the country’s ability 
to decide its own fate is being compromised. Foreign values, norms, habits and behaviours 
are being imposed, undermining the national culture. This leads many to argue that global 
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convergence should be, and will be, curtailed. In other countries such nationalism is far 
less pronounced, and the advantages of globalization are more widely accepted. In general, 
it can be expected that strategists from countries with a strong streak of nationalism will 
gravitate more towards the international diversity perspective, while strategists from less 
nationalist countries will be more inclined towards the global convergence perspective.

The size of a country can also have an impact on national inclinations towards 
either one of the perspectives on the international context paradox. In general, smaller 
countries are more exposed to the international context than larger countries. Smaller 
countries commonly export more of their gross domestic product than larger countries, 
and import more as well. Hence their companies are more used to dealing with, and 
adapting to, a high number of foreign suppliers, customers and competitors. Moreover, 
companies from smaller countries, confronted with a limited home market, are forced 
to seek growth in foreign markets earlier than their counterparts in larger countries. 
During this early internationalization, these companies do not have the benefit of 
scale economies in the home market and therefore are usually more inclined to adapt 
themselves to the demands of foreign markets. Companies in larger markets normally 
grow to a significant size at home, thereby achieving certain economies of scale through 
national standardization, while also establishing a domestically oriented management 
style. When they do move abroad, as a more mature company, their international 
activities will tend to be modest compared to domestic operations and therefore they 
will be less inclined to be locally adaptive. It stands to reason that this difference in 
exposure to the international context has an influence on how strategists from different 
countries perceive developments in the international context. Generally, strategists 
from smaller countries, to whom adaptation to international variety has become second 
nature, will favour the view that international diversity will remain. Strategists from 
larger countries will be more inclined to emphasize the growing similarities and to seek 
opportunities for international standardization.

Technology and a well-functioning IT infrastructure also play an important role. Some 
propose that internationalization is an incremental process that unfolds over time as a 
company shifts from an established domestic market to the international (Johanson and 
Vahlne, 1977). This so-called Uppsala model is now challenged by a new phenomenon. 
Entrepreneurial ventures, labelled as Born Globals (BGs), start out more or less globally 
from their inception, seizing opportunities offered by an increasingly interconnected and 
integrated global economy (Dicken, 2015; Mathews and Zander, 2007). Born Globals are 
typically companies that take advantage of the global IT infrastructure, such as Airbnb and 
Alibaba. They tend to be endowed with distinguishing intangible capabilities and superior 
technological and relational resources (Hennart, 2014; Knight and Liesch, 2016). Most of the 
software or internet-focused companies are capturing global synergies in the tech industry, 
such as social media platforms and firms offering mobile entertainment. Yet the phenomenon 
is not exclusive to those industries. Logitech, HTC and Zara are all examples of successful 
companies that went global almost right away. Born Globals are emerging all over the world 
and as time progresses many more across a variety of industries can be expected.

On the industry level
Some industries naturally operate more globally than others. This was already hinted 
at when discussing Born Globals, where for instance internet-focused firms can easily 
provide a similar product internationally. Some companies have a hard time going global, 
even if they want to. Jean-François Hennart argues that the reason why Born Globals are 
able to go internationally fast is that their business model allows them to do so. They often 
“sell niche products at low information, transportation, and adaptation costs to expert 
customers dispersed throughout the world”. When Logitech transitioned from a niche to 
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a mass market, a significant amount of time was needed to increase foreign sales, as the 
Uppsala model predicts (Vahlne and Johanson 2013).

Whether an industry has a preference for the global convergence perspective over the 
international diversity perspective, largely has to do with culture. Whether a company needs 
to adapt or not, mostly has to do with national cultures and tastes. European consumers 
prefer cars with good engines, while Americans tend to pick large and comfortable ones. 
In Japan, smaller cars are the norm. Local adaptation is a prerequisite and, as such, some 
products are more suitable for unaltered global distribution than others.

A similar case can be made for the pharmaceutical industry, although barriers prevent 
companies from employing a truly global strategy. Here regulation plays a key role. Local 
and regional rules can have a big impact on a firm’s possibilities. The pharmaceutical 
industry, for instance, is heavily regulated by regional and national governments. 
Differences in the drug approval process, liability for damage and price controls complicate 
international sales of pharmaceuticals (Rugman, 2005). Nevertheless, the pharmaceutical 
industry does aim for global, or at least regional, synergies. Since pharmaceutical products 
hardly have to be adapted for each geographic market and since the large pharmaceutical 
companies own the rights to brand name drugs, the firms can sell their products basically 
anywhere – as long as regulations do not stop them.

To the strategist
Whether a strategist opts to standardize or adapt on the international level is not always a 
personal choice. It is also influenced by external factors such as local pressure to adapt to 
local demand and regulations. The pressure to locally adapt is something strategists who 
operate internationally should take heed of. Nevertheless, even if a firm decides to remain 
operating locally it will still have to compete with others who might gain competitive 
advantages through international synergies. A strategist can then choose to offer more 
localized products and services and pursue a more responsive strategy.

InTRoduCTIon To THE REAdIngS

To help strategizing managers to come to grips with the variety of perspectives on this 
issue, three readings have been selected that each shed their own light on the debate. As in 
previous chapters, the first two readings are representative of the two poles in this debate 
(see Table 12.1), while the third reading bridges the perspectives.

Reading 12.1, representing the global convergence perspective, is ‘The Globalization of 
Markets’ by Theodore Levitt. This article, published in the early 1980s, has probably been 
the most influential at starting the debate about globalization in the business literature. 
Levitt’s thesis is that the world is quickly moving towards a converging commonality.

He believes that “the world’s needs and desires have been irrevocably homogenized”. 
The force driving this process is technology, which has facilitated communication, 
transport and travel, while allowing for the development of superior products at low 
prices. His conclusion is that “the commonality of preference leads inescapably to the 
standardization of products, manufacturing and the institutions of trade and commerce”. 
The old-fashioned multi-national corporation, that adapted itself to local circumstances, 
is “obsolete and the global corporation absolute”. While a clear proponent of the global 
convergence perspective, it should be noted that Levitt’s bold prediction of global 
convergence is focused on the globalization of markets. In particular, he is intent on 
pointing out that converging consumer demand in international markets facilitates – even 
necessitates – the reaping of economies of scale through the standardization of products, 
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marketing and production. With this emphasis on the demand side, Levitt pays far less 
attention to the supply side – the globalization of industries and the competition within 
industries – that other global convergence proponents tend to accentuate. And although 
he strongly advises companies to become “global corporations”, he does not further detail 
what a global company should look like. Overall, Levitt views globalization more as 
growing international similarity, while paying less attention than some other authors to the 
possibility of growing international integration.

As a direct response to “the sweeping and somewhat polemic character” of Levitt’s 
argumentation, Susan Douglas and Yoram Wind’s article, ‘The Myth of Globalization’, 
has been selected for Reading 12.2 representing the international diversity perspective. 
Douglas and Wind believe that many of the assumptions underlying Levitt’s global 
standardization philosophy are contradicted by the facts. They argue that the convergence 
of customer needs is not a one-way street; divergence trends are noticeable as well. 
Furthermore, they believe that Levitt is mistaken in arguing that economies of scale in 
production and marketing are an irreversible force driving globalization. According to 
Douglas and Wind, many new technologies have actually lowered the minimum efficient 
scale of operation, while there are also plenty of industries where economies of scale 
are not an important issue. The authors conclude by outlining the specific circumstances 
under which a strategy of global standardization might be effective. Under all other 
circumstances, Douglas and Wind reiterate, the international strategist will have to deal 
with the existence of international diversity and search for the right balance between 
global standardization and local adaptation.

In the third reading, ‘Clusters and the New Economics of Competition’, Michael E. 
Porter argues that today’s economic map of the world is dominated by what he calls 
clusters: “critical masses – in one place – of unusual competitive success in particular 
fields”. Well-known clusters such as Silicon Valley and Hollywood are not exceptions but 
rather the rule in economically advanced nations. Porter describes the paradox of global 
synergy and local responsiveness as the enduring competitive advantages in a global 
economy that increasingly lies in local things – knowledge, relationships, motivation – that 
distant rivals cannot match. Obviously, what happens inside companies is important, yet 
the immediate business environment outside companies plays a vital role as well. This role 
of locations has been long overlooked.

READING

12.1
The globalization of markets
By Theodore Levitt1

1Source: Reprinted by permission of Harvard Business Review. From ‘The Globalization of Markets’ by T. Levitt, May–June 1983, Vol. 61. 
© 1983 by Harvard Business School Publishing Corporation, all rights reserved.

A powerful force drives the world toward a 
converging commonality, and that force is 

technology. It has proletarianized communication, 
transport and travel. It has made isolated places 
and impoverished peoples eager for modernity’s 
allurements. Almost everyone everywhere wants all the 

things they have heard about, seen, or experienced via 
the new technologies.

The result is a new commercial reality – the 
emergence of global markets for standardized 
consumer products on a previously unimagined 
scale of magnitude. Corporations geared to this new 
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reality benefit from enormous economies of scale in 
production, distribution, marketing and management. 
By translating these benefits into reduced world prices, 
they can decimate competitors that still live in the 
disabling grip of old assumptions about how the world 
works.

Gone are accustomed differences in national 
or regional preference. Gone are the days when 
a company could sell last year’s models – or lesser 
versions of advanced products – in the less developed 
world. And gone are the days when prices, margins 
and profits abroad were generally higher than at home.

The globalization of markets is at hand. With that, 
the multinational commercial world nears its end, and 
so does the multinational corporation.

The multinational and the global corporation are not 
the same thing. The multinational corporation operates 
in a number of countries, and adjusts its products and 
practices in each – at high relative costs. The global 
corporation operates with resolute constancy – at low 
relative cost – as if the entire world (or major regions 
of it) were a single entity; it sells the same things in the 
same way everywhere.

Which strategy is better is not a matter of opinion 
but of necessity. Worldwide communications carry 
everywhere the constant drumbeat of modern 
possibilities to lighten and enhance work, raise living 
standards, divert and entertain. The same countries that 
ask the world to recognize and respect the individuality 
of their cultures insist on the wholesale transfer to them 
of modern goods, services and technologies. Modernity 
is not just a wish but also a widespread practice among 
those who cling, with unyielding passion or religious 
fervour, to ancient attitudes and heritages.

Who can forget the televised scenes during the 1979 
Iranian uprisings of young men in fashionable French-
cut trousers and silky body shirts thirsting with raised 
modern weapons for blood in the name of Islamic 
fundamentalism?

In Brazil, thousands swarm daily from preindustrial 
Bahian darkness into exploding coastal cities, there 
quickly to install television sets in crowded corrugated 
huts and, next to battered Volkswagens, make 
sacrificial offerings of fruit and fresh-killed chickens to 
Macumban spirits by candlelight.

A thousand suggestive ways attest to the ubiquity 
of the desire for the most advanced things that the 
world makes and sells – goods of the best quality 
and reliability at the lowest price. The world’s needs 
and desires have been irrevocably homogenized. This 
makes the multinational corporation obsolete and the 
global corporation absolute.

Living in the Republic  
of Technology

Daniel J. Boorstin, author of the monumental trilogy 
The Americans (1973), characterized our age as driven 
by ‘the Republic of Technology (whose) supreme law 
is convergence, the tendency for everything to become 
more like everything else’.

In business, this trend has pushed markets toward 
global commonality. Corporations sell standardized 
products in the same way everywhere – autos, 
steel, chemicals, petroleum, cement, agricultural 
commodities and equipment, industrial and commercial 
construction, banking and insurance services, 
computers, semiconductors, transport, electronic 
instruments, pharmaceuticals and telecommunications, 
to mention some of the obvious.

Nor is the sweeping gale of globalization confined 
to these raw material or high-tech products, where the 
universal language of customers and users facilitates 
standardization. The transforming winds whipped up 
by the proletarianization of communication and travel 
enter every crevice of life.

Commercially, nothing confirms this as much as the 
success of McDonald’s from the Champs Elysees to 
the Ginza, of Coca-Cola in Bahrain and Pepsi-Cola in 
Moscow, and of rock music, Greek salad, Hollywood 
movies, Revlon cosmetics, Sony televisions and 
Levi jeans everywhere. ‘High-touch’ products are as 
ubiquitous as high-tech.

Starting from opposing sides, the high-tech and 
the high-touch ends of the commercial spectrum 
gradually consume the undistributed middle in their 
cosmopolitan orbit. No one is exempt and nothing can 
stop the process. Everywhere everything gets more and 
more like everything else as the world’s preference 
structure is relentlessly homogenized.

Consider the cases of Coca-Cola and Pepsi-
Cola, which are globally standardized products 
sold everywhere and welcomed by everyone. Both 
successfully cross multitudes of national, regional and 
ethnic taste buds trained to a variety of deeply ingrained 
local preferences of taste, flavour, consistency, 
effervescence and aftertaste. Everywhere both sell 
well. Cigarettes, too, especially American-made, make 
year-to-year global inroads in territories previously 
held in the firm grip of other, mostly local, blends.

These are not exceptional examples. (Indeed their 
global reach would be even greater were it not for 
artificial trade barriers.) They exemplify a general 
drift toward the homogenization of the world and 

65856_ch12_ptg01_605-654.indd   632 07/02/20   9:15 PM



CHAPTER 12 the InternatIonal ConteXt  633

how companies distribute, finance and price products. 
Nothing is exempt. The products and methods of the 
industrialized world play a single tune for all the world, 
and all the world eagerly dances to it.

Ancient differences in national tastes or modes 
of doing business disappear. The commonality of 
preference leads inescapably to the standardization 
of products, manufacturing, and the institutions of 
trade and commerce. Small nation-based markets 
transmogrify and expand. Success in world competition 
turns on efficiency in production, distribution, 
marketing and management, and inevitably becomes 
focused on price.

The most effective world competitors incorporate 
superior quality and reliability into their cost 
structures. They sell in all national markets the same 
kind of products sold at home or in their largest export 
market. They compete on the basis of appropriate value 
– the best combinations of price, quality, reliability and 
delivery for products that are globally identical with 
respect to design, function and even fashion.

That, and little else, explains the surging success 
of Japanese companies dealing worldwide in a vast 
variety of products – both tangible products like steel, 
cars, motorcycles, hi-fi equipment, farm machinery, 
robots, microprocessors, carbon fibres and now even 
textiles, and intangibles like banking, shipping, general 
contracting, and soon computer software. Nor are high-
quality and low-cost operations incompatible, as a host 
of consulting organizations and data engineers argue 
with vigorous vacuity. The reported data are incomplete, 
wrongly analysed and contradictory. The truth is that 
low-cost operations are the hallmark of corporate 
cultures that require and produce quality in all that they 
do. High quality and low costs are not opposing postures. 
They are compatible, twin identities of superior practice.

To say that Japan’s companies are not global 
because they export cars with left-side drives to the 
United States and the European continent, while those 
in Japan have right-side drives, or because they sell 
office machines through distributors in the United 
States but directly at home, or speak Portuguese in 
Brazil, is to mistake a difference for a distinction. The 
same is true of Safeway and Southland retail chains 
operating effectively in the Middle East, and to not 
only native but also imported populations from Korea, 
the Philippines, Pakistan, India, Thailand, Britain and 
the United States. National rules of the road differ, 
and so do distribution channels and languages. Japan’s 
distinction is its unrelenting push for economy and 
value enhancement. That translates into a drive for 
standardization at high quality levels.

Vindication of the Model T

If a company forces costs and prices down and 
pushes quality and reliability up – while maintaining 
reasonable concern for suitability – customers will 
prefer its world-standardized products. The theory 
holds at this stage in the evolution of globalization, no 
matter what conventional market research and even 
common sense may suggest about different national and 
regional tastes, preferences, needs and institutions. The 
Japanese have repeatedly vindicated this theory, as did 
Henry Ford with the Model T. Most important, so have 
their imitators, including companies from South Korea 
(television sets and heavy construction), Malaysia 
(personal calculators and microcomputers), Brazil   
(auto parts and tools), Colombia (apparel), Singapore 
(optical equipment) and yes, even from the United States 
(office copiers, computers, bicycles, castings), Western 
Europe (automatic washing machines), Romania 
(housewares), Hungary (apparel), the former Yugoslavia 
(furniture) and Israel (pagination equipment).

Of course, large companies operating in a single 
nation or even a single city don’t standardize 
everything they make, sell, or do. They have product 
lines instead of a single product version, and multiple 
distribution channels. There are neighbourhood, 
local, regional, ethnic and institutional differences, 
even within metropolitan areas. But although 
companies customize products for particular market 
segments, they know that success in a world with 
homogenized demand requires a search for sales 
opportunities in similar segments across the globe in 
order to achieve the economies of scale necessary to 
compete.

Such a search works because a market segment 
in one country is seldom unique; it has close cousins 
everywhere precisely because technology has 
homogenized the globe. Even small local segments 
have their global equivalents everywhere and become 
subject to global competition, especially on price.

The global competitor will seek constantly to 
standardize his offering everywhere. He will digress 
from this standardization only after exhausting 
all possibilities to retain it, and he will push for 
reinstatement of standardization whenever digression 
and divergence have occurred. He will never assume 
that the customer is a king who knows his own wishes.

Trouble increasingly stalks companies that lack 
clarified global focus and remain inattentive to the 
economics of simplicity and standardization. The 
most endangered companies in the rapidly evolving 
world tend to be those that dominate rather small 
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domestic markets with high-value-added products 
for which there are smaller markets elsewhere. With 
transportation costs proportionately low, distant 
competitors will enter the now sheltered markets of 
those companies with goods produced more cheaply 
under scale-efficient conditions. Global competition 
spells the end of domestic territoriality, no matter how 
diminutive the territory may be.

When the global producer offers his lower costs 
internationally, his patronage expands exponentially. 
He not only reaches into distant markets, but also 
attracts customers who previously held to local 
preferences and now capitulate to the attractions of 
lesser prices. The strategy of standardization not only 
responds to worldwide homogenized markets but also 
expands those markets with aggressive low pricing.

The new technological juggernaut taps an ancient 
motivation – to make one’s money go as far as possible. 
This is universal – not simply a motivation but actually 
a need.

The hedgehog knows

The difference between the hedgehog and the fox, 
wrote Sir Isaiah Berlin in distinguishing between 
Dostoevsky and Tolstoy, is that the fox knows a lot 
about a great many things, but the hedgehog knows 
everything about one great thing. The multinational 
corporation knows a lot about a great many countries 
and congenially adapts to supposed differences. It 
willingly accepts vestigial national differences, not 
questioning the possibility of their transformation, 
not recognizing how the world is ready and eager 
for the benefit of modernity, especially when the 
price is right. The multinational corporation’s 
accommodating mode to visible national differences 
is medieval.

By contrast,  the global corporation knows 
everything about one great thing. It knows about the 
absolute need to be competitive on a worldwide basis 
as well as nationally and seeks constantly to drive 
down prices by standardizing what it sells and how 
it operates. It treats the world as composed of few 
standardized markets rather than many customized 
markets. It actively seeks and vigorously works toward 
global convergence. Its mission is modernity and its 
mode, price competition, even when it sells top-of-the-
line, high-end products. It knows about the one great 
thing all nations and people have in common: scarcity.

Nobody takes scarcity lying down; everyone wants 
more. This in part explains division of labour and 
specialization of production. They enable people and 

nations to optimize their conditions through trade. The 
median is usually money.

Experience teaches that money has three special 
qualities: scarcity, difficulty of acquisition and 
transience. People understandably treat it with respect. 
Everyone in the increasingly homogenized world 
market wants products and features that everybody 
else wants. If the price is low enough, they will take 
highly standardized world products, even if these 
aren’t exactly what mother said was suitable, what 
immemorial custom decreed was right, or what market-
research fabulists asserted was preferred.

The implacable truth of all modern production – 
whether of tangible or intangible goods – is that large-
scale production of standardized items is generally 
cheaper within a wide range of volume than small-scale 
production. Some argue that CAD/CAM (computer 
aided design/computer aided manufacturing) will 
allow companies to manufacture customized products 
on a small scale – but cheaply. But the argument misses 
the point. If a company treats the world as one or two 
distinctive product markets, it can serve the world 
more economically than if it treats it as three, four, or 
five product markets.

Different cultural preferences, national tastes 
and standards, and business institutions are vestiges 
of the past. Some inheritances die gradually; 
others prosper and expand into mainstream global 
preferences. So-called ethnic markets are a good 
example. Chinese food, pitta bread, country and 
western music, pizza and jazz are everywhere. 
They are market segments that exist in worldwide 
proportions. They don’t deny or contradict global 
homogenization but confirm it.

Many of today’s differences among nations as to 
products and their features actually reflect the respectful 
accommodation of multinational corporations to 
what they believe are fixed local preferences. They 
believe preferences are fixed, not because they are but 
because of rigid habits of thinking about what actually 
is. Most executives in multinational corporations are 
thoughtlessly accommodating. They falsely presume 
that marketing means giving the customer what he says 
he wants rather than trying to understand exactly what 
he’d like. So they persist with high-cost, customized 
multi-national products and practices instead of 
pressing hard and pressing properly for global 
standardization.

I do not advocate the systematic disregard of local 
or national differences. But a company’s sensitivity 
to such differences does not require that it ignore the 
possibilities of doing things differently or better.
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With persistence and appropriate means, barriers 
against superior technologies and economics have 
always fallen. There is no recorded exception where 
reasonable effort has been made to overcome them. It 
is very much a matter of time and effort.

A failure in global imagination

Many companies have tried to standardize world 
practice by exporting domestic products and processes 
without accommodation or change – and have failed 
miserably. Their deficiencies have been seized on 
as evidence of bovine stupidity in the face of abject 
impossibility. Advocates of global standardization see 
them as examples of failures in execution.

In fact, poor execution is often an important cause. 
More important, however, is failure of nerve – failure 
of imagination.

Consider the case for the introduction of fully 
automatic home laundry equipment in Western Europe 
at a time when few homes had even semi-automatic 
machines.

The growing success of small, low-powered, low-
speed, low-capacity, low-priced Italian machines, even 
against the preferred but highly priced and highly 
promoted brand in West Germany, was significant. 
It contained a powerful message that was lost on 
managers confidently wedded to a distorted version of 
the marketing concept according to which you give the 
customer what he says he wants. In fact the customers 
said they wanted certain features, but their behaviour 
demonstrated they’d take other features provided the 
price and the promotion were right.

In this case it was obvious that under prevailing 
conditions, people preferred a low-priced automatic 
over any kind of manual or semi-automatic machine 
and certainly over higher priced automatics, even 
though the low-priced automatics failed to fulfil 
all their expressed preferences. The supposedly 
meticulous and demanding German consumers 
violated all expectations by buying the simple, low-
priced Italian machines.

This case illustrates how the perverse practice of 
the marketing concept and the absence of any kind 
of marketing imagination let multinational attitudes 
survive when customers actually want the benefits 
of global standardization. People were asked what 
features they wanted in a washing machine rather than 
what they wanted out of life. Selling a line of products 
individually tailored to each nation is thoughtless. 
Managers who took pride in practising the marketing 

concept to the fullest did not, in fact, practise it at 
all. Data do not yield information except with the 
intervention of the mind. Information does not yield 
meaning except with the intervention of imagination.

Cracking the code of  
Western markets

Since the theory of the marketing concept emerged a 
quarter of a century ago, the more managerially advanced 
corporations have been eager to offer what customers 
clearly want rather than what is merely convenient. 
They have created marketing departments supported 
by professional market researchers of awesome and 
often costly proportions. And they have proliferated 
extraordinary numbers of operations and product lines – 
highly tailored products and delivery systems for many 
different markets, market segments and nations.

Significantly, Japanese companies operate almost 
entirely without marketing departments or market 
research of the kind so prevalent in the West. Yet, in 
the colourful words of General Electric’s chairman, 
John F. Welch Jr., the Japanese, coming from a small 
cluster of resource-poor islands, with an entirely alien 
culture and an almost impenetrably complex language, 
have cracked the code of Western markets. They have  
done it not by looking with mechanistic thoroughness 
at the way markets are different but rather by searching 
for meaning with a deeper wisdom. They have 
discovered the one great thing all markets have in 
common – an overwhelming desire for dependable, 
world-standard modernity in all things, at aggressively 
low prices. In response, they deliver irresistible value 
everywhere, attracting people with products that 
market-research technocrats described with superficial 
certainty as being unsuitable and uncompetitive.

The wider a company’s global reach, the greater 
the number of regional and national preferences it will 
encounter for certain product features, distribution 
systems, or promotional media. There will always need 
to be some accommodation to differences.

In its highly successful introduction of Contac 600 
(the timed-release decongestant) into Japan, Smith-
Kline Corporation used 35 wholesalers instead of the 
1000-plus that established practice required. Daily 
contacts with the wholesalers and key retailers, also 
in violation of established practice, supplemented the 
plan, and it worked.

Denied access to establ ished distr ibut ion 
institutions in the United States, Komatsu, the 
Japanese manufacturer of lightweight farm machinery, 
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entered the market through over-the-road construction 
equipment dealers in rural areas of the Sunbelt, where 
farms are smaller, the soil sandier and easier to work. 
Here inexperienced distributors were able to attract 
customers on the basis of Komatsu’s product and price 
appropriateness.

In cases of successful challenge to prevailing 
institutions and practices, a combination of product 
reliability and quality, strong and sustained support 
systems, aggressively low prices,  and sales-
compensation packages, as well as audacity and 
implacability, circumvented, shattered and transformed 
very different distribution systems. Instead of 
resentment, there was admiration.

The differences that persist throughout the world 
despite its globalization affirm an ancient dictum of 
economics – that things are driven by what happens 
at the margin, not at the core. Thus, in ordinary 
competitive analysis, what’s important is not the 
average price but the marginal price, what happens 
not in the usual case but at the interface of newly 
erupting conditions. What counts in commercial affairs 
is what happens at the cutting edge. What is most 
striking today is the underlying similarities of what is 
happening now to national preferences at the margin. 
These similarities at the cutting edge cumulatively 
form an overwhelming, predominant commonality 
everywhere.

To refer to the persistence of economic nationalism 
(protective and subsidized trade practices, special tax 
aids, or restrictions for home market producers) as a 
barrier to the globalization of markets is to make a valid 

point. Economic nationalism does have a powerful 
persistence. But, as with the present almost totally 
smooth internationalization of investment capital, the 
past alone does not shape or predict the future.

Reality is not a fixed paradigm, dominated by 
immemorial customs and derived attitudes, heedless 
of powerful and abundant new forces. The world is 
becoming increasingly informed about the liberating 
and enhancing possibilities of modernity. The 
persistence of the inherited varieties of national 
preferences rests uneasily on increasing evidence of, 
and restlessness regarding, their inefficiency, costliness 
and confinement. The historic past, and the national 
differences respecting commerce and industry it 
spawned and fostered everywhere, is now subject to 
relatively easy transformation.

Cosmopolitanism is no longer the monopoly of 
the intellectual and leisure classes; it is becoming 
the established property and defining characteristic 
of all sectors everywhere in the world. Gradually 
and irresistibly it breaks down the walls of economic 
insularity, nationalism and chauvinism. What we see 
today as escalating commercial nationalism is simply 
the last violent death rattle of an obsolete institution.

The successful global corporation does not abjure 
customization or differentiation for the requirements 
of markets that differ in product preferences, spending 
patterns, shopping preferences and institutional or 
legal arrangements. But the global corporation accepts 
and adjusts to these differences only reluctantly, only 
after relentlessly testing their immutability, after trying 
in various ways to circumvent and reshape them.

12.2
READING The myth of globalization

By Susan Douglas and Yoram Wind1

1Source: This article was published in Columbia Journal of World Business, Winter 1987, Susan Douglas and Yoram Wind, ‘The Myth of 
Globalization’, pp. 19–29. Copyright © Elsevier 1987.

I n recent years, globalization has become a key 
theme in every discussion of international strategy. 

Proponents of the philosophy of ‘global’ products 
and brands, such as Professor Theodore Levitt of 
Harvard, and the highly successful advertising 
agency, Saatchi & Saatchi, argue that in a world of 
growing internationalization, the key to success is the 
development of global products and brands, in other 

words, a focus on standardized products and brands 
worldwide. Others, however, point to the numerous 
barriers to standardization, and suggest that greater 
returns are to be obtained from adapting products and 
marketing strategies to the specific characteristics of 
individual markets.

The growing integration of international markets 
as well as the growth of competition on a worldwide 
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scale implies that adoption of a global perspective has 
become increasingly imperative in planning strategy. 
However, to conclude that this mandates the adoption 
of a strategy of universal standardization appears naive 
and over simplistic. In particular, it ignores the inherent 
complexity of operations in international markets, and 
the formulation of an effective strategy to penetrate 
these markets. While global products and brands may 
be appropriate for certain markets and in targeting 
certain segments, adopting such an approach as a 
universal strategy in relation to all markets may not be 
desirable, and may lead to major strategic blunders. 
Furthermore, it implies a product orientation, and a 
product-driven strategy, rather than a strategy grounded 
in a systematic analysis of customer behaviour and 
response patterns and market characteristics.

The purpose of this article is thus to examine 
critically the notion that success in international 
markets necessitates adoption of a strategy of global 
products and brands. Given the restrictive characteristic 
of this philosophy, a somewhat broader perspective in 
developing global strategy is proposed which views 
standardization as merely one option in the range of 
possible strategies which may be effective in global 
markets.

The traditional perspective on 
international strategy

Traditionally, discussion of international business 
strategy has been polarized around the debate 
concerning the pursuit of a uniform strategy worldwide 
versus adaptation to specific local market conditions. 
On the one hand, it has been argued that adoption of 
a uniform strategy worldwide enables a company 
to take advantage of the potential synergies arising 
from multicountry operations, and constitutes the 
multinational company’s key competitive advantage in 
international markets. Others however, have argued that 
adaptation of strategy to idiosyncratic national market 
characteristics is crucial to success in these markets.

Fayerweather (1969), in his seminal work in 
international business strategy, described the central 
issue as one of conflict between forces toward 
unification and those resulting in fragmentation. He 
pointed out that within a multinational firm, internal 
forces created pressures toward the integration of 
strategy across national boundaries. On the other hand, 
differences in the sociocultural, political and economic 
characteristics of countries as well as the need for 
effective relations with the host society, constitute 

fragmenting influences that favour adaptation to the 
local environment.

Recent discussion of global competitive strategy 
echoes the same theme of the dichotomy between 
the forces that have triggered the globalization of 
markets and those that constitute barriers to global 
competition. Factors such as economies of scale 
in production, purchasing, faster accumulation of 
learning from operating worldwide, decrease in 
transportation and distribution costs, reduced costs 
of product adaptation, and the emergence of global 
market segments have encouraged competition 
on a global scale.  However, barriers such as 
governmental and institutional constraints, tariff 
barriers and duties, preferential treatment of local 
firms, transportation costs, differences in customer 
demand and so on, call for nationalistic or ‘protected 
niche’ strategies.

Compromise  so lu t i ons  such  a s  ‘pa t t e rn 
standardization’ have also been proposed. In this 
case, a global promotional theme or positioning 
is developed, but execution is adapted to the local 
market. Similarly, it has been pointed out that even 
where a standardized product is marketed in a number 
of countries, its positioning may be adapted in each 
market. Conversely, the positioning may be uniform 
across countries, but the product itself adapted or 
modified.

Although this debate first emerged in the 1960s, it 
has recently taken on a new vigour with the widely 
publicized pronouncements of proponents of ‘global 
standardization’ such as Professor Levitt and Saatchi 
& Saatchi.

The sweeping and somewhat polemic character 
of  their  argument  has sparked a  number of 
counterarguments as well as discussion of conditions 
under which such a strategy may be most appropriate. 
It has, for example, been pointed out that the potential 
for standardization may be greater for certain types of 
products such as industrial goods or luxury personal 
items targeted to upscale consumers, or products 
with similar penetration rates. Opportunities for 
standardization are also likely to occur more frequently 
among industrialized nations, and especially the Triad 
countries where customer interests as well as market 
conditions are likely to be more similar than among 
developing countries.

The role of corporate philosophy and organizational 
s t ructure  in  inf luencing the  pract ica l i ty  of 
implementing a strategy of global standardization 
has also been recognized. Here, it has been noted 
that few companies pursue the extreme position of 
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complete standardization with regard to all elements 
of the marketing mix, and business functions such 
as R&D, manufacturing and procurement in all 
countries throughout the world. Rather, some degree of 
adaptation is likely to occur relative to certain aspects of 
the firm’s operations or in certain geographic areas. In 
addition, the feasibility of implementing a standardized 
strategy will depend on the autonomy accorded to 
local management. If local management has been 
accustomed to substantial autonomy, considerable 
opposition may be encountered in attempting to 
introduce globally standardized strategies.

An examination of such counterarguments suggests 
that there are a number of dangers in espousing a 
philosophy of global standardization for all products 
and services, and in relation to all markets worldwide. 
Furthermore, there are numerous difficulties and 
constraints to implementing such a strategy in many 
markets, stemming from external market conditions 
(such as government and trade regulation, competition, 
the marketing infrastructure and so on), as well as from 
the current structure and organization of the firm’s 
operations.

The global standardization 
philosophy: The underlying 

assumptions

An examination of the arguments in favour of a 
strategy of global products and brands reveals three 
key underlying assumptions:

 ■ Customer needs and interests are becoming 
increasingly homogeneous worldwide.

 ■ People around the world are willing to sacrifice 
preferences in product features, functions, design 
and the like, for lower prices at high quality.

 ■ Substantial economies of scale in production and 
marketing can be achieved through supplying global 
markets.

There are, however, a number of pitfalls associated 
with each of these assumptions. These are discussed 
here in more detail.

Homogenization of the world’s wants
A key premise of the philosophy of global products 
is that customers’ needs and interests are becoming 
increasingly homogeneous worldwide. But while 
global segments with similar interests and response 
patterns may be identified in some product markets, 

it is by no means clear that this is a universal trend. 
Furthermore, there is substantial evidence to suggest 
an increasing diversity of behaviour within countries, 
and the emergence of idiosyncratic country-specific 
segments.

Lack of evidence of homogenization. In a 
number of product markets ranging from watches, 
perfume and handbags to soft drinks and fast foods, 
companies have successfully identified global customer 
segments, and developed global products and brands 
targeted to these segments. These include such stars 
as Rolex, Omega and Le Baume & Mercier watches, 
Dior, Patou or Yves St Laurent perfume. But while 
these brands are highly visible and widely publicized, 
they are often, with a few notable exceptions such as 
Classic Coke or McDonald’s, targeted to a relatively 
restricted upscale international customer segment.

Numerous other companies, however, adapt lines to 
idiosyncratic country preferences, and develop local 
brands or product variants targeted to local market 
segments. The Findus frozen food division of Nestle, 
for example, markets fish cakes and fish fingers in the 
United Kingdom, but beef bourguignon and coq au vin 
in France, and vitello con funghi and braviola in Italy. 
Similarly, Coca-Cola in Japan markets Georgia, cold 
coffee in a can, and Aquarius, a tonic drink, as well as 
Classic Coke and Hi-C.

Growth of intracountry segmentation price 
sensitivity. Furthermore, there is a growing body of 
evidence that suggests substantial heterogeneity within 
countries. In the United States, for example, the VALS 
(Value of American Lifestyles) study has identified 
nine value segments, while other studies have identified 
major differences in behaviour between regions and 
subcultural segments. Many other countries are also 
characterized by substantial regional differences as 
well as different lifestyle and value segments.

Similarly, in industrial markets, while some global 
segments, often consisting of firms with international 
operations, can be identified, there also is considerable 
diversity within and between countries. Often local 
businesses constitute an important market segment 
and, especially in developing countries, may differ 
significantly in technological sophistication, business 
philosophy and strategy, emphasis on product quality, 
and service and price, from large multinationals.

The evidence thus suggests that the similarities in 
customer behaviour are restricted to a relatively limited 
number of target segments or product markets, while 
for the most part, there are substantial differences 
between countries. Proponents of standardization 
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counter that the international strategist should focus on 
similarities among countries rather than differences. 
This may, however, imply ignoring a major part of a 
local market, and the potential profits that may be 
obtained from tapping other market segments.

Universal preference for low price  
at acceptable quality
Another critical component of the argument for global 
standardization is that people around the world are 
willing to sacrifice preferences in product features, 
functions, design and the like for lower prices, assuming 
equivalent quality. Aggressive low pricing for quality 
products that meet the common needs of customers 
in markets around the world is believed to further 
expand the global markets facing the firm. Although an 
appealing argument, this has three major problems.

Lack of evidence of increased price sensitivity.  
Evidence to suggest that customers are universally 
willing to trade off specific product features for a 
lower price is largely lacking. While in many product 
markets there is invariably a price-sensitive segment, 
there is no indication that this is on the increase. On the 
contrary, in many product and service markets, ranging 
from watches, personal computers and household 
appliances to banking and insurance, an interest in 
multiple product features, product quality and service 
appears to be growing.

Low price positioning is a highly vulnerable 
strategy. Also, from a strategic point of view, 
emphasis on price positioning may be undesirable, 
especially in international markets, since it offers no 
long-term competitive advantage. A price-positioning 
strategy is always vulnerable to new technological 
developments that may lower costs, as well as to attack 
from competitors with lower overhead, and lower 
operating or labour costs. Government subsidies to local 
competitors may also undermine the effectiveness of a 
price-positioning strategy. In addition, price-sensitive 
customers typically are not brand or source loyal.

Standardized low price can be overpriced in 
some countries and underpriced in others.  
Finally, a strategy based on a combination of a 
standardized product at a low price, when implemented 
in countries that vary in their competitive structure as 
well as the level of economic development, is likely to 
result in products that are overdesigned and overpriced 
for some markets and underdesigned and underpriced 
for others. Cost advantages may also be negated by 

transportation and distribution costs as well as tariff 
barriers or price regulation.

Economies of scale of production  
and marketing
The third assumption underlying the philosophy of 
global standardization is that a key force driving 
strategy is product technology, and that substantial 
economies of scale can be achieved by supplying 
global markets. This does, however, neglect three 
critical and interrelated points:

 1 Technological developments in flexible factory 
automation enable economies of scale to be 
achieved at lower levels of output and do not 
require production of a single standardized product.

 2 Cost of production is only one and often not the 
critical component in determining the total cost of 
the product.

 3 Strategy should not be solely product-driven but 
should take into account the other components of a 
marketing strategy, such as positioning, packaging, 
brand name, advertising, PR, consumer and trade 
promotion and distribution.

Developments in flexible factory automation.  
Recent developments in flexible factory automation 
methods have lowered the minimum efficient scale 
of operation and have thus enabled companies to 
supply smaller local markets efficiently, without 
requiring operations on a global scale. However, 
diseconomies may result from such operations due 
to increased transportation and distribution costs, as 
well as higher administrative overhead, and additional 
communication and coordination costs.

Furthermore, decentralization of production and 
establishment of local manufacturing operations 
enables diversification of risk arising from political 
events, fluctuations in foreign exchange rates, or 
economic instability. Recent swings in foreign 
exchange rates, coupled with the growth of offshore 
sourcing have underscored the vulnerabil i ty 
of centralizing production in a single location. 
Government regulations relating to local component 
or offset requirements create additional pressures for 
local manufacturing. Flexible automation not only 
implies that decentralization of manufacturing and 
production may be cost efficient but also makes minor 
modifications in products or models in the latter stages 
of production feasible, so that a variety of model 
versions can be produced without major retooling. 
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Adaptations to product design can thus be made to 
meet differences in preferences from one country to 
another without loss of economies of scale.

P ro d u c t i o n  c o s t s  a re  o f t e n  a  m i n o r 
component of total cost. In many consumer 
and service industries, such as cosmetics, detergents, 
pharmaceuticals or financial institutions, production 
costs are a small fraction of total cost. The key to 
success in these markets is an understanding of the 
tastes and purchase behaviour of target customers’ 
distribution channels, and tailoring products and 
strategies to these rather than production efficiency. 
In the detergent industry, for example, mastery of 
mass-merchandising techniques and an effective brand 
management system are typically considered the key 
elements in the success of the giants in this field, such 
as Procter & Gamble (P&G) or Colgate-Palmolive.

The standardization philosophy is primarily 
product driven. The focus on product- and brand-
related aspects of strategy in discussions of global 
standardization is misleading since it ignores the 
other key strategy variables. Strategy in international 
markets should also take into consideration other 
aspects of the marketing mix, and the extent to which 
these are standardized across country markets rather 
than adapted to local idiosyncratic characteristics.

Requisite conditions for global 
standardization

The numerous pitfalls in the rationale underlying the 
global standardization philosophy suggests that such 
a strategy is far from universally appropriate for all 
products, brands or companies. Only under certain 
conditions is it likely to prove a ‘winning’ strategy in 
international markets. These include:

 ■ the existence of a global market segment;

 ■ potential synergies from standardization;

 ■ the availability of a communication and distribution 
infrastructure to deliver the firm’s offering to target 
customers worldwide.

Existence of global market segments
As noted previously, global segments may be identified 
in a number of industrial and consumer markets. In 
consumer markets these segments are typically luxury- 
or premium-type products. Global segments are, 
however, not limited to such product markets, but also 

exist in other types of markets, such as motorcycle, 
record, stereo equipment and computer, where a 
segment with similar needs and wants can be identified 
in many countries.

In industrial markets, companies with multinational 
operations are particularly likely to have similar needs 
and requirements worldwide. Where the operations are 
integrated or coordinated across national boundaries, 
as in the case of banks or other financial institutions, 
compatibility of operational systems and equipment 
may be essential. Consequently, they may seek vendors 
who can supply and service their operations worldwide, 
in some cases developing global contrasts for such 
purchases. Similarly, manufacturing companies with 
worldwide operations may source globally in order 
to ensure uniformity in quality, service and price of 
components and other raw materials throughout their 
operations.

Marketing of global products and brands to 
such target segments and global customers enables 
development of a uniform global image throughout the 
world. In some markets such as perfume or fashions, 
association with a specific country of origin or a foreign 
image in general may carry a prestige connotation. In 
other cases, for example, Sony electronic equipment, 
McDonald’s hamburgers, Hertz or Avis car rental, 
IBM computers, or Xerox office equipment, it may 
help to develop a worldwide reputation for quality 
and service. Just as multinational corporations may 
seek uniformity in supply worldwide, some consumers 
who travel extensively may be interested in finding the 
same brand of cigarettes and soft drinks or hotels, in 
foreign countries. This may be particularly relevant 
in product markets used extensively by international 
travellers.

While the existence of a potential global segment 
is a key motivating factor for developing a global 
product and brand strategy, it is important to note that 
the desirability of such a strategy depends on the size 
and economic viability of the segment in question, 
the strength of the segment’s preference for the global 
brand, as well as the ability to reach the segment 
effectively and profitably.

Synergies associated with global 
standardization
Global standardization may also have a number of 
synergistic effects. In addition to those associated with 
a global image noted above, opportunities may exist for 
the transfer of good ideas for products or promotional 
strategies from one country to another.
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The standardization of strategy and operations 
across a number of countries may also enable the 
acquisition or exploitation of specific types of expertise 
that would not be feasible otherwise. Expertise in 
assessing country risk or foreign exchange risk, or 
in identifying and interpreting information relating 
to multiple country markets, for example, may be 
developed.

Such synergies are not, however, unique to a 
strategy of global standardization, but may also occur 
wherever operations and strategy are coordinated 
or integrated across country markets. In fact, only 
certain scale economies associated with product and 
advertising copy standardization, and the development 
of a global image as discussed earlier, are unique to 
global standardization.

Availability of an international 
communication and distribution 
infrastructure
The effectiveness of global standardization also 
depends to a large extent on the availability of an 
international infrastructure of communications and 
distribution. As many corporations have expanded 
overseas, service organizations have followed their 
customers abroad to supply their needs worldwide.

Adver t i s ing  agenc ies  such  as  Saa tch i  & 
Saatchi, McCann Erickson and Young & Rubicam 
now have an international network of operations 
throughout  the  wor ld ,  whi le  many research 
agencies  can a lso  supply  services  in  major 
markets worldwide. With the growing integration 
of financial markets, banks, investment firms, 
insurance and other financial institutions are also 
becoming increasingly international in orientation 
and are expanding the scope of their operations in 
world markets. The physical distribution network 
of shippers, freight forwarding, export and import 
agents, customs clearing, invoicing and insurance 
agents is also becoming increasingly integrated to 
meet demand for international shipment of goods 
and services.

Improvements in telecommunications and in 
logistical systems have considerably increased capacity 
to manage operations on a global scale and hence 
facilitate adoption of global standardization strategies. 
The spread of telex and fax systems, as well as satellite 
linkages and international computer linkages, all 
contribute to the shrinking of distances and facilitate 
globalization of operations. Similarly, improvements 

in transportation systems and physical logistics such 
as containerization and computerized inventory and 
handling systems have enabled significant cost savings 
as well as reducing time required to move goods across 
major distances.

Operational constraints to 
effective implementation of a 

standardization strategy

While adoption of a standardized strategy may be 
desirable under certain conditions, there are a number 
of constraints that severely restrict the firm’s ability to 
develop and implement a standardized strategy.

External constraints to effective 
standardization
The numerous external constraints that impede global 
standardization are well recognized. Here, four major 
categories are highlighted, namely:

 1 government and trade restrictions;

 2 differences in the marketing infrastructure, such as 
the availability and effectiveness of promotional 
media;

 3 the character of resource markets, and differences 
in the availability and costs of resources;

 4 differences in competition from one country to 
another.

G ove rn m e n t  a n d  t r a d e  re s t r i c t i o n s .  
Government and trade restrictions, such as tariff and 
other trade barriers, product, pricing or promotional 
regulation, frequently hamper standardization of the 
product line, pricing or promotional strategy. Tariffs 
or quotas on the import of key materials, components 
or other resources may, for example, affect production 
costs and thus hamper uniform pricing or alternatively 
result in the substitution of other components and 
modifications in product design. Local content 
requirements or compensatory export requirements, 
which specify that products contain a certain 
proportion of components manufactured locally or that 
a certain volume of production is exported to offset 
imports of components or other services, may have a 
similar impact.

The existence of cartels such as the European 
steel cartel, or the Swiss chocolate cartel, may also 
impede or exclude standardized strategies in countries 
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covered by these agreements. In particular, they may 
affect adoption of a uniform pricing strategy as the 
cartel sets prices for the industry. Cartel members 
may also control established distribution channels, 
thus preventing use of a standardized distribution 
strategy. Extensive grey markets in countries such as 
India, Hong Kong and South America may also affect 
administered pricing systems, and require adjustment 
of pricing strategies.

The nature of the marketing infrastructure.  
Differences in the marketing infrastructure from one 
country to another may hamper use of a standardized 
strategy. These may, for example, include differences 
in the availability and reach of various promotional 
media, the availability of certain distribution 
channels or retail institutions, or in the existence and 
efficiency of the communication and transportation 
network. Such factors may, therefore, require 
considerable adaptation of strategy of local market 
conditions.

Interdependencies with resource markets.  
Yet another constraint to the development of 
standardized strategies is the nature of resource 
markets, and their operation in different countries 
throughout the world as well as the interdependency 
of these markets with marketing decisions. Availability 
and cost of raw materials, as well as labour and other 
resources in different locations, will affect not only 
decisions regarding sourcing of and hence the location 
of manufacturing activities but also marketing strategy 
decisions such as product design. For example, in the 
paper industry, availability of cheap local materials 
such as jute and sugar cane may result in their 
substitution for wood fibre.

Cost differentials relative to raw materials, labour, 
management and other inputs may also influence the 
trade-off relative to alternative strategies. For example, 
high packaging costs relative to physical distribution 
may result in use of cheaper packaging with a shorter 
shelf life and more frequent shipments. Similarly, 
low labour costs relative to media may encourage a 
shift from mass media advertising to labour-intensive 
promotion such as personal selling and product 
demonstration.

Ava i l ab i l i t y  o f  cap i t a l ,  t e chno logy  and 
manufacturing capabilities in different locations 
will also affect decisions about licensing, contract 

manufacturing, joint ventures and other ‘make-buy’ 
types of decisions for different markets, as well as 
decisions about countertrade, reciprocity and other 
long-term relations.

The nature of the competitive structure.  
Differences in the nature of the competitive situation 
from one country to another may also suggest the 
desirability of adaptation strategy. Even in markets 
characterized by global competition, such as 
agricultural equipment and motorcycles, the existence 
of low-cost competition in certain countries may 
suggest the desirability of marketing stripped-down 
models or lowering prices to meet such competition. 
Even where competitors are predominantly other 
multinationals, preemption of established distribution 
networks may encourage adoption of innovative 
distribution methods or direct distribution to short-
circuit an entrenched position. Thus, the existence of 
global competition does not necessarily imply a need 
for global standardization.

All such aspects thus impose major constraints 
on the feasibility and effectiveness of a standardized 
strategy, and suggest the desirability or need to adapt to 
specific market conditions.

Internal constraints to effective 
standardization
In addition to such external constraints on the 
feasibility of a global standardization strategy, there 
are also a number of internal constraints that may 
need to be considered. These include compatibility 
with the existing network of operations overseas, as 
well as opposition or lack of enthusiasm among local 
management toward a standardized strategy.

Existing international operations. Proponents 
of  global  s tandardizat ion typical ly  take the 
position of a novice company with no operations 
in international markets, and hence fail to take 
into consideration the fit of the proposed strategy 
with current international activities. In practice, 
however, many companies have a number of existing 
operations in various countries. In some cases, these 
are joint ventures or licensing operations, or involve 
some collaboration in purchasing, manufacturing 
or distribution with other companies. Even where 
foreign manufacturing and distribution operations 
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are wholly owned, the establishment of a distribution 
network will typically entail relationships with other 
organizations, for example, exclusive distributor 
agreements.

Such commitments may be difficult if not impossible 
to change in the short run, and may constitute a major 
impediment to adoption of a standardized strategy. 
If, for example, a joint venture with a local company 
has been established to manufacture and market a 
product line in a specific country or region, resistance 
from the local partner (or government authorities) 
may be encountered if the parent company wishes to 
shift production or import components from another 
location. Similarly, a licensing contract will impede 
a firm from supplying the products covered by the 
agreement from an alternative location for the duration 
of the contract, even if it becomes more cost efficient 
to do so.

Conversely, the establishment of an effective 
dealer or distribution network in a country or region 
may constitute an important resource to a company. 
The addition of new products to the product line 
currently sold or distributed by this network may 
therefore provide a more efficient utilization of 
company resources than expanding to new countries or 
geographic regions with the existing line, as this would 
require substantial investment in the establishment of a 
new distribution network.

In addition, overseas subsidiaries may currently 
be marketing not only core products and brands from 
the company’s domestic business, but may also have 
added or acquired local or regional products and brands 
in response to local market demand. In some cases, 
therefore, introduction of a global product or brand 
may be likely to cannibalize sales of local or regional 
brands.

Advocates of standardization thus need to take into 
consideration the evolutionary character of international 
involvement, which may render a universal strategy 
of global products and brands suboptimal. Somewhat 
ironically, the longer the history of a multi-national 
corporation’s involvement in foreign or international 
markets, and the more diversified and far-flung its 
operations, the more likely it is that standardization 
will not lead to optimal results.

Local management motivation and attitudes.  
Another internal constraint concerns the motivation 
and attitudes of local management with regard to 

standardization. Standardized strategies tend to 
facilitate or result in centralization in the planning 
and organizat ion of  internat ional  act ivi t ies . 
Especially if input from local management is 
limited, this may result in a feeling that strategy is 
‘imposed’ by corporate headquarters, and/or not 
adequately adapted or appropriate in view of specific 
local market characteristics and conditions. Local 
management is likely to take the view ‘it won’t work 
here – things are different’, which will reduce their 
motivation to implement a standardized strategy 
effectively.

A framework for classifying 
global strategy options

The adoption of a global perspective should not be 
viewed as synonymous with a strategy of global 
products and brands. Rather, for most companies such 
a perspective implies consideration of a broad range 
of strategic options of which standardization is merely 
one.

In essence, a global perspective implies planning 
strategy relative to markets worldwide rather than on 
a country-by-country basis. This may result in the 
identification of opportunities for global products 
and brands or integrating and coordinating strategy 
across national boundaries to exploit potential 
synergies of operating on an international scale. Such 
opportunities should, however, be weighed against 
the benefits of adaptation to idiosyncratic customer 
characteristics.

The development of an effective global strategy 
thus requires a careful examination of all international 
options in terms of standardization versus adaptation 
open to the firm.

A firm’s international operations are likely to be 
characterized by a mix of strategies, including not only 
global products and brands, but also some regional 
products and brands and some national products 
and brands. Similarly, some target segments may be 
global, others regional and others national. Hybrid 
strategies of this nature thus enable a company to 
take advantage of the benefits of standardization and 
potential synergies from operating on an international 
scale, while at the same time not losing those afforded 
by adaptation to specific country characteristics and 
customer preferences.
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N ow that companies can source capital, goods, 
information and technology from around the 

world, often with the click of a mouse, much of the 
conventional wisdom about how companies and 
nations compete needs to be overhauled. In theory, 
more open global markets and faster transportation and 
communication should diminish the role of location in 
competition. After all, anything that can be efficiently 
sourced from a distance through global markets 
and corporate networks is available to any company 
and therefore is essentially nullified as a source of 
competitive advantage.

But if location matters less, why, then, is it true that 
the odds of finding a world-class mutual-fund company 
in Boston are much higher than in most any other 
place? Why could the same be said of textile-related 
companies in North Carolina and South Carolina, 
of high-performance auto companies in southern 
Germany, or of fashion shoe companies in northern 
Italy?

Today’s economic map of the world is dominated 
by what I call clusters: critical masses – in one 
place – of unusual competitive success in particular 
fields. Clusters are a striking feature of virtually 
every national, regional, state, and even metropolitan 
economy, especially in more economically advanced 
nations. Silicon Valley and Hollywood may be the 
world’s best-known clusters. Clusters are not unique, 
however; they are highly typical – and therein lies a 
paradox: the enduring competitive advantages in a 
global economy lie increasingly in local things – 
knowledge, relationships, motivation – that distant 
rivals cannot match.

Although location remains fundamental to 
competition, its role today differs vastly from a 
generation ago. In an era when competition was driven 
heavily by input costs, locations with some important 
endowment – a natural harbor, for example, or a 
supply of cheap labor – often enjoyed a comparative 
advantage that was both competitively decisive and 
persistent over time.

Competition in today’s economy is far more 
dynamic. Companies can mitigate many input-cost 
disadvantages through global sourcing, rendering the old 
notion of comparative advantage less relevant. Instead, 
competitive advantage rests on making more productive 
use of inputs, which requires continual innovation.

Untangling the paradox of location in a global 
economy reveals a number of key insights about how 
companies continually create competitive advantage. 
What happens inside companies is important, but 
clusters reveal that the immediate business environment 
outside companies plays a vital role as well. This role 
of locations has been long overlooked, despite striking 
evidence that innovation and competitive success in so 
many fields are geographically concentrated – whether 
it’s entertainment in Hollywood, finance on Wall 
Street, or consumer electronics in Japan. Clusters affect 
competitiveness within countries as well as across 
national borders. Therefore, they lead to new agendas 
for all business executives – not just those who compete 
globally. More broadly, clusters represent a new way 
of thinking about location, challenging much of the 
conventional wisdom about how companies should be 
configured, how institutions such as universities can 
contribute to competitive success, and how governments 
can promote economic development and prosperity.

What is a cluster?

Clus te r s  a re  geograph ic  concen t ra t ions  o f 
interconnected companies and institutions in a 
particular field. Clusters encompass an array of 
linked industries and other entities important to 
competition. They include, for example, suppliers of 
specialized inputs such as components, machinery, and 
services, and providers of specialized infrastructure. 
Clusters also often extend downstream to channels 
and customers and laterally to manufacturers of 
complementary products and to companies in 
industries related by skills, technologies, or common 
inputs. Finally, many clusters include governmental 
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 READING Clusters and the new economics  

of competition
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1Source: Reprinted by permission of Harvard Business Review. From ‘Clusters and the New Economics of Competition’ by Michael E. Porter, 
Nov–Dec 1998. © 1998 by Harvard Business School Publishing Corporation, all rights reserved.
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and other institutions – such as universities, standards-
setting agencies, think tanks, vocational training 
providers, and trade associations – that provide 
specialized training, education, information, research, 
and technical support.

The California wine cluster is a good example. It 
includes 680 commercial wineries as well as several 
thousand independent wine grape growers. An 
extensive complement of industries supporting both 
wine making and grape growing exists, including 
suppliers of grape stock, irrigation and harvesting 
equipment, barrels, and labels; specialized public 
relations and advertising firms; and numerous wine 
publications aimed at consumer and trade audiences. A 
host of local institutions is involved with wine, such as 
the world-renowned viticulture and enology program 
at the University of California at Davis, the Wine 
Institute, and special committees of the California 
senate and assembly. The cluster also enjoys weaker 
linkages to other California clusters in agriculture, 
food and restaurants, and wine-country tourism.

Consider also the Italian leather fashion cluster, 
which contains well-known shoe companies such as 
Ferragamo and Gucci as well as a host of specialized 
suppliers of footwear components, machinery, molds, 
design services, and tanned leather. It also consists of 
several chains of related industries, including those 
producing different types of leather goods (linked 
by common inputs and technologies) and different 
types of footwear (linked by overlapping channels 
and technologies). These industries employ common 
marketing media and compete with similar images in 
similar customer segments. A related Italian cluster 
in textile fashion, including clothing, scarves, and 
accessories, produces complementary products that 
often employ common channels. The extraordinary 
strength of the Italian leather fashion cluster can be 
attributed, at least in part, to the multiple linkages and 
synergies that participating Italian businesses enjoy.

A cluster’s boundaries are defined by the linkages 
and complementarit ies across industries and 
institutions that are most important to competition. 
Although clusters often fit within political boundaries, 
they may cross state or even national borders. In 
the United States, for example, a pharmaceuticals 
cluster straddles New Jersey and Pennsylvania near 
Philadelphia. Similarly, a chemicals cluster in Germany 
crosses over into German-speaking Switzerland.

Clusters rarely conform to standard industrial 
classification systems, which fail to capture many 
important actors and relationships in competition. 
Thus significant clusters may be obscured or even go 

unrecognized. In Massachusetts, for example, more 
than 400 companies, representing at least 39,000 
high-paying jobs, are involved in medical devices in 
some way. The cluster long remained all but invisible, 
however, buried within larger and overlapping industry 
categories such as electronic equipment and plastic 
products. Executives in the medical devices cluster 
have only recently come together to work on issues 
that will benefit them all.

Clusters promote both competition and cooperation. 
Rivals compete intensely to win and retain customers. 
Without vigorous competition, a cluster will fail. Yet 
there is also cooperation, much of it vertical, involving 
companies in related industries and local institutions. 
Competition can coexist with cooperation because they 
occur on different dimensions and among different 
players.

Clusters  represent  a  k ind of  new spat ia l 
organizational form in between arm’s-length markets 
on the one hand and hierarchies, or vertical integration, 
on the other. A cluster, then, is an alternative way of 
organizing the value chain. Compared with market 
transactions among dispersed and random buyers and 
sellers, the proximity of companies and institutions 
in one location – and the repeated exchanges among 
them – fosters better coordination and trust. Thus 
clusters mitigate the problems inherent in arm’s-length 
relationships without imposing the inflexibilities of 
vertical integration or the management challenges 
of creating and maintaining formal linkages such as 
networks, alliances, and partnerships. A cluster of 
independent and informally linked companies and 
institutions represents a robust organizational form 
that offers advantages in efficiency, effectiveness, and 
flexibility.

Why clusters are critical  
to competition

Modern competition depends on productivity, not on 
access to inputs or the scale of individual enterprises. 
Productivity rests on how companies compete, not on 
the particular fields they compete in. Companies can be 
highly productive in any industry – shoes, agriculture, 
or semiconductors – if they employ sophisticated 
methods, use advanced technology, and offer unique 
products and services. All industries can employ 
advanced technology; all industries can be knowledge 
intensive.

The sophistication with which companies compete 
in a particular location, however, is strongly influenced 
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by the quality of the local business environment. 
Companies cannot employ advanced logistical 
techniques, for example, without a high-quality 
transportation infrastructure. Nor can companies 
effectively compete on sophisticated service without 
well-educated employees. Businesses cannot operate 
efficiently under onerous regulatory red tape or under 
a court system that fails to resolve disputes quickly and 
fairly. Some aspects of the business environment, such 
as the legal system, for example, or corporate tax rates, 
affect all industries. In advanced economies, however, 
the more decisive aspects of the business environment 
are often cluster specific; these constitute some of 
the most important microeconomic foundations for 
competition.

Clusters affect competition in three broad ways: 
first, by increasing the productivity of companies based 
in the area; second, by driving the direction and pace 
of innovation, which underpins future productivity 
growth; and third, by stimulating the formation of 
new businesses, which expands and strengthens the 
cluster itself. A cluster allows each member to benefit 
as if it had greater scale or as if it had joined with 
others formally – without requiring it to sacrifice its 
flexibility.

Clusters and productivity

Being part of a cluster allows companies to operate 
more productively in sourcing inputs; accessing 
information, technology, and needed institutions; 
coordinating with related companies; and measuring 
and motivating improvement.

Better access to employees and suppliers
Companies in vibrant clusters can tap into an existing 
pool of specialized and experienced employees, 
thereby lowering their search and transaction costs in 
recruiting. Because a cluster signals opportunity and 
reduces the risk of relocation for employees, it can also 
be easier to attract talented people from other locations, 
a decisive advantage in some industries.

A well-developed cluster also provides an efficient 
means of obtaining other important inputs. Such a 
cluster offers a deep and specialized supplier base. 
Sourcing locally instead of from distant suppliers 
lowers transaction costs. It minimizes the need for 
inventory, eliminates importing costs and delays, 
and – because local reputation is important – lowers 
the risk that suppliers will overprice or renege on 
commitments. Proximity improves communications 

and makes it easier for suppliers to provide ancillary 
or support services such as installation and debugging. 
Other things being equal, then, local outsourcing is a 
better solution than distant outsourcing, especially for 
advanced and specialized inputs involving embedded 
technology, information, and service content.

Formal alliances with distant suppliers can mitigate 
some of the disadvantages of distant outsourcing. 
But all formal alliances involve their own complex 
bargaining and governance problems and can inhibit a 
company’s flexibility. The close, informal relationships 
possible among companies in a cluster are often a 
superior arrangement.

In many cases, clusters are also a better alternative 
to vertical integration. Compared with in-house units, 
outside specialists are often more cost effective and 
responsive, not only in component production but also 
in services such as training. Although extensive vertical 
integration may have once been the norm, a fast-
changing environment can render vertical integration 
inefficient, ineffective, and inflexible.

Even when some inputs are best sourced from a 
distance, clusters offer advantages. Suppliers trying 
to penetrate a large, concentrated market will price 
more aggressively, knowing that as they do so they can 
realize efficiencies in marketing and in service.

Working against a cluster’s advantages in 
assembling resources is the possibility that competition 
will render them more expensive and scarce. But 
companies do have the alternative of outsourcing 
many inputs from other locations, which tends to 
limit potential cost penalties. More important, clusters 
increase not only the demand for specialized inputs but 
also their supply.

Access to specialized information
Extensive market, technical, and competitive 
information accumulates within a cluster, and 
members have preferred access to it. In addition, 
personal relationships and community ties foster trust 
and facilitate the flow of information. These conditions 
make information more transferable.

Complementarities
A host of linkages among cluster members results 
in a whole greater than the sum of its parts. In a 
typical tourism cluster, for example, the quality of a 
visitor’s experience depends not only on the appeal 
of the primary attraction but also on the quality and 
efficiency of complementary businesses such as hotels, 
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restaurants, shopping outlets, and transportation 
facilities. Because members of the cluster are mutually 
dependent, good performance by one can boost the 
success of the others.

Complementarities come in many forms. The most 
obvious is when products complement one another 
in meeting customers’ needs, as the tourism example 
illustrates. Another form is the coordination of 
activities across companies to optimize their collective 
productivity. In wood products, for instance, the 
efficiency of sawmills depends on a reliable supply of 
high-quality timber and the ability to put all the timber 
to use – in furniture (highest quality), pallets and boxes 
(lower quality), or wood chips (lowest quality). In 
the early 1990s, Portuguese sawmills suffered from 
poor timber quality because local landowners did not 
invest in timber management. Hence most timber was 
processed for use in pallets and boxes, a lower-value use 
that limited the price paid to landowners. Substantial 
improvement in productivity was possible, but only if 
several parts of the cluster changed simultaneously. 
Logging operations, for example, had to modify 
cutting and sorting procedures, while sawmills had 
to develop the capacity to process wood in more 
sophisticated ways. Coordination to develop standard 
wood classifications and measures was an important 
enabling step. Geographically dispersed companies are 
less likely to recognize and capture such linkages.

Other complementarities arise in marketing. A 
cluster frequently enhances the reputation of a location 
in a particular field, making it more likely that buyers 
will turn to a vendor based there. Italy’s strong 
reputation for fashion and design, for example, benefits 
companies involved in leather goods, footwear, 
apparel, and accessories. Beyond reputation, cluster 
members often profit from a variety of joint marketing 
mechanisms, such as company referrals, trade fairs, 
trade magazines, and marketing delegations.

Finally, complementarities can make buying from a 
cluster more attractive for customers. Visiting buyers 
can see many vendors in a single trip. They also may 
perceive their buying risk to be lower because one 
location provides alternative suppliers. That allows 
them to multisource or to switch vendors if the need 
arises. Hong Kong thrives as a source of fashion 
apparel in part for this reason.

Access to institutions and public goods
Investments made by government or other public 
institutions such as public spending for specialized 
infrastructure or educational programs can enhance 

a company’s productivity. The ability to recruit 
employees trained at local programs, for example, 
lowers the cost of internal training. Other quasi-public 
goods, such as the cluster’s information and technology 
pools and its reputation, arise as natural by-products of 
competition.

It is not just governments that create public 
goods that enhance productivity in the private sector. 
Investments by companies – in training programs, 
infrastructure, quality centers, testing laboratories, and 
so on – also contribute to increased productivity. Such 
private investments are often made collectively because 
cluster participants recognize the potential for collective 
benefits.

Better motivation and measurement
Local rivalry is highly motivating. Peer pressure 
amplifies competitive pressure within a cluster, 
even among noncompeting or indirectly competing 
companies. Pride and the desire to look good in the 
local community spur executives to attempt to outdo 
one another.

Clusters also often make it easier to measure and 
compare performances because local rivals share 
general circumstances – for example, labor costs 
and local market access – and they perform similar 
activities. Companies within clusters typically have 
intimate knowledge of their suppliers’ costs. Managers 
are able to compare costs and employees’ performance 
with other local companies. Additionally, financial 
institutions can accumulate knowledge about the 
cluster that can be used to monitor performance.

Clusters and innovation

In addition to enhancing productivity, clusters play a 
vital role in a company’s ongoing ability to innovate. 
Some of the same characteristics that enhance current 
productivity have an even more dramatic effect on 
innovation and productivity growth.

Because sophisticated buyers are often part of 
a cluster, companies inside clusters usually have a 
better window on the market than isolated competitors 
do. Computer companies based in Silicon Valley and 
Austin, Texas, for example, plug into customer needs 
and trends with a speed difficult to match by companies 
located elsewhere. The ongoing relationships with 
other entities within the cluster also help companies to 
learn early about evolving technology, component and 
machinery availability, service and marketing concepts, 
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and so on. Such learning is facilitated by the ease of 
making site visits and frequent face-to-face contact.

Clusters do more than make opportunities for 
innovation more visible. They also provide the capacity 
and the flexibility to act rapidly. A company within a 
cluster often can source what it needs to implement 
innovations more quickly. Local suppliers and partners 
can and do get closely involved in the innovation 
process, thus ensuring a better match with customers’ 
requirements.

Companies within a cluster can experiment at lower 
cost and can delay large commitments until they are 
more assured that a given innovation will pan out. In 
contrast, a company relying on distant suppliers faces 
greater challenges in every activity it coordinates with 
other organizations – in contracting, for example, or 
securing delivery or obtaining associated technical 
and service support. Innovation can be even harder 
in vertically integrated companies, especially in those 
that face difficult trade-offs if the innovation erodes 
the value of in-house assets or if current products or 
processes must be maintained while new ones are 
developed.

Reinforcing the other advantages for innovation 
is the sheer pressure – competitive pressure, peer 
pressure, constant comparison – that occurs in a cluster. 
Executives vie with one another to set their companies 
apart. For all these reasons, clusters can remain centers 
of innovation for decades.

Clusters and new business 
formation

It is not surprising, then, that many new companies 
grow up within an existing cluster rather than at isolated 
locations. New suppliers, for example, proliferate 
within a cluster because a concentrated customer base 
lowers their risks and makes it easier for them to spot 
market opportunities. Moreover, because developed 
clusters comprise related industries that normally draw 
on common or very similar inputs, suppliers enjoy 
expanded opportunities.

Clusters are conducive to new business formation 
for a variety of reasons. Individuals working within 
a cluster can more easily perceive gaps in products 
or services around which they can build businesses. 
Beyond that, barriers to entry are lower than elsewhere. 
Needed assets, skills, inputs, and staff are often 
readily available at the cluster location, waiting to 
be assembled into a new enterprise. Local financial 
institutions and investors, already familiar with the 

cluster, may require a lower risk premium on capital. 
In addition, the cluster often presents a significant 
local market, and an entrepreneur may benefit from 
established relationships. All of these factors reduce 
the perceived risks of entry – and of exit, should the 
enterprise fail.

The formation of new businesses within a cluster is 
part of a positive feedback loop. An expanded cluster 
amplifies all the benefits I have described – it increases 
the collective pool of competitive resources, which 
benefits all the cluster’s members. The net result is that 
companies in the cluster advance relative to rivals at 
other locations.

Birth, evolution, and decline

A cluster’s roots can often be traced to historical 
circumstances. In Massachusetts, for example, several 
clusters had their beginnings in research done at MIT 
or Harvard. The Dutch transportation cluster owes 
much to Holland’s central location within Europe, an 
extensive network of waterways, the efficiency of the 
port of Rotterdam, and the skills accumulated by the 
Dutch through Holland’s long maritime history.

Clusters may also arise from unusual, sophisticated, 
or stringent local demand. Israel’s cluster in 
irrigation equipment and other advanced agricultural 
technologies reflects that nation’s strong desire for self-
sufficiency in food together with a scarcity of water 
and hot, arid growing conditions. The environmental 
cluster in Finland emerged as a result of pollution 
problems created by local process industries such as 
metals, forestry, chemicals, and energy.

Prior existence of supplier industries, related 
industries, or even entire related clusters provides yet 
another seed for new clusters. The golf equipment 
cluster near San Diego, for example, has its roots in 
southern California’s aerospace cluster. That cluster 
created a pool of suppliers for castings and advanced 
materials as well as engineers with the requisite 
experience in those technologies.

New clusters may also arise from one or two 
innovative companies that stimulate the growth of 
many others. Medtronic played this role in helping 
to create the Minneapolis medical-device cluster. 
Similarly, MCI and America Online have been hubs 
for growing new businesses in the telecommunications 
cluster in the Washington, DC, metropolitan area.

Sometimes a chance event creates some advantageous 
factor that, in turn, fosters cluster development although 
chance rarely provides the sole explanation for a 
cluster’s success in a location. The telemarketing cluster 
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in Omaha, Nebraska, for example, owes much to the 
decision by the United States Air Force to locate the 
Strategic Air Command (SAC) there. Charged with a 
key role in the country’s nuclear deterrence strategy, 
SAC was the site of the first installation of fiber-
optic telecommunications cables in the United States. 
The local Bell operating company (now US West) 
developed unusual capabilities through its dealings 
with such a demanding customer. The extraordinary 
telecommunications capability and infrastructure that 
consequently developed in Omaha, coupled with less 
unique attributes such as its central-time-zone location 
and easily understandable local accent, provided the 
underpinnings of the area’s telemarketing cluster.

Once a cluster begins to form, a self-reinforcing 
cycle promotes its growth, especially when local 
institutions are supportive and local competition 
is vigorous. As the cluster expands, so does its 
influence with government and with public and private 
institutions.

A growing cluster signals opportunity, and its 
success stories help attract the best talent. Entrepreneurs 
take notice, and individuals with ideas or relevant 
skills migrate in from other locations. Specialized 
suppliers emerge; information accumulates; local 
institutions develop specialized training, research, and 
infrastructure; and the cluster’s strength and visibility 
grow. Eventually, the cluster broadens to encompass 
related industries. Numerous case studies suggest that 
clusters require a decade or more to develop depth and 
real competitive advantage.

Cluster development is often particularly vibrant 
at the intersection of clusters, where insights, skills, 
and technologies from various fields merge, sparking 
innovation and new businesses. An example from 
Germany illustrates this point. The country has distinct 
clusters in both home appliances and household 
furniture, each based on different technologies and 
inputs. At the intersection of the two, though, is a 
cluster of built-in kitchens and appliances, an area in 
which Germany commands a higher share of world 
exports than in either appliances or furniture.

Clusters continually evolve as new companies and 
industries emerge or decline and as local institutions 
develop and change. They can maintain vibrancy as 
competitive locations for centuries; most successful 
clusters prosper for decades at least. However, they can 
and do lose their competitive edge due to both external 
and internal forces. Technological discontinuities 
are perhaps the most significant of the external 
threats because they can neutralize many advantages 
simultaneously. A cluster’s assets – market information, 

employees’ skills, scientific and technical expertise, 
and supplier bases – may all become irrelevant. New 
England’s loss of market share in golf equipment is a 
good example. The New England cluster was based on 
steel shafts, steel irons, and wooden-headed woods. 
When companies in California began making golf 
clubs with advanced materials, East Coast producers 
had difficulty competing. A number of them were 
acquired or went out of business.

A shift in buyers’ needs, creating a divergence 
between local needs and needs elsewhere, constitutes 
another external threat. US companies in a variety of 
clusters, for example, suffered when energy efficiency 
grew in importance in most parts of the world while the 
United States maintained low energy prices. Lacking 
both pressure to improve and insight into customer 
needs, US companies were slow to innovate, and they 
lost ground to European and Japanese competitors.

Clusters are at least as vulnerable to internal rigidities 
as they are to external threats. Overconsolidation, 
mutual understandings, cartels, and other restraints 
to competition undermine local rivalry. Regulatory 
inflexibility or the introduction of restrictive union 
rules slows productivity improvement. The quality of 
institutions such as schools and universities can stagnate.

Groupthink among cluster participants – Detroit’s 
attachment to gas-guzzling autos in the 1970s is one 
example – can be another powerful form of rigidity. 
If companies in a cluster are too inward looking, the 
whole cluster suffers from a collective inertia, making it 
harder for individual companies to embrace new ideas, 
much less perceive the need for radical innovation.

Such rigidities tend to arise when government 
suspends or intervenes in competition or when 
companies persist in old behaviors and relationships 
that no longer contribute to competitive advantage. 
Increases in the cost of doing business begin to outrun 
the ability to upgrade. Rigidities of this nature currently 
work against a variety of clusters in Switzerland and 
Germany.

As long as rivalry remains sufficiently vigorous, 
companies can partially compensate for some decline 
in the cluster’s competitiveness by outsourcing to 
distant suppliers or moving part or all of production 
elsewhere to offset local wages that rise ahead of 
productivity. German companies in the 1990s, for 
example, have been doing just that. Technology can be 
licensed or sourced from other locations, and product 
development can be moved. Over time, however, a 
location will decline if it fails to build capabilities in 
major new technologies or needed supporting firms 
and institutions.
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Implications for companies

In the new economics of competition, what matters 
most is not inputs and scale, but productivity – and 
that is true in all industries. The term high tech, 
normally used to refer to fields such as information 
technology and biotechnology, has distorted thinking 
about competition, creating the misconception that 
only a handful of businesses compete in sophisticated 
ways.

In fact, there is no such thing as a low-tech industry. 
There are only low-tech companies – that is, companies 
that fail to use world-class technology and practices to 
enhance productivity and innovation. A vibrant cluster 
can help any company in any industry compete in the 
most sophisticated ways, using the most advanced, 
relevant skills and technologies.

Thus executives must extend their thinking beyond 
what goes on inside their own organizations and within 
their own industries. Strategy must also address what 
goes on outside. Extensive vertical integration may 
once have been appropriate, but companies today must 
forge close linkages with buyers, suppliers, and other 
institutions.

Specifically, understanding clusters adds the 
following four issues to the strategic agenda.

1. Choosing locations. Globalization and the ease 
of transportation and communication have led many 
companies to move some or all of their operations to 
locations with low wages, taxes, and utility costs. What 
we know about clusters suggests, first, that some of 
those cost advantages may well turn out to be illusory. 
Locations with those advantages often lack efficient 
infrastructure, sophisticated suppliers, and other cluster 
benefits that can more than offset any savings from 
lower input costs. Savings in wages, utilities, and taxes 
may be highly visible and easy to measure up front, but 
productivity penalties remain hidden and unanticipated.

More important to ongoing competitiveness is 
the role of location in innovation. Yes, companies 
have to spread activities globally to source inputs 
and gain access to markets. Failure to do so will lead 
to a competitive disadvantage. And for stable, labor-
intensive activities such as assembly and software 
translation, low factor costs are often decisive in driving 
locational choices.

For a company’s “home base” for each product line, 
however, clusters are critical. Home base activities – 
strategy development, core product and process R&D, 
a critical mass of the most sophisticated production or 

service provision – create and renew the company’s 
product, processes, and services. Therefore locational 
decisions must be based on both total systems costs 
and innovation potential, not on input costs alone. 
Cluster thinking suggests that every product line needs 
a home base, and the most vibrant cluster will offer the 
best location. Within the United States, for example, 
Hewlett-Packard has chosen cluster locations for the 
home bases of its major product lines: California, 
where almost all of the world’s leading personal 
computer and workstation businesses are located, 
is home to personal computers and workstations; 
Massachuset ts ,  which has  an  ext raordinary 
concentration of world-renowned research hospitals 
and leading medical instrument companies, is home to 
medical instruments.

As global competition nullifies traditional 
comparative advantages and exposes companies to the 
best rivals from around the world, a growing number 
of multinationals are shifting their home bases to 
more vibrant clusters – often using acquisitions as a 
means of establishing themselves as insiders in a new 
location. Nestlé, for example, after acquiring Rowntree 
Mackintosh, relocated its confectionary business to 
York, England, where Rowntree was originally based, 
because a vibrant food cluster thrives there. England, 
with its sweet-toothed consumers, sophisticated 
retailers, advanced advertising agencies, and highly 
competitive media companies, constitutes a more 
dynamic environment for competing in mass-market 
candy than Switzerland did. Similarly, Nestlé has 
moved its headquarters for bottled water to France, the 
most competitive location in that industry. Northern 
Telecom has relocated its home base for central office 
switching from Canada to the United States – drawn by 
the vibrancy of the US telecommunications-equipment 
cluster.

Cluster thinking also suggests that it is better to 
move groups of linked activities to the same place than 
to spread them across numerous locations. Colocating 
R&D, component fabrication, assembly, marketing, 
customer support, and even related businesses can 
facilitate internal efficiencies in sourcing and in sharing 
technology and information. Grouping activities into 
campuses also allows companies to extend deeper 
roots into local clusters, improving their ability to 
capture potential benefits.

2. Engaging locally. The social glue that binds 
clusters together also facilitates access to important 
resources and information. Tapping into the 
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competitively valuable assets within a cluster requires 
personal relationships, face-to-face contact, a sense 
of common interest, and “insider” status. The mere 
colocation of companies, suppliers, and institutions 
creates the potential for economic value; it does not 
necessarily ensure its realization.

To maximize the benefits of cluster involvement, 
companies must participate actively and establish a 
significant local presence. They must have a substantial 
local investment even if the parent company is 
headquartered elsewhere. And they must foster ongoing 
relationships with government bodies and local 
institutions such as utilities, schools, and research groups.

Companies have much to gain by engaging beyond 
their narrow confines as single entities. Yet managers 
tend to be wary, at least initially. They fear that a 
growing cluster will attract competition, drive up 
costs, or cause them to lose valued employees to rivals 
or spin-offs. As their understanding of the cluster 
concept grows, however, managers realize that many 
participants in the cluster do not compete directly and 
that the offsetting benefits, such as a greater supply of 
better trained people, for example, can outweigh any 
increase in competition.

3. Upgrading the cluster. Because the health 
of the local business environment is important to the 
health of the company, upgrading the cluster should 
be part of management’s agenda. Companies upgrade 
their clusters in a variety of ways.

Consider Genzyme. Massachusetts is home to a 
vibrant biotechnology cluster, which draws on the 
region’s strong universities, medical centers, and 
venture capital firms. Once Genzyme reached the stage 
in its development when it needed a manufacturing 
facility, CEO Henri Termeer initially considered 
the pharmaceuticals cluster in the New Jersey and 
Philadelphia area because it had what Massachusetts 
lacked: established expertise in drug manufacturing. 
Upon further reflection, however, Termeer decided 
to influence the process of creating a manufacturing 
capability in Genzyme’s home base, reasoning that if 
his plans were successful, the company could become 
more competitive.

Thus Genzyme deliberately chose to work 
with contractors committed to the Boston area, 
bypassing the many specialized engineering firms 
located near Philadelphia. In addition, it undertook a 
number of initiatives, with the help of city and state 
government, to improve the labor force, such as 
offering scholarships and internships to local youth. 

More broadly, Genzyme has worked to build critical 
mass for its cluster. Termeer believes that Genzyme’s 
success is linked to the cluster’s – and that all members 
will benefit from a strong base of supporting functions 
and institutions.

4. Working collectively. The way clusters operate 
suggests a new agenda of collective action in the 
private sector. Investing in public goods is normally 
seen as a function of government, yet cluster thinking 
clearly demonstrates how companies benefit from local 
assets and institutions.

In the past, collective action in the private sector 
has focused on seeking government subsidies and 
special favors that often distort competition. But 
executives’ long-term interests would be better served 
by working to promote a higher plane of competition. 
They can begin by rethinking the role of trade 
associations, which often do little more than lobby 
government, compile some statistics, and host social 
functions. The associations are missing an important 
opportunity.

Trade associations can provide a forum for the 
exchange of ideas and a focal point for collective action 
in overcoming obstacles to productivity and growth. 
Associations can take the lead in such activities as 
establishing university-based testing facilities and 
training or research programs; collecting cluster-related 
information; offering forums on common managerial 
problems; investigating solutions to environmental 
issues; organizing trade fairs and delegations; and 
managing purchasing consortia.

For clusters consisting of many small and mid-
size companies – such as tourism, apparel, and 
agriculture  – the need is particularly great for 
collective bodies to assume scale-sensitive functions. 
In the Netherlands, for instance, grower cooperatives 
built the specialized auction and handling facilities 
that constitute one of the Dutch flower cluster’s 
greatest competitive advantages. The Dutch Flower 
Council and the Association of Dutch Flower Growers 
Research Groups, in which most growers participate, 
have taken on other functions as well, such as applied 
research and marketing.

Most existing trade associations are too narrow; 
they represent industries, not clusters. In addition, 
because their role is defined as lobbying the federal 
government, their scope is national rather than local. 
National associations, however, are rarely sufficient 
to address the local issues that are most important to 
cluster productivity.
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Zara: Fast fashion in the digital age
By Vanessa Burbano, Bennett Chiles and Dan J. Wang

I n 2017, Amazon, the global behemoth in online 
retailing, became the largest clothing retailer in 

the United States, with apparel sales of $28 billion.1 
One research analyst predicted that Amazon’s market 
share of the US apparel market would increase from 
less than 7% to more than 16% over the next five 
years.2 Amazon and other online apparel retailers 
were making strides internationally as well; an 
estimated 16% of global apparel and footwear market 
sales in 2017 occurred online.3

For Inditex, the international apparel and home 
goods retailer with €25.3 billion in 2017 sales and 
more than 2100 stores in 96 countries, the principal 
concern in recent years was determining how to adapt 
its business strategy to the digitization of retail. Over 
the past 20 years, Inditex had expanded its business 
from only 622 stores and €1.2 billion in sales (a 16% 
CAGR in sales), utilizing what analysts referred to as 
a “fast-fashion” retailing strategy. Inditex, operating 
primarily through its flagship brand, Zara, and other 
fast-fashion retailers, including H&M, had made 
significant inroads into the apparel retail industry.

However, these companies were now facing 
numerous challenges. In addition to the threat from 
online sales, they faced ongoing pressure from 
newer industry competitors, from traditional apparel 
retailers who were adapting their strategies to compete 
more effectively, and from companies exploiting 
new technologies to improve their business models. 
Apparel manufacturers such as Nike, which had 
traditionally offered their product through third-party 
distributors, were utilizing the online channel to sell 
direct to consumers. With technological advances in 
manufacturing, such as the increased mechanization 
of the manufacturing process, retailers were able to 
improve their efficiency. In 2016, Adidas opened its 

“speedfactory” in Ansbach, Germany, which used 
robots, 3-D printers, and computerized knitting in the 
apparel manufacture process.4

These trends had resulted in an increasingly 
competitive operating environment. In March 2018, 
Inditex had seen its share price fall following its 2017 
earnings report. While sales and net income had both 
increased, gross margins had declined to their lowest 
level in more than 10 years.5 And some analysts were 
expressing concern about the way Zara and other fast-
fashion retailers had responded to the online trend.6

Was Inditex well positioned to compete in the 
ever-evolving retail business? As the digitization of 
apparel retailing increased, would Zara’s competitive 
advantage in traditional retail extend to e-commerce?

The origins of Zara
Industria de Diseño Textil (Inditex) was founded in 1963 
in Spain. The company was founded by Amancio Ortega, 
who began by making and selling dresses and dressing 
gowns. In 1975, the first Zara store opened in A Coruña, 
in northwest Spain, a region known for its concentration 
of textile factories. More Zara locations were opened 
throughout Spain, and in 1988 Zara expanded 
internationally, opening a store in Porto, Portugal.

By 2018, Inditex had 2118 stores in 96 countries. 
Via its eight retail concepts, Zara, Pull&Bear, 
Massimo Dutti, Bershka, Stradivarius, Oysho, Zara 
Home, and Uterqüe, Inditex offered its customers 
“the latest fashion trends (clothing, footwear, 
accessories and household textile products) at 
attractive prices, in due time and with high quality and 
sustainability standards.”7 Inditex operated what its 
management described as a “fully integrated online 
and store business,”8 and each of its retail concepts 
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cAse 1 Zara: Fast Fashion in the digital age  657

was carried out through a store and online model. 
Zara, Inditex’s flagship retail concept, contributed 
66% of the company’s sales and 70% of Ebitda. 
(See Exhibit 1 for a company time line, Exhibit 2  

for Inditex’s historic sales growth, Exhibit 3  
for a financial summary for each retail concept and 
a breakdown of sales by country, and Exhibit 4 for a 
breakdown of Zara stores by country.)

eXHiBit 2 inditeX: sAles GrowtH

Source: Company financials.
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1963 Inditex is founded in La Coruña, northwest Spain.

1975 The first Zara store opens.

1983 Zara expands across Spain.

1984 Zara builds a state-of-the-art logistics center in Arteixo, Spain.

1988 Zara goes international, opening a store in Porto, Portugal.

1989 Zara goes transatlantic, opening its first US store on Lexington Avenue in NYC.

1991 Pull&Bear and Massimo Dutti join Inditex.

2001 Oysho is launched, and Inditex goes public.

2003 Zara Home is launched.

2004 Inditex reaches the 2000-store milestone.

2005 Pablo Isla becomes deputy chairman and CEO.

2007 Zarahome.com launches, becoming Inditex’s first online store.

2008 Inditex creates its eighth brand, Uterqüe.

2010 Zara begins to sell its products online in September, and by the end of 2010, the online platform 
is live in 16 European markets.

2013 Inditex opens new high-profile flagship stores: Zara on the Champs-Élysées in Paris, Oysho and 
Zara Home in Shanghai, etc.

2014 Inditex opens a new logistics center in Cabanillas, Spain.

2015 Inditex reaches the 7000-store milestone and starts a profit-sharing plan for employees.

2017 Zara.com is launched in India, Malaysia, Singapore, Thailand, and Vietnam.

eXHiBit 1 inditeX: time line

Source: Casewriter from company website, www.inditex.com/about-us/our-story.
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658  section V Cases

(euros in millions)
Segment Financials, 2017

ZARA Bershka Other Intersegment Total
Sales to third parties €16,721 €2228 €6491 €(104) €25,336
Segment EBIT 3027 354 948 214 4314

Amortization and depreciation 450 110 389 15 963
Segment total assets 15,420 993 3818 20231
ROCE 30% 57% 38% 33%
Number of stores 2251 1098 4126 7475

Sales by Region

2017 2016 2015 2014
Spain €4424 €4251 €3056 €2806
Rest of Europe 11,954 10,796 3458 3188
Americas 3877 3484 1421 1495
Asia and rest of world 5081 4779 884 958
Total 25,336 23,311 8820 8447

Note: Data is for the fiscal year ended January 31, 2018. Store count is average for the period.

Source: Inditex, “Group Consolidated Annual Accounts as at 31 January 2018,” www.inditex.com/documents/10279/563475 
/Annual+Accounts%2C+management+report+and+audit+report+of+Inditex+Group+2017/77a7def2-b502-ac22-003e-d1e 
7c900233c.

eXHiBit 3 inditeX: seGment FinAnciAl summAry  
And sAles By reGion

Zara’s business model
Product design

Commercial and design teams have a clear 
customer orientation. Inditex listens and 
transmits the demands of the clients both in 
stores and online to the teams…[who] use this 
information to react quickly, manufacturing the 
desired items in very short lead times, in order 
to make them available for sale as soon as 
possible.9

—Inditex 2017 Annual Report

Inditex employed more than 700 designers, based 
exclusively at its headquarters in Spain. These 
designers produced 65,000 new designs per year, 
utilizing technology, such as radio frequency 
identification (RFID) chips embedded in Inditex 
products, to understand consumer demand. This 
“hard data” on which styles, colors, etc. were 

selling was supplemented by the use of “soft 
data.” Soft data included feedback from frontline 
store personnel on what customers in the stores 
were saying. Inditex had worked hard to ensure 
that information flowed efficiently throughout 
the company.10 One article described that this was 
reinforced by:

…getting various business functions to sit 
together at the headquarters and also by 
encouraging a culture (through structures and 
processes) where people continuously talk 
to each other. The sales and marketing teams 
who receive trend feedback talk regularly with 
designers and merchandisers. It is important 
that there is constant two-way communication 
so that sales and marketing teams can talk 
about new lines to customers and designers/
merchandisers have a strong visibility of 
customers’ needs and preferences enacted at a 
store level.11

65856_case01_ptg01_655-677.indd   658 07/02/20   9:26 PM
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Spain 306 Croatia 10 Guatemala 3

China 183 Malaysia 10 Jordan 3

France 127 Chile 9 Luxembourg 3

Italy 104 Taiwan 9 Panama 3

Japan 98 Ireland 9 Puerto Rico* 3

Russia 98 Singapore 9 Dominican 
Republic

3

United States 87 South Africa 9 Tunisia 3

Mexico 83 Ukraine 9 Armenia 2

Germany 78 Philippines 8 Bahrain 2

Portugal 70 Hungary 8 Macau SAR 2

United 
Kingdom

65 Venezuela 8 Costa Rica 2

Brazil 56 Lebanon 7 Ecuador 2

Poland 46 Bulgaria 6 El Salvador 2

South Korea 42 Cyprus 6 Honduras 2

Turkey 42 Egypt 6 Uruguay 2

Greece 40 Czech Republic 6 Vietnam 2

Saudi Arabia 39 Slovenia 5 Albania 1

Canada 32 Finland 5 Andorra 1

Belgium 31 Kazakhstan 5 Algeria 1

Netherlands 29 Kuwait 5 Aruba 1

Israel 24 Lithuania 5 Belarus 1

Romania 24 Morocco 5 Iceland 1

India 20 Norway 5 Macedonia 1

Switzerland 20 Qatar 5 Malta 1

Australia 19 Serbia 5 Monaco 1

Indonesia 17 Denmark 4 Montenegro 1

Hong Kong 14 Latvia 4 Nicaragua 1

Colombia 14 Peru 4 New Zealand 1

Austria 13 Azerbaijan 3 Oman 1

UAE 11 Bosnia 3 Paraguay 1

Sweden 11 Slovakia 3 Total 2118

Thailand 11 Estonia 3

Argentina 10 Georgia 3

* Puerto Rico is an unincorporated territory of the United States of America.

Note: Store count is as of January 31, 2018.

Source: Inditex, “Group Consolidated Annual Accounts as at 31 January 2018,” www.inditex.com/documents/10279 
/563475/Annual+Accounts%2C+management+report+and+ audit+report+of+Inditex+Group+2017/77a7def2-b502-ac22 
-003e-d1e7c900233c.

eXHiBit 4 ZArA locAtions By country
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660  section V Cases

Manufacturing and distribution
It took 15 business days on average for Inditex’s 
designs to move “from drawing board to store.”12, 13 
This compared with industry norms of a six- to nine-
month product cycle for “basic items” and 16 weeks 
for seasonal items.14 One analyst explained that the 
quick product cycle enabled Inditex to “exist on the 
curve, evaluating trends first, then following.”15

Inditex would generally cut fabric in its company-
owned factories and then ship the fabric pieces out to 
small studios to be sewed. The completed garment 
would then be returned to the factory, where it was 
ironed, wrapped in plastic, and shipped.16 Fifty-nine 
percent of Inditex’s products were manufactured 
in factories and studios in Spain, Portugal, North 
Africa, and Turkey, many of which Inditex owned.17  
By contrast, competitors like Gap sourced almost 

exclusively from countries in Asia and Latin 
America through partnerships.18 (See Exhibit 5 for 
labor costs in the textiles industry globally.) Overall, 
Inditex worked with 824 suppliers in 7210 factories 
in 47 countries. Factories farther from Inditex’s 
Spanish headquarters produced items considered 
to be less trendy—and, as such, time to market 
was less of a concern. They also produced large 
quantities of unfinished “greige goods,” raw fabric 
that had not yet been dyed or printed, which sat 
ready so that finishers could quickly transform it into 
products for sale based on demand. This kept waste 
to a minimum, lowering material costs. Inditex’s 
factories generally operated very leanly on a 4½-day 
workweek, allowing for excess capacity to respond 
to increased demand as needed.19 (See Exhibit 6 for 
a list of countries in which Inditex factories were 
located.)

USD / 
Hour

Indexed to 
US 5 100

USD / 
Hour

Indexed to  
US 5 100

Switzerland $51.36 290 Estonia $8.09 46

Australia $38.67 218 Czech Republic $7.89 45

Austria $35.42 200 Latvia $7.25 41

Belgium $34.77 196 Poland $5.70 32

France $31.61 179 Turkey $5.48 31

Germany $30.03 170 Argentina $3.82 22

Ireland $25.33 143 Colombia $3.27 18

Japan $25.10 142 Brazil $3.22 18

UK $24.01 136 Tunisia $3.18 18

Italy $22.67 128 Morocco $3.12 18

Spain $19.37 109 Mexico $3.06 17

US $17.71 100 South Africa $2.94 17

Israel $12.86 73 Peru $2.78 16

Taiwan $10.61 60 China $2.65 15

South Korea $10.22 58 Bulgaria $2.33 13

Portugal $9.64 54 Thailand $2.26 13

Slovenia $9.39 53 Malaysia $2.12 12

Source: Werner International, www.werner-newtwist.com/en/newsl-vol-011/index.htm.

eXHiBit 5 Hourly lABor cost teXtile industry, 2014
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cAse 1 Zara: Fast Fashion in the digital age  661

New merchandise was delivered to each Inditex 
store at least two times per week.20 From its 10 
company-owned logistics centers in Spain,21 
Inditex was able to get products to every company 
store in less than 48 hours via the selected use 
of air shipping.22 That way, if a particular color 
was selling out or a style was selling slowly, the 
company could adjust its orders accordingly. 
Airfreight was also used selectively to transport 
goods from factories in Asia to distribution centers 
in Europe. One analyst estimated that 36% of 
Inditex’s inbound shipments to the Americas, 
Asia, and Africa traveled via air, and 15% of 
goods traveling inbound to Europe were shipped 
via airfreight.23 By contrast, traditional fashion 
retailers relied almost entirely on sea-based 
shipping. A study by the World Bank concluded 
that airfreight was “typically priced 4–5 times 
that of road transport and 12–16 times that of sea 
transport.”24

Inditex produced most items in small batches. 
Because of this, one industry observer commented, 
“With Zara, you know that if you don’t buy it, right 
then and there, within 11 days the entire stock will 
change. You buy it now or never.”25 Inditex embedded 

RFID chips in the plastic security tags attached to each 
garment (allowing the chips to be reused, because 
the security tags were detached at the point of sale). 
RFID was piloted by Inditex in 2007, and the company 
eventually purchased 500 million RFID chips in order 
to roll out the technology to all its stores.26 The chips 
emitted radio signals to scanners transmitting detailed 
product information. This allowed inventory to be 
tracked real-time and allowed for automated inventory 
reordering. A periodic stock take could be completed 
in half the time—with store personnel simply waving 
a scanner as they walked across the floor to pick up 
the RFID chip data. (Previously, each item’s tag would 
have been individually scanned.) Sales associates also 
used the RFID chip data to help customers find items 
not available at a particular store. While many other 
retailers were experimenting with RFID technology, 
Inditex was the first to implement it on a wide-scale 
basis.27

In 2015, Stanford professor Dr. Warren H. 
Hausman analyzed data from 53 businesses in an 
effort to understand the impact that promotional and 
markdown strategies had on prices. He determined 
that discounted items at US apparel retailers and 
department stores generally constituted 50% to 70% 

Spain Portugal Morocco Turkey India Bangladesh

Suppliers with purchase 
during the year

208 170 121 175 136 94

Active factories in the 
year

466 1357 283 1427 394 262

Workers in active 
factories

10,298 49,714 73,772 192,173 200,139 479,859

Vietnam Cambodia China Brazil Argentina Pakistan

Suppliers with purchase 
during the year

4 1 393 15 45 42

Active factories in the 
year

134 125 1654 65 83 107

Workers in active 
factories

152,101 126,843 368,428 10,712 5099 125,316

Source: Company website, http://static.inditex.com/annual_report_2016/en/our-priorities/sustainable-management-of-the 
-supply-chain/strategic-plan-2014-2018-2016-review.php.

eXHiBit 6 suppliers And FActories By country
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662  section V Cases

Managed Franchised Total

Zara 1873 245 2118

Zara Kids 133 0 133

Pull&Bear 824 155 979

Massimo Dutti 666 114 780

Bershka 926 172 1098

Stradivarius 820 197 1017

Oysho 588 82 670

Zara Home 516 74 590

Uterqüe 74 16 90

Total 6420 1055 7475

Note: Store count is as of January 31, 2018.

Source: Inditex, “Group Consolidated Annual Accounts as at 31 January 2018,” www.inditex.com/documents/ 
10279/563475/Annual+Accounts%2C+management+report+and+audit+report+of+Inditex+Group+2017/77a7
def2-b502-ac22-003e-d1e7c900233c.

eXHiBit 8 inditeX: compAny mAnAGed And  
FrAncHised stores

Zara Typical European  Specialty 
Apparel Retailer

Typical US Specialty 
Apparel Retailer

Typical US  Department 
Store

15% of items 30%–40% of items 50%–60% of items 60%–70% of items

15% markdown 30% markdown 40% markdown 40% markdown

Source: Bain & Co., from “The Zara Gap: Retail’s Big Arbitrage,” October 28, 2014, https://sourcingjournal.com/topics/retail/zara 
-gap-retails-big-arbitrage-18976/.

eXHiBit 7 tHe “ZArA GAp”

of total items. However, Zara typically discounted 
only 15% of total items. The percentage discount 
that Zara employed on marked-down items also 
tended to be lower than that of its competitors. 
Hausman dubbed this differential the “Zara Gap.”28 
(See Exhibit 7 for more details on this gap.)

Store network
Inditex’s stores were largely company owned. (See 
Exhibit 8 for a breakdown of company-owned and 
franchised stores.) The company utilized an “oil 

stain” pattern when launching in a new market; it 
would open a large flagship store and follow up with 
smaller stores in the same market, allowing for greater 
economies of scale.29 Inditex’s communications 
director, Jesus Echevarría, elaborated, “When we 
open a market, everyone asks, ‘How many stores will 
you open?’…Honestly, I didn’t know. It depends on 
the customer and how big the demand is. We must 
have the dialogue with the customers and learn from 
them. It’s not us saying you must have this. It’s you 
saying it.”30
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Stores were in high-profile shopping areas, often 
next to high-end designers like Gucci and Prada. The 
company made its stores look like designer boutiques; 
with the appearance and positioning of these stores 
effectively acting as brand advertising,31 and each 
of Inditex brand’s stores had a “distinctive store 
aesthetic.”32 As the company website stated, “Our 
stores are where our relationship with customers is 
forged… Everyday face-to-face interaction between our 
customers and store staff is all-important for our fashion 
decisions, helping us understand customer needs.”33 
This focus on the customer experience was important to 
Zara’s strategy. As one industry analyst noted, shoppers 
visited Zara stores two to three times more frequently 
than a typical women’s apparel retailer.34

In 2011, Inditex paid $324 million for retail space 
in 666 Fifth Avenue, one of New York’s most high-
profile commercial addresses.35 The company had 

invested in other highly visible and costly metropolitan 
locations globally. Between 2014 and 2017, Inditex’s 
leasing costs averaged 10% of revenues. And capital 
expenditure, which was largely driven by the opening 
of new physical space, averaged 7.5% of revenues.36

Marketing
Inditex did very little marketing. However, the 
firm had worked to develop a strong brand—Zara 
ranked number 24 on Interbrand’s Best Global 
Brands of 2017.37 One analyst described the 
company’s approach to marketing: “Our billboards 
are our store windows.”38 Whereas most fashion 
retailers spent 3% to 4% of sales on advertising, 
Inditex’s advertising expense was just one-tenth of 
this industry average.39 (See Exhibit 9 for selected 
financial data for Inditex.)

Fiscal year ended January 31
2018 2017 2016 2015 2014

Income Statement  
Key Items

Revenues 25,336 23,311 20,900 18,117 16,724
COGS* 13,878 12,671 10,899 9397 8458
Gross Profit 11,458 10,640 10,002 8719 8267
Gross Margin 45.2% 45.6% 47.9% 48.1% 49.4%
SG&A 6142 5537 5304 4608 4342
EBITDA 5511 5001 4663 4047 3873
EBITDA Margin 21.8% 21.5% 22.3% 22.3% 23.2%
Operating Income 4429 4056 3705 3199 3078
Net Income 3368 3157 2875 2501 2377
Balance Sheet Key Items
Total Assets 20,231 19,621 17,357 15,377 13,756
Total Cash and ST Investments 6403 6153 5311 4020 4060
Total Receivables 888 968 758 930 911
Inventories 2685 2549 2195 1860 1677
Total Current Assets 10,147 9898 8449 7106 6765
Net Property Plant & 
Equipment

7644 7283 6597 6041 5138

Accounts Payable 3577 3471 2995 2483 2371
Total Current Liabilities 5173 5451 4670 3749 3462
LT Debt & Capital Leases 4 0 1 2 2
Total Liabilities 6709 6870 5906 4908 4478
Total Equity 13,522 12,751 11,451 10,469 9278
Common Shares Outstanding 3114 3113 3113 3113 3114

*COGS include occupancy expenses.

Source: Capital IQ, August 2018.

eXHiBit 9 inditeX: selected FinAnciAl dAtA (€ in millions)
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Apparel industry
The global apparel and footwear market generated 
$1.7 trillion in sales in 2016 and 2017. Industry sales 
grew at only a 1% CAGR over the 2012–2017 time 
frame. Industry volumes grew at a 3% CAGR over 
the same period, reflecting ongoing price declines.40 

Sportswear had been a key area of strength for the 
industry, increasing from 12% of sales in 2015 to 
18% in 2017.41 Geographically, the biggest growth 
markets over the next few years were expected to be 
India and China.42 (See Exhibit 10 for a breakdown 
of industry sales by category and region.)

eXHiBit 10 GloBAl AppArel And FootweAr 
sAles: By cAteGory And reGion

Apparel Accessories Footwear

Children’s Wear

Hosiery

Mens wear Womens Wear

21.0%
38.0%

9.0%

25.0%

3.0% 4.0%

Asia Pacific Latin America

North America

Australasia

Middle East and Africa

Eastern Europe Western Europe

7.0%

5.0%

22.0%

22.0%
7.0%

1.0%

36.0%

Source: “World Market for Apparel and Footwear,” Euromonitor International, April 2018.

Source: “World Market for Apparel and Footwear,” Euromonitor International, April 2018.
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The retail fashion landscape included a range of 
players: department stores (e.g., Macy’s, Nordstrom), 
discount stores (e.g., Target), online-only retailers 
(e.g., Amazon, ASOS), and specialty retailers (e.g., 
Zara, Gap, Abercrombie & Fitch). Globally, specialty 
retailers accounted for 58% of apparel and footwear 
sales, representing the largest retail channel. 
Department stores accounted for 15% of sales.43

Selected competitors
Gap
The first Gap store was opened in 1969 in San 
Francisco. The company went public in 1976. In 
1993, it acquired Banana Republic (an apparel chain 
with a more upscale focus), and in 1994 Gap launched 
Old Navy (an apparel chain with a discount focus). 
Gap also owned Athleta, an athletic apparel retailer, 
and Intermix, a retail concept focused on younger 
customers and up-and-coming third-party designers.

It achieved high growth and profitability through 
the 1980s and much of the 1990s, with its extensive 
collections of T-shirts, jeans, and “smart casual” 
work clothes. More than 90% of Gap’s production 
was outsourced from outside the United States and 
shipped to its stores, most of which were based 
in the United States. Like many typical industry 
competitors, it had long lead times between design, 
manufacturing, and in-store arrival.

Gap had experienced challenging results in 
recent years. Supply chains had become too long, 
the market was saturated, and the company lacked 
a clear positioning. A failed attempt to reposition 
to more fashion-forward clothing in 2001 led to the 
departure of its CEO. In June 2015, Gap announced 
it would close 25% of its North American stores over 
the next few years.44 One analyst complained that the 
company’s response to weak sales growth had been 
to take the “easy” way out of this problem by pushing 
lower-priced products in order to generate sales 
rather than focusing on its higher-end brand, Banana 
Republic.45 Moreover, while Gap’s sticker prices 
tended to be, on average, similar to those at Zara, 
Gap relied heavily on promotional pricing, including 
“Gap Cash,” where customers who purchased goods 
could credit a percentage of that purchase price when 
buying items at a later date. Art Peck, who was named 
CEO of Gap in 2015, had described attempts to wean 
customers off the constant promotional pricing cycle 
as a “game of chicken”—with decreased promotional 
activity leading to weak sales.46

As of 2017, Gap had 3165 company-owned and 
429 franchised locations in North America, Europe, 
and Asia. Gap’s products were manufactured by 
third party factories, none of which. Gap owned. 
The company utilized 800 vendors in 50 countries. 
Substantially all of these factories were outside the 
United States, with 25% of 2017 inventory purchases 
from factories in Vietnam, and 22% from China.

Peck favored a decentralized approach to product 
design. Following the 2015 departure of Gap’s creative 
director, Rebekka Bay, who had joined the company in 
2012 from H&M, Peck opted not to replace her and to 
let go of the creative directors for the company’s other 
brands, calling them “false messiahs.” In their place, 
Peck installed operational executives at the head of each 
of the company’s brands and pushed product teams to 
focus on increasingly available data on customer tastes. 
“There is now science and art, and they can come 
together,” Peck stated.47 Peck also focused on reducing 
product lead times. In 2017, he announced that the time 
frame from design board to store on some products had 
fallen from 10 months to 10 weeks.48

Gap began selling clothes online in the United 
States in 1997 and started online sales outside the 
United States in August 2010. To support its online 
operations, Gap had invested in local distribution 
centers in the UK, from which it serviced online 
operations in Europe, Canada, China, and the 
United States. Additionally, in countries where 
some Gap brands did not have a physical presence, 
Gap partnered with online vendors.49 Approximately 
16% of Gap’s total sales were online.50 In the United 
States, Gap charged $7 for standard shipping on 
orders below $50; shipping was free on orders of $50 
or more. Items purchased online could be returned 
or exchanged online or in store for no charge. (See 
Exhibit 11 for selected financial data.)

Hennes & Mauritz
Hennes & Mauritz (H&M) was founded in Västerås, 
Sweden, in 1947. By 2018, H&M had more 
than 4700 stores in 69 markets. Only 219 of the 
company’s stores were franchised. Franchised stores 
were primarily in the Middle East. The company 
also offered online sales in 44 markets. H&M had 
a number of retail concepts, including H&M; COS; 
Weekday; Cheap Monday; Monki; H&M Home; 
& Other Stories; and Arket. H&M put out a spring 
and a fall collection, in line with traditional apparel 
industry practices, but also offered a number of sub-
collections to keep merchandise fresh.
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In 2008, H&M expanded into home furnishings. 
Over the years, H&M had launched a number of high-
profile collaborations with well-known designers, 
including Karl Lagerfeld, Stella McCartney, Viktor 
& Rolf, Roberto Cavalli, Marimekko, Matthew 
Williamson, and Jimmy Choo. The company had 
also released clothing collections designed with pop 
stars, including Madonna and Kylie Minogue.

Like Zara, H&M was considered a “fast-fashion” 
retailer. It aimed to “offer fashion and quality 
at the best price in a sustainable way.”51 H&M’s 

sticker prices were slightly below Zara’s, and its 
stores tended to offer a larger product assortment, 
i.e., more stock keeping units (SKUs). At H&M, 
however, stock was replenished less frequently. And 
its customer base was younger than the typical Zara 
customer—15 to 25 years old, versus 18 to 35 for 
Zara.52

H&M had a team of approximately 150 designers 
and 100 buyers based in Sweden who created its 
clothing collections. Production was outsourced to 
a network of 800 suppliers; 40% of production was 

Fiscal year ended:

2/3/2018 1/28/2017 1/30/2016 1/31/2015 2/1/2014

Income Statement Key 
Items

Revenues 15,855 15,516 15,797 16,435 16,148

COGS* 9789 9876 10,043 10,146 9855

Gross Profit 6066 5640 5754 6289 6293

Gross Margin 38.3% 36.3% 36.4% 38.3% 39.0%

SG&A 4624 4193 4101 4229 4171

EBITDA 2001 2040 2245 2624 2658

EBITDA Margin 12.6% 13.1% 14.2% 16.0% 16.5%

Operating Income 1442 1447 1653 2060 2122

Net Income 848 676 920 1262 1280

Balance Sheet Key Items

Total Assets 7989 7610 7473 7690 7849

Total Cash and ST Investments 1783 1783 1370 1515 1510

Total Receivables 282 335 282 275 462

Inventories 1997 1830 1873 1889 1928

Total Current Assets 4568 4315 3985 4317 4430

Net Property Plant & 
Equipment

2805 2616 2850 2773 2758

Accounts Payable 1181 1243 1112 1173 1242

Total Current Liabilities 2461 2453 2535 2234 2445

LT Debt & Capital Leases 1249 1248 1310 1332 1369

Total Liabilities 4845 4706 4928 4707 4787

Total Equity 3144 2904 2545 2983 3062

Common Shares Outstanding 389 399 397 419 447

*COGS include occupancy expenses.

Source: Capital IQ, August 2018.

eXHiBit 11 GAp: selected FinAnciAl dAtA ($ in millions)
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done in Europe, and 60% in Asia. (At Inditex, on the 
other hand, 59% of items were produced at factories 
in Spain and neighboring countries.)53 Product 
logistics were managed by a network of nearly 30 
production offices, close to the company’s suppliers. 
These offices selected suppliers, reviewed samples, 
and checked quality. Similar to the method employed 
by Inditex, trendier products with shorter lead times 
were produced in Europe.54

H&M’s online business accounted for 13% of 
the company’s total 2017 sales, and 22% of H&M 
profits.55 Analysts criticized the lack of integration 
between H&M’s online and physical shopping 
channels—in-store pickups were available only in 
the UK, and in-store returns were available in only 
one-third of markets where H&M had an online 
presence.56 In the United States, H&M offered free 
shipping on orders over $40. Below that amount, 
standard shipping was $3.99 per order. Items could 
be returned in store (no charge) or via mail (at a cost 
of $5.99).57 In the United Kingdom, H&M launched 
H&M Club in 2017. Shoppers who signed up for 
this free loyalty program earned points with every 
purchase and received other perks, such as free 
online shipping and birthday discounts.58

In recent years, H&M had struggled. Sales grew 
only 4% in 2017, and profits declined. Analyst 
Michael Dart commented,

Consumers have felt that H&M has been 
somewhat drab and not on trend as much as 
competitors…With a slower supply chain 
(unlike super-fast Zara), they have not 
responded as quickly to rapid shifts in taste 
and increasing fragmentation in the consumer 
market with many more small segments. As 
a result, they have had more markdowns, 
promotions and less inspiration for the 
consumer. It’s a formula for sagging results.59

In response to its recent challenges, H&M had 
launched a turnaround plan that included improved 
online offering and improved stock management 
using RFID technology.60 Looking forward, company 
targets included 10% to 15% sales growth in local 
currencies, diversification of categories to reduce 
dependence on apparel, expansion of its brand port-
folio, and online growth.61

H&M planned to open 220 new stores (net of 
store closings) in 2018. Most of the openings were 
to be H&M stores, and 45 would have H&M Home 
shop-in-shops. (See Exhibit 12 for selected financial 
data.)

Fast Retailing Co.
Fast Retailing was established in Japan in 1963. It 
opened its first Uniqlo store in Hiroshima in 1984. In 
2001, the first international Uniqlo store was opened 
in London. By 2017, Uniqlo’s international business 
contributed 47% of total Uniqlo sales, with 1089 
stores. Uniqlo Japan comprised 831 stores, including 
41 franchised stores. Uniqlo was the largest apparel 
retailer in Asia.62 Fast Retailing also operated GU, a 
lower-price retail concept targeted at women in their 
teens to early 30s. GU operated only in Japan, with 
372 stores and sales of over ¥100 billion.

Uniqlo had a production staff of 450 people in 
Shanghai, Ho Chi Minh City, and Dhaka. It also 
had partnerships with factories in China, Vietnam, 
Bangladesh, and Indonesia. However, the company 
stated that it was “developing relationships with 
factories closer to UNIQLO stores in Europe, 
the United States and elsewhere.”63 The company 
attributed its success to an integrated business model, 
which it continually refined to keep costs low.

Rather than offering trendy items, Uniqlo focused 
on quality basics at an inexpensive price point.64 Uniqlo 
had a group of core apparel product lines, including 
fleece, Ultra Light Down jackets, AIRism and 
Heattech. The company’s slogan was “Made for All.”

Uniqlo’s online sales varied dramatically by 
region—they accounted for more than 10% of total 
sales to China and more than 20% of total sales to 
the United States. In Japan, online sales represented 
only 6% of total sales. The company was focused 
on increasing its online business. Fast Retailing 
president Tadashi Yanai commented, “We want to 
raise the results on the Internet…The online channel 
represents between 5 and 6 percent of sales, but we 
want to grow to 30 percent as soon as possible. I think 
to buy the clothes we have to touch it and check the 
quality, but we need both channels, the online and the 
physical store.”65 In the United States, Uniqlo offered 
$5 standard shipping or free standard shipping on 
orders over $75. Full refunds were offered on returns 
made within 60 days; online purchases were required 
to be returned by mail. Uniqlo did not accept online 
returns in stores.66 (See Exhibit 13 for selected 
financial data.)

The digitization of retail
Across all shopping categories, online sales 
constituted 7.4% of total global sales in 2015 and 
10.2% of global sales in 2017. That percentage was 
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projected to continue increasing, reaching 17.5% 
by 2021.67 14% of global apparel and footwear 
sales were online in 2016,68 and 16% were online in 
2017.69 Online sales of apparel and footwear grew 
at a 19% CAGR over 2012–2017,70 and the research 
firm Technavio projected that global online apparel 
sales would grow by nearly 14% per annum over the 
2017–2021 time frame.71 The penetration of online 
sales varied widely by industry and by country. Spain 
and Portugal, where Zara had a high percentage of 
its sales, had relatively low penetration of online 
sales to date.72 Within the online space in apparel, 

online-only retailers saw faster growth than online 
sales overall in 2016.73

Among traditional apparel retailers, those who 
had increased their online channels to more than 
25% of total sales included J.Crew (38%), Urban 
Outfitters (35%), Neiman Marcus (30.1%), and 
Abercrombie & Fitch (25%).74 However, for many 
other retailers, online sales remained a relatively 
small percentage of their overall business. (See 
Exhibit 14 for a list of top US retailers ranked by 
online sales and Exhibit 15 for a list of the top 
fashion e-commerce websites.)

Fiscal year ended November 30

2017 2016 2015 2014 2013

Income Statement Key 
Items

Revenues 200,004 192,267 180,861 151,419 128,562

COGS 91,914 86,090 77,694 62,367 52,537

Gross Profit 108,090 106,177 103,167 89.052 76,025

Gross Margin 54.0% 55.2% 57.0% 58.8% 59.1%

SG&A 87,521 82,354 76,225 63,469 53,935

EBITDA 29,793 31,274 33,264 30,588 26,267

EBITDA Margin 14.4% 16.3% 18.4% 20.2% 20.4%

Operating Income 20,569 23,823 26,942 25,583 22,090

Net Income 16,184 18,636 20,898 19,976 17,093

Balance Sheet Key Items

Total Assets 106,562 98,579 85,813 75,597 65,676

Total Cash and ST Investments 9718 9446 12,950 16,693 17,224

Total Receivables 9049 6566 5162 4686 3828

Inventories 33,712 31,732 24,833 19,403 16,695

Total Current Assets 55,746 50,663 45,536 42,741 39,188

Net Property Plant & 
Equipment

39,818 38,693 32,962 26,948 22,186

Accounts Payable 7215 7262 6000 5520 4870

Total Current Liabilities 40,723 31,705 22,937 20,303 17,397

LT Debt & Capital Leases 350 213 – – –

Total Liabilities 46,849 37,343 27,764 24,041 20,428

Total Equity 59,713 61,236 58,049 51,556 45,248

Common Shares Outstanding 1655 1655 1655 1655 1655

Source: Capital IQ, August 2018.

eXHiBit 12 H&m: selected FinAnciAl dAtA (seK in millions)
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For traditional brick-and-mortar retailers, the 
growth in online sales presented a number of 
challenges. Stores, which had high fixed costs, 
were seeing traffic decline due to cannibalization 
from online sales. These retailers were required to 
compete with online-only players and with online 
retailers that offered specialized services (like Stitch 
Fix’s personal box service). Online customers had 
high expectations with respect to online shopping 
platforms. They looked for wide selections, attractive 
and easy to navigate websites and apps, rapid and 
affordable shipping, and easy returns. Building 

and maintaining a system that met these demands 
required a significant capital investment on the part 
of retailers.75 Distribution models had to allow for 
timely delivery of products to customers’ homes. 
Product return rates tended to be higher for online 
sales, and the return process was often costly—30% 
of all products ordered online were returned, 
compared with a 9% return rate for brick-and-mortar 
stores.76 The costs and logistics associated with 
returns were challenging to manage. In a survey 
of customers returning online apparel purchases, 
72% identified a “no questions asked” policy as the 

Fiscal year ended August 31

2017 2016 2015 2014 2013

Income Statement Key 
Items

Revenues 1,861,917 1,786,473 1,681,781 1,382,935 1,142,971

COGS 952,667 921,475 833,243 683,161 577,826

Gross Profit 909,250 864,998 848,538 699,774 565,145

Gross Margin 48.8% 48.4% 50.5% 50.6% 49.4%

SG&A 725,215 702,956 671,863 549,195 426,177

EBITDA 217,360 193,621 208,821 176,148 157,998

EBITDA Margin 11.7% 10.8% 12.4% 12.7% 13.8%

Operating Income 183,571 161,559 177,209 149,838 137,977

Net Income 119,280 48,052 110,027 74,546 104,595

Balance Sheet Key Items

Total Assets 1,388,486 1,238,119 1,163,706 992,307 901,208

Total Cash & ST Investments 714,228 569,670 377,805 323,168 299,169

Total Receivables 50,116 66,804 63,341 59,379 46,913

Inventories 289,675 270,004 260,006 223,223 167,521

Total Current Assets 1,077,598 924,583 874,394 717,037 637,537

Net Property Plant & 
Equipment

136,979 121,853 129,340 114,398 91,385

Accounts Payable 137,325 130,745 122,620 137,069 121,960

Total Current Liabilities 311,421 338,046 292,242 273,196 217,578

LT Debt & Capital Leases 271,843 272,688 23,957 26,000 28,346

Total Liabilities 626,443 640,458 388,902 356,266 311,482

Total Equity 762,043 597,661 774,804 636,041 589,726

Common Shares Outstanding 102 102 102 102 102

Source: Capital IQ, August 2018.

eXHiBit 13 FAst retAilinG: selected FinAnciAl  
dAtA (Jyy in millions)
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Company E-commerce Sales E-commerce Sales 
Growth

E-commerce % of 
Revenue

1. Amazon Inc. $94,665 19% 70%

2. Apple $16,800 40% 8%

3. Wal-Mart Stores Inc. $14,430 9% 3%

4. Macy’s Inc. $4622 13% 18%

5. Costco Wholesale $4227 11% 4%

6. QVC $4047 5% 47%

7. Nordstrom $3219 14% 22%

8. Target Corp. $3082 23% 4%

9. Kohl’s Corp. $2870 14% 15%

10. Gap Inc. $2531 0% 16%

11. Nike $2168 54% 7%

12. Sears Holdings $2061 22% 9%

13. L Brands $2034 6% 16%

14. Walgreens Boots Alliance $1952 8% 2%

15. HSN $1894 3% 53%

16. Hudson’s Bay Co. $1555 76% 14%

17. J.C. Penney & Co. $1550 12% 12%

18. Neiman Marcus $1434 1% 30%

19. Ascena Retail Group $1295 50% 19%

20. Zulily $1281 35% 100%

21. Urban Outfitters Inc. $1239 11% 35%

22. Lands’ End $1160 26% 86%

23. Foot Locker $1022 8% 13%

24. Dick’s Sporting Goods $943 26% 12%

25. J.Crew $915 6% 38%

Source: Arthur Zaczkiewicz, “Amazon, Wal-Mart and Apple Top List of Biggest E-commerce Retailers,” WWD (April 7, 2017), 
http://wwd.com/business-news/business-features/amazon-wal-mart-apple-biggest-e-commerce-retailers-10862796/.

eXHiBit 14 top 25 us retAilers (rAnKed 
By online sAles, $ in millions)

most important piece of a retailer’s return policy. 
The second most important thing was free return 
shipping.77 (However, retailers with large physical-
store networks were able to lower the costs of returns 
with an “omni-channel” approach to sales. Online 
purchases that were returned in-store involved 
lower costs, and the increased in-store traffic drove 
incremental sales.)78

Online retail ing also made pricing more 
challenging. “People can compare prices in an instant 

[online] and are more price sensitive, potentially 
putting downward pressure on margins as a whole,” 
says Richard Chamberlain, an analyst at RBC Capital 
Markets.79

However, the growth in the online sales channel 
was just part of the retail industry digitization 
story. As one industry analyst opined, “Retailers 
are realizing that the biggest impact that digital 
can have on their business is in-store. Some of the 
most innovative and compelling stores make digital 
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a core part of the store experience.”80 According to 
a survey conducted by Deloitte Consulting, digital 
technologies “influenced” 49% of in-store sales 
in 2014. This was up from 14% in 2012.81 Mobile 
technologies influenced 28% of in-store sales in 
2016, up from 5% in 2012.82 This “influence” came 
in a wide range of forms, with consumers using 
digital and mobile technologies to find inspiration, 
to research options, validate their choices via 
online reviews, purchase and pay (utilizing in-store 
pickup), and return purchases. Twenty-nine percent 
of consumers indicated that they used social media at 
some point during their shopping experience.83

1. hm.com

2. asos.com

3. zara.com

4. wildberries.ru

5. macys.com

6. myntra.com

7. nordstrom.com

8. jabong.com

9. adidas.com

10. urbanoutfitters.com

11. uniqlo.com

12. farfetch.com

13. gap.com

14. forever21.com

15. trendyol.com

16. rosegal.com

17. gamiss.com

18. lamoda.ru

19. zappos.com

20. victoriassecret.com

21. jcpenney.com

22. mango.com

23. teespring.com

24. gucci.com

25. ae.com

Source: SEMrush, http://wwd.com/business-news/ 
b u s i n e s s - f e a t u r e s / s e m r u s h - e c o m m e r c e - l i s t - 
1202566734/.

eXHiBit 15 top 25 FAsHion 
e-commerce weBsites 

(rAnKed By weBsite trAFFic)

Zara.com
Internet and the world of social networking 
are indispensable tools and extraordinary 
channels for communication, and fit perfectly 
with our Group’s philosophy.

—Pablo Isla, Inditex deputy chairman and CEO84

In their early days, the Inditex brand websites 
represented “another window display of Inditex 
chains.”85 That is, they offered a platform for customers 
to view company products, but they were not enabled 
for online sales. In 2007, its first year online, piloting 
sales via its Zara Home website in selected countries, 
the company recorded 20.3 million visits to the Zara 
website (representing 50% of total website visits 
across all Inditex brands). By August 2010, Zara 
had more than 4.3 million fans on Facebook, H&M 
had 3.2 million, and Gap had 600,000.86 Zara was 
described as “an online phenomenon,” leading all other 
apparel retailers with respect to “Facebook fans” and 
downloads of its app on iTunes. Its app had already 
been downloaded more than 3.5 million times—while 
neither Gap nor H&M had launched an app as of 
mid-2010.87

In 2010, Zara began selling apparel online in 
Germany, the UK, France, Italy, Spain, and Portugal. 
These markets constituted about 40% of company 
sales at the time.88 This launch came directly on 
the heels of Gap’s online sales platform launch in 
Europe and preceded H&M’s online launch by mere 
weeks.89 Some analysts criticized Zara for being 
slow to come to market with an online platform. A 
Wall Street Journal article describing the launch was 
titled “Zara Wakes Up to Online Sales.” However, 
others praised the company for coming to market 
with a fully developed online product. As one 
analyst described, “It was not a half-hearted effort 
but a full corporate bet that forced competitors to 
play catch up to a fully integrated store and online 
platform proposal: a well-designed app, affordable 
shipping rates (free shipping to an Inditex store), 
and an easy return policy.”90 The company did not 
disclose how much was invested in the launch, but 
Zara did reveal that a team of 50 people worked full-
time on it, that they had spent a year designing the 
online sales process, and that they had redesigned 
a company logistics site in Meco, Spain, to support 
home delivery.91 Inditex also hired 40 workers (who 
between them spoke six languages) to staff a call 
center that provided customer support for online 
sales.92 And the company had an app for each of its 
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retail concepts that allowed for mobile shopping.  
At the outset, Inditex charged a small fee (e.g., £3.95 
in the United Kingdom) for home delivery of online 
purchases. Alternatively, customers could pick up 
online purchases for free in stores.

In 2011, Zara launched online sales in the 
United States. By this time, the company had more 
than 400,000 Facebook fans in the United States 
and had recently opened up a Twitter account, 
@ZARA_US.  Customers  were  encouraged 
to post with the hashtags #DearAmerica and 
#ZARAShopOnline. Zara advertised its online 
rollout by commissioning photographers to take 
and post pictures of all 50 states. As was the case in 
Europe, the US site offered an integrated shopping 
experience—consumers could purchase an item 
online and have it delivered to them at home or 
pick it up in-store (for no charge). Standard home 
delivery (two to four business days) was offered 
for $4.95, and free standard shipping was offered 
on orders over $50.

The company had a 30-day exchange policy in 
line with its in-store policy. Customers’ returned 
items could be picked up at home, or they could 

return them to a store. Inditex hired a US-based 
logistics company to support its online operations.93 
Again, some criticized Zara for being slow to 
launch its online business. WWD, the US fashion 
publication, commented on Zara’s online rollout: 
“The fast-fashion retailer might be ahead when 
it comes to the latest trends, but it’s taken a little 
longer for the company to embrace the digital 
world.”94

Inditex websites had 2.42 billion visits in 2017, 
and Inditex’s brands had 121 million followers across 
social media platforms. In 2017, Inditex reported 
that online sales grew by 41% over the previous 
year and equaled 10% of total sales. (Online sales 
in markets where Inditex had an internet presence 
totaled 12% of sales.)95 Inditex was continuing 
to roll out online sales platforms across all of its 
markets—in some of its markets, the website only 
served as a “showroom,” and customers still had 
to go to the physical store to make purchases. (See 
Exhibit 16 for details on the rollout of Inditex’s 
online platform.) In 2018, Zara launched online 
shopping in Australia. (See Exhibit 17 for a list of 
Zara’s online markets.) 

eXHiBit 16 rollout oF inditeX’s online plAtForm

2007 Europe: Austria, Belgium, Denmark, France, Germany, Greece, Ireland, Italy, Luxembourg, 
Monaco, Netherlands, Portugal, Spain, Sweden, UK, Switzerland, Norway, Finland, Poland, 
Romania, Croatia, Slovakia, Czech Republic, Bulgaria, Hungary, Lithuania, Latvia, Estonia, 
Slovenia, Malta, and Turkey

2011 Zara United States, Japan

2012 All Concepts China
Massimo Dutti, Zara Home United States

2013 All Concepts Russian Federation
Zara Canada

2014 All Concepts Mexico
Zara South Korea

2015 Zara Taiwan, Hong Kong, Macau
Zara Home Australia
Zara Home Dubai
Zara Singapore

2016 All Concepts Turkey

2017 Zara Singapore, Malaysia, Thailand, Vietnam, and India

Source: Inditex, “Group Consolidated Annual Accounts as at 31 January 2018,” www.inditex.com/documents/ 10279/563475/
Annual+Accounts%2C+management+report+and+ audit+report+of+Inditex+Group+2017/77a7def2-b502-ac22-003e-
d1e7c900233c; Inditex, Annual Report 2016, www.inditex.com/documents/10279/319575/Inditex+Annual+Report+2016/6f
8a6f55-ed5b-41f4-b043-6c104a305035.
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eXHiBit 17 mArKets And concepts witH online sAles

Australia Zara

Austria Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Belgium Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Bulgaria Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Canada Zara, Massimo Dutti, Zara Home

China Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho

Hong Kong Zara

Macau Zara

Taiwan Zara

Croatia Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Czech Republic Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Denmark Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Estonia Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Finland Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

France Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Germany Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Greece Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Hungary Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

India Zara

Ireland Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Italy Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Japan Zara, Bershka, Zara Home

Latvia Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Lithuania Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Luxembourg Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Malaysia Zara

Malta Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Mexico Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home

Monaco Zara, Pull&Bear, Massimo Dutti, Zara Home, Uterqüe

Netherlands Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

New Zealand Zara

Norway Zara, Massimo Dutti, Zara Home

Poland Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Portugal Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Romania Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Russia Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Singapore Zara

Slovakia Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Slovenia Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe
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South Korea Zara, Massimo Dutti, Bershka, Oysho

Spain Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Sweden Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Switzerland Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

Thailand Zara

Turkey Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home

United Arab Emirates Zara Home

United Kingdom Zara, Pull&Bear, Massimo Dutti, Bershka, Stradivarius, Oysho, Zara Home, Uterqüe

United States Zara, Pull&Bear, Massimo Dutti, Bershka, Zara Home

Vietnam Zara

Source:  Inditex,  “Group Consol idated Annual  Accounts as  at  31 January 2018,” www.inditex.com/
documents/10279/563475/Annual+Accounts%2C+management+report+and+ audit+report+of+Inditex+Group+2017/77a7
def2-b502-ac22-003e-d1e7c900233c.

Zara was also using digital technology to improve 
its store-based operations, including enhancing the 
in-store customer experience. In 2018, when one of 
its London shops was being renovated, Zara opened 
its first pop-up online store. This 2000-square-foot 
pop-up allowed customers to view and try on a small 
collection of women’s and men’s clothing. Staff 
members were available with mobile devices to help 
customers order from Zara’s website, and purchases 
were delivered to the customer’s home that day.96 
Pablo Isla described the retail concept as “another 
milestone in our strategy of integrating our stores 
with the online world, which defines our identity as 
a business.”97 The company also launched the Zara 
AR app. This “augmented reality” app allowed users 
to point their phone camera at Zara store displays 
or Zara “boxes” throughout stores and see the looks 
brought to life on runway models. To speed up lines 
in-store, Zara has launched self-checkout facilities. 
Zara dressing rooms had RFID technology—when 
a customer held up an item to the scanner, it would 
suggest coordinating items.98

In 2018, Zara began shipping online purchases 
from stores as well as distribution centers; 2000 
stores in 48 countries were equipped with this 
functionality. While most retailers managed online 
and in-store inventory separately, the hope was that, 
by integrating the inventory channels, Zara could 
lower costs and improve in-stock rates. CEO Isla 
explained, “This is something very, very strategic 
for us, this idea of full integration between store and 
online stockrooms.”99 Gap had launched a ship-from-
store initiative in 2012.100

In recent years, partially in response to growth in 
online sales channels, Inditex had embarked upon 
a strategy of slower square footage growth. This 
strategy entailed closing smaller, older stores and 
opening new flagship stores. For example, in 2017, 
Zara opened a flagship store in La Coruña, Spain, 
with more than 54,000 square feet spread over five 
stories. At the same time, the company closed four 
smaller stores in the area.

Isla explained that the company’s goal was 
“full integration of the brick-and-mortar stores 
and online businesses, with store openings that are 
increasingly more relevant.” In 2017, Inditex had 524 
openings and 341 closures. However, selling space 
still increased—by 7% (relative to an 8% increase 
in 2015 and 2016, 10% in 2014, and 9% in 2013). 
Analyst Jamie Merriman commented, “We believe 
that Inditex has made the right choice to slow space 
growth…We believe that Inditex is clearly able to 
grow market share with the less capital intensive 
e-commerce approach.”101

Looking ahead
While Inditex’s Zara concept had experienced 
significant growth in recent years, the competitive 
threats facing the business were only increasing. In 
2016, Amazon launched Lark & Ro, a private-label 
women’s apparel brand that many analysts compared 
to Zara in terms of style and market segment. 
Additionally, new retail concepts such as Primark, a 
subsidiary of Associated British Foods that focused 
on low costs and low prices and operated 345 retail 
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stores across Europe, were successfully making 
inroads with younger customer segments. Primark 
had more than 10 million followers on social media.

As online and mobile technologies became 
an even greater driver of sales, how would this 
impact Zara? How would its unique business model 
withstand the ever-changing retail landscape?

Guiding questions
1. In traditional retail, does Zara have a competitive 

advantage over competitors like Gap? If so, 
what trade-offs make Zara’s strategy difficult for 
competitors to implement?

2. Would you describe Zara’s manufacturing and 
distribution strategies as efficient? Why or why 
not?

3. Why are Zara’s physical stores important to its 
overall strategy?

4. Are online and offline retail in the fashion industry 
“complements” or “substitutes” for one another?
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Bitcoin: A disruptive innovation or a bubble 
set to burst?
By Geeta Singh and Syeda Maseeha Qumer

I n August 2018, The Intercontinental Exchange 
(ICE), parent company of the New York Stock 

Exchange, announced that it would create a new 
company called Bakkt, to transform a trending 
cryptocurrency, bitcoin, into a mainstream trusted 
global currency with broad usage along with 
providing a federally regulated exchange for it.1 
Expected to launch in November 2018, Bakkt’s 
mission would be to make bitcoin a mainstream 
financial asset. To achieve this vision, ICE teamed 
up with some of the leading technology, consulting, 
and retail companies such as Microsoft Corporation, 
Bos ton  Consul t ing  Group,  and  S ta rbucks 
Corporation.

Bitcoin, a digital currency, enabled individuals 
to transfer value to each other and pay for goods 
and services bypassing banks and the mainstream 
financial system. Created in 2008 by a pseudonymous 
computer programmer Satoshi Nakamoto, bitcoin 
evolved into a popular digital currency that was used 
by millions of users to carry out secure, transparent, 
anonymous border-free transactions at a minimal 
fee. The developers of bitcoins were able to create 
an online payment process that was extremely secure 
and not susceptible to the same fraud/security risks 
that traditional methods, such as credit cards and 
PayPala, faced. By end of 2017, bitcoin’s market 
capitalization had reached around US$278 billion, 
putting it ahead of financial institutions like Citigroup 
Inc. and VISA Inc with a cap of US$201 billion and 
US$255 billion, respectively.2

Although bitcoin had its advantages, the downside 
of this cryptocurrency was that it was highly volatile. 
The exchange rate for bitcoin was constantly 

fluctuating because it was a decentralized relatively 
new currency. While some economists opined that 
bitcoin had the potential to disrupt the global financial 
system and become the next global currency, others 
called it a big scam with its primary purpose being 
money laundering and defrauding people. According 
to them, bitcoin was a risky investment and was 
allegedly used for illegal activities. Is bitcoin a 
disruptive innovation? Or is it just a popular fad that 
might soon disappear, wondered some analysts.

The birth of Bitcoin
Bitcoin came into existence as an idea when a small 
group of cryptographersb tried to address the problems 
facing digital money and as a response to the 2008 
financial crisis. Cash kept in digital wallets in digital 
files could be used multiple times for being prone 
to be easily copied.3 Though financial institutions 
provided a solution to this problem by using a 
central ledger that recorded the money everyone had 
in their accounts, cryptographers wanted a private 
and untraceable solution without third parties like 
banks being involved. The first proof of bitcoin and 
its concept was published through a design paper in 
a cryptography mailing list by a person or a group 
of persons under the pseudonym Satoshi Nakamoto 
(Satoshi) in August 2008. Satoshi mentioned that 
the 2008 financial crisis, failure of government-
backed currencies, and the corruption plaguing the 
existing banking systems were the major factors 
that motivated the invention of bitcoin.4 The paper 
contained details of bitcoin, explaining how it could 
solve the problem of double spending and copying. 
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a PayPal is a worldwide online payments system.
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Owning bitcoins was similar to having gold coins 
in the pocket that possessed some value and could 
be traded. Bitcoin allowed hassle-free transactions 
without the need to pay the hefty fees associated with 
transactions involving traditional currencies. In 2009, 
bitcoin software was made available to the public. 
On October 5, 2009, the bitcoin exchange rate was 
established at US$ 1 5 1,309.03 BTC (bitcoin). 
This was a new form of money not based on silver 
or gold but on mathematical proofs validated by a 
public ledger called blockchain technology.5 Along 
with bitcoin, a process called mining was introduced 
through which new bitcoins could be created and 
transactions could be recorded and verified.6

In 2010, Satoshi left the bitcoin project. Nothing 
much about him or the group was known. After that, 
bitcoin was maintained by a group of people engaged 
in this technology. New bitcoins were created and held 
digitally without any government owning it. In May 
2010, bitcoin was used to carry out a transaction for 
the first time when a developer named Laszlo Hanyecz 
swapped 10,000 of them for two pizzas.7 As information 
about the cryptocurrencies started spreading through 
social media and the press, new exchanges were 
created to let people trade their local currency for 
cryptocurrencies.8 In 2010, an online bitcoin currency 
exchange, Mt Gox (Magic The Gathering Online 
eXchange), was founded by a US programmer.9

From July 12, 2010, to July 16, 2010, the 
exchange value of Bitcoin increased ten times – from 
US$0.008/BTC to US$0.080/BTC.10 In February 
2011, Bitcoin reached parity with the US dollar 
for the first time when it was traded at the rate of 
US$1.00/BTC. In 2013, bitcoin reached the mark 
of US$1000 for the first time and its transaction 
volume surpassed Western Union’s volume.c In the 
same year, the German Federal Ministry of Finance 
recognized bitcoin as a form of private money, 
allowing its use in commercial and private sale. In 
2014, the Federal Election Commission approved 
bitcoin donations to political committees and 
PayPal also started accepting bitcoin payments for 
merchants.

In 2014, Microsoft announced that it would 
accept bitcoin on its platform. By mid-2014, bitcoin 
was being accepted by over 100,000 merchants 
worldwide.11 By 2017, bitcoin ATM machines had 
appeared through which cryptocurrency was issued 
and people could exchange pounds and dollars 
for bitcoins.12 In November 2017, the value of one 
bitcoin had reached US$10,000.13 By July 2018, 
bitcoin’s trading volume crossed 115,000 units14 
(See Exhibit I). As of 2017, there were over 1000 
cryptocurrencies in circulation. Apart from bitcoin, 
other popular cryptocurrencies were Ethereum, 
Ripple and Litecoin (See Exhibit II).

c Western Union Company is an American financial services and communications company.

EXHIBIT I DAIly TrADIng VolumE DECEmBEr 2014 To AuguST 2018
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EXHIBIT II Top 10 CrypToCurrEnCIES By mArkET 
CApITAlIzATIon (AS of SEpTEmBEr 2018)

# Name Market Cap Price Volume (24h) Circulating Supply Change 
(24h)

1 Bitcoin $113,931,293,497 $6,586.89 $4,004,207,669 17,296,662 BTC 0.51%

2 Ethereum $23,785,989,090 $232.56 $1,847,778,821 102,277,040 ETH 1.13%

3 XRP $23,585,615,110 $0.591549 $1,196,953,796 39,870,907,279 XRP 7.74%

4 Bitcoin Cash $9,320,200,792 $536.37 $457,333,233 17,376,563 BCH 1.29%

5 EOS $5,197,411,149 $5.74 $589,433,241 906,245,118 EOS 0.44%

6 Stellar $4,817,596,311 $0.256392 $55,289,792 18,789,955,255 XLM 1.43%

7 Litecoin $3,545,208,140 $60.58 $362,376,634 58,516,802 LTC 20.57%

8 Tether $2,800,799,948 $0.997997 $2,903,959,922 2,806,421,736 USDT 0.01%

9 Cardano $2,215,470,352 $0.085450 $49,011,233 25,927,070,538 ADA 1.78%

10 Monero $1,892,407,250 $115.04 $28,581,721 16,449,542 XMR

Source: https://coinmarketcap.com/.

The Bitcoin model 
The business model of bitcoin was rather complex 
as its value and verification were provided by 
a global peer-to-peer network, rather than any 
centralized authority (See Exhibit III). Bitcoins 
were blocks of secured data that were treated like 
money; and spending money was equivalent to 
moving this data from one person to another in a 
verified transaction.15

To use bitcoin, a user had to buy it with a credit 
card, through a bank account, or even with cash. The 
bitcoins that had been bought were then transferred 
directly into the bitcoin wallet, and a seller or a buyer 
could use them for receiving or sending payments in 
the same way as an email could be sent or received 
through a computer or a smartphone. Bitcoin wallets 
kept a secret piece of data called a private key which 
was used as a signature for signing transactions; this 
also provided mathematical proof that the transfer 
had been made from the owner of the wallet. The 
bitcoin wallet encrypted and maintained a person’s 
bitcoin balance on their computer, smartphone, or 
in the cloud. Every transaction was immediately 
digitally recorded in blocks – like ledgers. After a 

block was filled, new blocks were created and all 
the blocks were connected to each other in a linear 
chronological sequence to form a ‘blockchain’.16 
Thus, bitcoin transactions were grouped together 
and stored in blocks which were linked back to one 
another in a series called blockchain. This digital 
transaction log – the blockchain – contained a record 
of all the past and present transactions. Further, these 
transactions were constantly verified and confirmed 
by some users called miners who updated the 
blockchain each time a transaction was made, along 
with ensuring that all the information was correct. 
This verification required huge computing power and 
miners used the processing power of their computers 
to mine bitcoins and generated new blocks of 
data containing the distributed global record of all 
transactions. In return, they received new bitcoins. 
The concept of mining made the bitcoin system self-
sustaining. Once new bitcoins were generated, they 
could be spent on goods and services. As the bitcoin 
system ran on a peer-to-peer (P2P) network, each 
user’s system was a part of the network.

The value of bitcoin depended on the demand for 
it and its supply. The supply of bitcoins was limited 
and was done at a fixed rate. Unlike traditional 
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EXHIBIT III BuSInESS moDEl of BITCoIn

 Source: www.financialexpress.com/photos/business-gallery/247548/bitcoin-meaning-bitcoin-price-a-look-at-the-digital-
currency-bitcoin-economy/8/.

C. Inton, staff, 09/12/2015

Sources: Bitcoin.org; Bitcoin Ladder

The bitcoin economy
Bitcoin is a digital currency that enables payment in a decentralised peer-to-peer (P2P) network that is pow-
ered and approved by the consensus of its users. There is no central authority or middleman that controls it.
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wallet, a private key, and 
public key for authenticating 
and securing each transaction.
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their account to another using 
a mobile device or computer.

The request floats on the bitcoin 
network until users in the network 
called “miners” pick it up for 
processing.
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currency notes and coins which were issued by the 
country’s government from time to time, there was 
a cap on the total number of bitcoins available for 
circulation. Once this cap of 21 million coins was 
reached, no more bitcoins could be created and the 
number of bitcoins in circulation would be static. As 
of June 3, 2018, a total of 16.9 million bitcoins had 
been created. It was estimated that through the year 
2040, the bitcoin generation system would reach it 
maximum limit.17

Some believed that the bitcoin system had its 
own regulatory and economic system. To regulate 
transfers, bitcoin transactions followed a set of rules 
and had to pass network checks for compliance. If 
a transaction was found to have broken the rules, it 
was rejected by the blockchain network.18 Further, 
bitcoin’s monetary policy was implemented through 
a limited supply and a fixed rate of issuance. In order 
to combat the rise in transaction wait times and fees 
on the original bitcoin network, on August 1, 2017, 
a group of developers split the bitcoin network and 

created an alternative cryptocurrency Bitcoin Cash. 
Though Bitcoin Cash was not worth the same as 
bitcoin, it increased the number of transactions that 
could be processed per block.

Benefits 
Decentralized currency
One of the key features of bitcoins was that that they 
were a completely decentralized form of currency 
without the backing of any government. They did 
not have any issuing authority nor was any central 
banking system involved.19 The lack of government 
control over bitcoin provided people an escape from 
the highly controlled and manipulated market and 
money supply of the traditional paradigm. Thus, 
bitcoin offered people the liberty to transact without 
any check. With the automated issuance mechanism 
of bitcoin through mining, the need for printing 
money and the control of banks over such money was 
also removed.20
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As the supply of bitcoin was capped at a certain 
limit, it was not prone to devaluation due to 
oversupply. Moreover, the currency of central banks, 
printed on the goodwill of these banks, could cause 
devaluation of the currency and lead to inflation for 
the users of the currency. Bitcoin was insulated from 
this.21 Further, the absence of any governing authority 
in the bitcoin system prevented users’ accounts from 
being frozen by third parties.

Easy Payments with Minimal 
Transaction Fee
Bitcoin eliminated third parties in digital transactions, 
thereby reducing the costs associated with it to a great 
extent. As there were no national or international 
regulations for bitcoin transactions, one could 
receive and send this virtual currency without having 
to pay hefty charges and fee. There was no limit to 
the number of transaction users could do from their 
bitcoin account. In international remittances, money 
was handled by several intermediaries – from banks 
to wire services and currency exchanges – and each 
party took their cut, which meant the total amount 
remitted was less than the actual amount. This made 
such transfers very costly.22 However, for bitcoin 
transactions, there were no such costs involved.23 
The near zero transaction cost of cryptocurrencies 
made them superior and more convenient to use 
than traditional money.24 Another problem with 
international transactions was that a lot of information 
had to be shared with banks or other agencies such 
as bank account information, exchange rates, data 
and fraud protection, etc. This tedious part of sharing 
information with a third party was removed by 
blockchain-based cryptocurrencies like bitcoin.25

Further, unlike banking transactions, the fees 
charged for bitcoin transactions were unrelated to 
the amount transferred; therefore, sending 100,000 
bitcoins cost the same as sending one bitcoin.26 

Bitcoin transactions also took less time than banking 
transactions, and took only a few minutes. Moreover, 
when the bitcoin wallet was used on the mobile phone, 
payments were much easier as they involved a simple 
two-step process: display the QRd code in one’s bitcoin 
wallet app and let the other party scan the mobile.

Forge and Counterfeit Proof
All bitcoin transactions were secured by military-grade 
cryptography and offered transparency. Validation by 

miners prevented counterfeiting. Further, any owned 
bitcoin was safe from being stolen or transferred due 
to the unique password (private key) secure with the 
bitcoin owner and acknowledgment of that password 
by the bitcoin collective. For business transactions 
involving a credit card or PayPal, there were sometimes 
cases of payments being reversed after sometime. 
These chargeback frauds resulted in customers 
being penalized. Bitcoin payments were irreversible, 
which guaranteed that the cost of such frauds was 
not pushed on to the merchants. This cryptocurrency 
also accommodated the provision for accounting 
transparency as the transactions were visible to 
everyone. For example, the public could see how much 
a non-profit organization received in donations.

Hassle-free Fundraising and Loans
Bitcoin provided a good way of raising money without 
venture funding or sacrificing stakes. It allowed 
interested parties to invest in projects without the need 
for negotiations. Through the blockchain technology 
of bitcoin, Initial Coin Offerings (ICOs), similar to 
Initial Public Offerings, were launched in which tokens 
could be exchanged for real cash, and fresh capital 
raised. Budding entrepreneurs did not need to spend 
their money and time on convincing venture capitalists, 
banks, or angel investors to invest in their start-ups in 
exchange of equity but could just float ICOs.27

Fur thermore ,  the  t radi t ional  process  of 
disbursing loans to individuals and organizations 
was found to be inappropriate and inaccurate as 
they generally used outdated data. Blockchain 
technology provided an impartial way to disburse 
loans without prejudice and helped in protecting 
users’ data from hacks and leaks. In cities and 
towns of Africa, Latin America, and south Asia, 
there were certain sections of society with no 
access to banks, credit, or digital payments. Bitcoin 
provided them with a free infrastructure.28

Speculative Gains
Bitcoin became an easy source of speculative gains. 
The stock markets had a higher cost of investment 
whereas bitcoins, offered even in fractions, were 
available at a very low price. For example, for trading 
in the stock market, one had to invest an amount at 
least equal to the cost of a share while the smallest 
fraction of bitcoin that could be bought was available 
at a price equal to one-tenth of a cent.

d A machine-readable code consisting of an array of black and white squares, typically used for storing URLs or other information for reading by 
the camera on a smartphone.
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Bitcoin as Digital Assets
Some analysts opined that bitcoin could disrupt 
assets like gold. Similar to gold, bitcoin was also a 
finite resource limited to 21 million and it behaved 
like a deflationary asset. Being an asset with high 
expected returns, bitcoin tended to be more volatile 
in nature. As bitcoin had been continuously acting as 
a bridge for people isolated from global merchants, 
it offered the opportunity of opening up new markets 
to influence global economic growth. Further, bitcoin 
adoption in businesses was a good way to acquire 
new customers and increase their visibility.

Adoption
By the end of 2017, the Internal Revenue Service 
of the US federal government decided to treat and 
tax bitcoin transactions like property transactions. 
Similarly, bankruptcy courts were also treating 
virtual currencies like property.29 In December 2017, 
the Chicago-based exchange – the Chicago Board 
Options Exchange – launched bitcoin futures.30 
Venezuela launched an oil-backed cryptocurrency 
which could help the country move out of a crippling 
inflation while North Korea used cryptocurrency to 
get out of tough economic sanctions.31 Japan also 
considered bitcoin as legal tender.

Apart from nations, many companies across the 
world were positive about bitcoin. In October 2017, 
the world’s leading and most diverse derivatives 
marketplace, the CME Group, announced that it 
would be launching bitcoin futures in the coming 
days.32 Global investment banking firm Goldman 
Sachs was also exploring the possibility of trading 
in bitcoin. It planned to open the first bitcoin-trading 
firm of any bank on Wall Street.

In April 2018, a leading US electronics retailer, 
Newegg, expanded its bitcoin integration to Canada 
after adopting the bitcoin payment system in 2014 
for the first time in US market. Another e-commerce 
platform – Overstock – started accepting bitcoin for 
payments in August 2017. Further, one of the world’s 
largest travel booking agencies, Expedia; online 
retailers like eGifter and Gyft, satellite television 
service provider Dish, PayPal, WatchBox, Subway, 
and CheapAir were other companies which were 
accepting bitcoin for payments. The international 
NGO, Save the Children, also adopted bitcoin for 
charity purposes. The supporters of bitcoin believed 
that it would take some time for the cryptocurrency 
market to mature and for mass adoption to occur.  

As of September 2018, bitcoin was traded by more 
than 50 regional markets across 240 trading platforms.

In the 2018 Cryptocurrency Survey conducted 
by a law firm Foley & Lardner LLP, more than 60 
professionals involving mostly investors and business 
executives participated. The survey found that the 
majority of participants believed that bitcoin was one 
of the leaders in the cryptocurrency space. Of the total 
respondents, 43% viewed bitcoin as the most likely 
to gain the broadest adoption for payment as money 
against Ethereum with 17% votes, followed by other 
currencies – Ripple and Dash33 (See Exhibit IV).

Challenges
Though bitcoin seemed to be a disruptive economic 
innovation with the potential of transforming the 
operating and economic structure of banks and 
financial institutions, it faced its own share of 
challenges. Some economists, lawyers, and analysts 
across the globe disapproved of the whole bitcoin 
system – claiming it was a bubble that could burst 
anytime and cause a crash.

In 2014, at MtGox, almost 750,000 of customers’ 
bitcoins and 100,000 of the exchange’s bitcoins 
were stolen, constituting a loss of around 7% of 
all bitcoins available at that time.34 As a result, the 
value of bitcoin plummeted. Similarly, Japan’s 
major cryptocurrency trading exchange – Coincheck 
– was hacked in January 2018, resulting in a loss 
of about US$534 million worth of virtual money.35 
After this, the exchange suspended withdrawals of 
many cryptocurrencies. These thefts led to debates 
across the world about virtual currency markets and 
related policy issues, and heightened calls for stricter 
regulations. In March 2018, the Japanese government 
levied penalties on several cryptocurrency exchanges 
of the country, including Coincheck, and ordered 
them to improve and secure their operations. 
However, analysts believed regulating the exchanges 
and other such measures could not guarantee 
protection against hacking and cybercrime.36 They 
pointed out that hackers had managed to attack 
vulnerable exchanges, causing panic and the loss 
of millions of dollars.37 It would be a challenge for 
cryptocurrencies like bitcoin to prevent such crimes 
and gain the confidence of the public and the traders.

Another problem with bitcoin trading was its 
perceived negative environmental impact. For mining 
bitcoins, miners consumed huge computational power 
and energy, estimated to be close to what Denmark 
consumed annually as a country as of May 2018.38 
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Mining being a competition to solve complex problems 
and validate transactions, it implied that the higher 
the electricity one burnt to run their computer faster, 
the higher were their chances of winning bitcoins – 
although huge amounts of electricity were wasted in 
the process on every transaction. Electricity constituted 

about 90% of the cost to mine bitcoin39 (See Exhibit V).  
Further, bitcoin consumed several thousand times 
more energy than the average non-cash transactions 
performed by financial institutions. Compared to other 
payment systems like VISA, bitcoin transactions were 
more energy intensive (See Exhibit VI).

EXHIBIT IV 2018 CrypToCurrEnCy SurVEy (BroADly ACCEpTED 
CrypToCurrEnCy)

 Source: https://bitcoinist.com/bitcoin-likely-mass-adoption-survey/.
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SEVErAl CounTrIES

 Source: https://digiconomist.net/bitcoin-energy-consumption.
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Compared to other cryptocurrencies, bitcoin’s 
network was very slow. On an average, a bitcoin 
network could manage only seven transactions per 
second (TPS), whereas currencies like Ethereum 
and Ripple did much better with 20 TPS and 1500 
TPS respectively. Further, VISA could handle up to 
56,000 TPS, and PayPal 450.40

Another concern raised by analysts was about 
the limited supply of bitcoin. It was estimated that 
mining bitcoin would not be profitable for a long time 
due to the high energy cost and expensive hardware 
required for mining. As a result, bitcoin transaction 
fees would come down to too low a level to keep 
the network going. This would certainly affect 
bitcoin value in the coming days. Further, analysts 
opined that until bitcoin and similar currencies 
were regulated, it was unlikely that they would gain 
the status of a mainstream currency. There were 
chances that exchanges could go bankrupt either 
due to fraud, mismanagement, or hacking; in these 
cases, the customers’ cryptocurrency balances were 
at stake.41 Unlike US-regulated securities firms 
which had Investor Protection Corp. insurance to 
protect customers, there was no insurance against 
losses on bitcoin exchanges. Further, cryptocurrency 
exchanges were prone to information asymmetries 
and there were less well-known impacts of 
algorithmic trading, which put mainstream investors 
at a disadvantage.

Bitcoin was extremely volatile. Bitcoin touched an 
all-time high of US$19,783 on December 17, 2017 
according to data from CoinDesk. However, it lost 

almost half its value as it fell to about US$8000 in 
February 2018 due to fears over regulatory clampdown42 
(See Exhibits VII and VIII). This volatility posed a 
systematic risk to investors and users.43 They were 
more volatile than stocks and indexes  (See Exhibit IX).  
According to Cecilia Skingsley, deputy governor of the 
Swedish bank, Riksbank, bitcoin did not qualify to be 
categorized as money because it was too volatile. “In 
my view, cryptocurrencies, bitcoin and the others, the 
way I’ve seen them so far, they don’t meet the criteria 
to be called money. They are not a very stable store 
of value – they fluctuate a lot – and it’s not a very 
efficient medium of exchange because you don’t buy 
your groceries with bitcoin, you don’t get your salaries 
in bitcoin, and you certainly can’t pay your taxes with 
bitcoin,”44 she said. Clones of bitcoin were also found 
in circulation, and these had made the market more 
volatile.

Further, in January 2018, the US Treasury 
raised concerns over whether bitcoin and other 
cryptocurrencies were being used to finance 
illegal activities.45 The department even described 
cryptocurrencies as an ‘evolving threat.’ As bitcoin 
was traded without any identifying information of the 
traders, these transactions attracted illegal activities, 
helping people to profit from illicit trade in drugs, 
gambling, and ammunition, and from activities like 
terrorism and tax evasion. With cryptocurrencies, it 
became tough to trace transactions and participants’ 
identities.46 The US federal government condemned 
the bitcoin system for being irrevocably linked to 
the Silk Road – a black market website offering 

EXHIBIT VI BITCoIn nETwork V/S VISA nETwork AVErAgE  
EnErgy ConSumpTIon

 Source: https://digiconomist.net/bitcoin-energy-consumption.
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illegal products. Moreover, these digital currencies 
came like a boon for tax evaders who could hide 
millions of dollars through the bitcoin wallet and 
dodge tax collectors. Though bitcoin did not make 
tax enforcement impossible, it certainly made it 
more expensive and difficult for governments to trace 
citizens skimping on taxes. Further, banks and other 
financial institutions raised concerns over bitcoin’s 
association with online crime and money laundering.

In August 2018, a dormant bitcoin wallet 
containing 111,114 bitcoins became active all 
of a sudden, distorting the market price action.47 
In a span of just 10 days, almost US$100 million 
moved to exchanges Bitfinex and Binance, causing 
a price decline. This amount constituted 0.52% of 
the entire supply of bitcoin – enough to manipulate 
or destabilize the market. This incident showed the 
unpredictability attached to bitcoin.

EXHIBIT VII DAIly CloSIng prICES of BITCoIn AprIl 2013 To 
AuguST 2018

 Source: https://coinmarketcap.com/currencies/bitcoin/historical-data/?start=20130428&end=20180907.
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 Source: CoinDesk.com.

Feb 1,
2017

Va
lu

e 
in

 U
SD

$20,000

15,000

10,000

5,000

987 1,090
2,460

4,395

Dec 16
19,343

Jan 1,
2018

Apr 1 Jul 1 Oct 1

February 2
8,735.79

65856_case02_ptg01_678-689.indd   686 07/02/20   9:26 PM



CASE 2 Bitcoin: A disruptive innovAtion or A BuBBle set to Burst?  687

Analysts believed that since the value of bitcoin 
was derived from the psychological behavior of 
people and the hype created around bitcoin by 
irrational speculation and greed, the bitcoin bubble 
was likely to burst in future. The surging popularity 
and price of bitcoin was similar to the dot-com 
and housing bubbles which eventually had burst, 
sweeping away many fortunes with it, they cautioned. 
Considering such a threat, regulators were considering 
a clampdown or even a ban on bitcoin. Further, 
according to a British Conservative Party politician, 
Nicky Morgan, “Bitcoin and other crypto-assets 
exist in the wild west industry of crypto-assets. This 
unregulated industry leaves investors facing numerous 
risks. Given the high price volatility, the hacking 
vulnerability of exchanges and the potential role in 
money laundering, the Treasury committee strongly 
believes that regulation should be introduced.”48

Can Bitcoin become the digital 
currency of the future?

Christine Lagarde, head of the International 
Monetary Fund, warned that cryptocurrencies like 
bitcoin could disrupt the central banking system and 
revolutionize the concept of money. “So in many 
ways, virtual currencies might just give existing 
currencies and monetary policy a run for their 

money,”49 she said. In countries like India, analysts 
and economists called for regulation and monitoring 
of bitcoin before it was assigned a legal status. Jack 
Dorsey (Dorsey) CEO of social platform Twitter said 
that bitcoin would become the single global currency 
of the internet within a decade. According to Dorsey 
bitcoin was “slow and costly,” but “as more and 
more people have it, these things go away. There 
are newer technologies that build off of blockchain 
and make it more approachable. I personally believe 
that it will be bitcoin. Probably over ten years, but it 
could go faster.”50

However, some analysts and economists had a 
different opinion. According to former PayPal CEO 
Bill Harris, “bitcoin would continue to fall, because 
there’s just no value there. The cult of bitcoin [makes] 
many claims – that it’s instant, free, scalable, 
efficient, secure, globally accepted and useful – it 
is none of those things.”51 He believed that features 
like slow transaction time, scaling challenges, and 
volatility made bitcoin a useless payment mechanism 
and ridiculous as a store of value. Further, former 
chairman of Federal Reserve Ben Bernanke said, 
“Bitcoin is an attempt to replace fiat currency and 
evade regulation and government intervention. I 
don’t think that’s going to be a success.”52

By the end of 2017, the total market value of bitcoin 
had reached almost US$300 billion, which made it 

EXHIBIT IX pErformAnCE rAngE of BITCoIn V/S SToCkS AnD 
InDEXES (DECEmBEr 2016 – noVEmBEr 2017)

Source: https://qz.com/1121005/bitcoin-btc-price-volatility-is-unlike-anything-else-in-one-chart/.
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the sixth largest currency in the world.53 The bitcoin 
index value for the end of December 2018 amounted 
to US$3,689.56. With Bakkt going to get introduced 
the future looked promising for bitcoin said some 
analysts. According to them bitcoin’s price might 
surpass the US$20,000 mark by the end of 2019.

Despite the many challenges surrounding 
bitcoin, most people seemed optimistic about it, 
leaving analysts wondering just what was in store 
for the future of this virtual currency. The big 
question according to analysts was whether bitcoin 
would be a game changer in the global financial 
industry or just a passing fad. “Is Bitcoin simply 
a 21st century version of gold, only without the 
storage issues? Or is it just a short-lived popular 
fad that may soon evolve into something quite 
different? Only time will tell,”54 noted financial 
analyst Stelios Kontogoulas.
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‘Compassion vs competitiveness’  
dilemma at Novo Nordisk
By Debapratim Purkayastha

H ow to strike the right balance between business 
and global health? Again, we were challenged 

by stakeholders...,”1 quipped Lise Kingo (Kingo), 
Executive vice president and chief of staffs, Novo 
Nordisk. The Danish pharmaceutical company, Novo 
Nordisk, had gained global recognition as a champion 
of sustainability for a number of sustainability related 
initiatives that it had taken over the years.

Over the years, Novo Nordisk’s business grew 
substantially and it emerged as a leader in the global 
insulina market. In the new millennium, Novo 
Nordisk’s new sustainability strategy placed global 
health at the center of its sustainability initiatives. 
According to Novo Nordisk’s vision statement, the 
company strove to find the right balance between 
compassion and competitiveness. From then on, Novo 
Nordisk started selling its products at a subsidized 
price in some of the poorest countries around the 
world. Despite all the efforts that it took to protect the 
interests of all its stakeholders, in 2010, Novo Nordisk 
was severely criticized by patients and NGOs when 
it stopped selling its drugs in Greece when the crisis 
ridden government there ordered a 25 per cent cut in 
the prices of all medicines sold in the country. Novo 
Nordisk was accused of putting profits above corporate 
social responsibility. Though the issue was settled later 
with the resumption of the sale of all its products in 
Greece, the episode badly dented the image of Novo 
Nordisk as a company with a focus on sustainability.

Faced with increased regulatory scrutiny and 
stakeholder activism, the challenge before the senior 
management of Novo Nordisk was how to tackle 
the issue and embed sustainability further in the 
company. According to them, as a global healthcare 
company focused on diabetes treatment, they had 
to often face the compassion vs competitiveness 
dilemma and the conflicting demands of multiple 
stakeholders. This also led some analysts to question 
the readiness of the company to face the new 
challenging environment. The question before Novo 

Nordisk’s CEO Lars Rebien Sorensen (Sorensen), 
Kingo and other members of the senior management 
team was, as a global healthcare company, how 
could Novo Nordisk strike the right balance between 
compassion and competitiveness?

About Novo Nordisk
Novo Nordisk, a global leader in insulin, was 
formed in 1989 through the merger of two Danish 
companies, Novo Industri A/S and Nordisk Gentofte 
A/S. Novo Nordisk’s roots can be traced to Nordisk 
Insulinlaboratorium, which was founded in 1923 
to produce insulin. Novo Nordisk pioneered many 
breakthroughs in diabetes treatment.

After the merger, Novo Nordisk A/S rolled out 
many innovations like prefilled insulin syringes, oral 
treatment syringes, rapid acting insulin, etc. By the 
late 1990s, it started focusing more on international 
markets. In 2000, Novo Nordisk A/S was demerged 
into three separate companies – Novo Nordisk A/S 
(Novo Nordisk), Novozymes A/S, and Novo A/S. 
After the demerger of Novo Nordisk A/S, Novo 
A/S was made the holding company of the Novo 
Group and was wholly-owned by the Novo Nordisk 
Foundation. Majority shares in both Novo Nordisk 
and Novozymes A/S were transferred to Novo 
A/S. While Novo Nordisk continued to focus on 
pharmaceutical products and services, the enzymes 
business of Novo Nordisk A/S was transferred to 
Novozymes A/S. In the decade that followed the 
demerger, Novo Nordisk expanded its business across 
the globe and emerged as a leading pharmaceutical 
company in the area of diabetes care. By 2011, Novo 
Nordisk employed 32,000 people in 75 countries 
and marketed its products in 190 countries. For the 
financial year 2011, Novo Nordisk’s revenue was 
Danish Kronerb (DKK) 66.35 billion (See Exhibit I  
for the income statement of Novo Nordisk from 
2007 to 2011; Exhibit II for Key Yearly statistics 

“

This case was written by Debapratim Purkayastha, IBS Hyderabad. It was compiled from published sources, and is intended to be used as a basis for 
class discussion rather than to illustrate either effective or ineffective handling of a management situation. © 2014, IBS Center for Management Research
a Insulin is used for the treatment of some forms of diabetes. Patients with Type 1 diabetes depend on external insulin (most commonly injected 
subcutaneously) for their survival because the hormone is no longer produced by their body. Certain patients with Type 2 diabetes may also require 
insulin if other medications fail to control blood glucose levels adequately. 
b The Danish Kroner is the official currency of Denmark, Greenland, and the Faroe Islands. As of September 2012, one Danish Kroner was 
approximately equal to 0.1696 US$.
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and Exhibit III for key quarterly statistics).2 It 
was placed 18th on the list of top pharmaceutical 
companies of the world by revenue.

Novo Nordisk’s primary market was insulin 
which was estimated to be US$15.4 billion in 2010, 
according to IMS Health. The market for insulin had 
quadrupled over the last decade and Novo Nordisk 

was the leader with US$7.1 billion in sales of insulin 
in 2010. The company faced tough competition in 
this market from the US-based Eli Lilly and France-
based Sanofi-Aventis. The trio made up a “hard- 
to-penetrate oligopoly” in the insulin market.3 

Novo Nordisk also faced local competitors in some 
countries such as China and India.

EXHIBIT I INCOME STATEMENT OF NOVO NORDISK (2007–2011)

Source: Novo Nordisk Annual Report, 2011; Novo Nordisk Annual Report, 2009.

(in DKK Million) 2011 2010 2009 2008 2007

Sales 66,346 60,776 51,078 45,553 41,831
Cost of goods sold 12,589 11,680 10,438 10,109 9793
Gross profit 53,757 49,096 40,640 35,444 32,038
Sales and distribution costs 19,004 18,195 15,420 12,866 12,371
Research and development costs 9628 9602 7864 7856 8538
Including costs related to discontinuation of 
all pulmonary diabetes projects

– – – 325 1325

Administrative expenses 3245 3065 2764 2635 2508

Licence fees and other operating income, net 494 657 341 286 321
Operating profit 22,374 18,891 14,933 12,373 8942

Share of profit/(loss) of associated companies, 
net of tax

(4) 1070 (55) (124) 1233

Financial income 514 382 375 1127 1303
Financial expenses 959 2057 1265 681 507

Profit before income taxes 21,925 18,286 13,988 12,695 10,971

Income taxes 4828 3883 3220 3050 2449
Net profit for the year 17,097 14,403 10,768 9645 8522

EXHIBIT II KEY STATISTICS FOR NOVO NORDISK (2007–2011)

(in € million) 2007 2008 2009 2010 2011

Sales 5614 6109 6860 8161 8905

Sales by business segment:

Modern insulins (insulin analogues) 1880 2323 2883 3572 3861
Human insulins 1687 1583 1520 1588 1448

VictozaR – – 12 311 804
Protein-related products 235 247 265 297 310

Oral antidiabetic products (OAD) 288 321 356 369 346
Diabetes care total 4090 4474 5036 6137 6769
NovoSeven 788 858 950 1078 1120
Norditropin 471 518 591 645 677
Other products 41 43 49 47 63

Hormone replacement therapy 224 216 234 254 276

Biopharmaceuticals total 1524 1635 1824 2024 2136
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Novo Nordisk and sustainability
Responding to stakeholder tension
In the late 1960s, Novo Nordisk faced severe 
stakeholder criticism for the first time in its history. 
During the 1960s, Novo Nordisk’s predecessor, 
Novo, had started producing enzymes through 
new production processes of fermentation of 
microorganisms. These new processes used 
genetically engineered microorganisms and led 
to the evolution of a successful new product line 
of enzymes. These enzymes became important 
ingredients in many products like detergents. 
Environmental organizations and activists alleged 
that the use of enzymes developed by Novo could 
cause skin allergies in people who came into contact 
with them. They also alleged that the dust generated 
during the production process of the enzymes could 
have serious effects on the health of Novo Nordisk’s 
workers. An activist called Ralph Nader started a 
movement against the laundry industry in the US 
which created a stir both in the US and around the 
world. The sales of Novo fell dramatically between 
1970 and 1971 due to the concerns raised by activists. 
Nearly 700 employees of Novo lost their jobs due to 
the crisis. Novo responded swiftly and developed 
dust-free enzymes which did not pose any risk to 
its consumers or employees. The sales of Novo’s 
enzyme products rose soon and enzyme production 
became an important part of Novo’s business in 
many countries like Denmark, the US, and Japan. 
This episode made Novo realize the importance 
of keeping the interests of all stakeholders in 
mind. Since then, Novo, and subsequently, Novo 
Nordisk, focused on producing products which did 

not affect the health of consumers and which were 
environmental friendly.

Novo Nordisk took its first significant step 
toward sustainable development in 1989 when 
it conducted its first environmental management 
review. It took this significant step as an element 
of its proactive stakeholder strategy in the days 
when environmental reporting was not compulsory 
for companies like Novo Nordisk. From 1991, 
it started organizing visits of its laboratories and 
production facilities for representatives of NGOs 
as part of its stakeholder engagement strategy.4 In 
1992, some people from Novo Nordisk attended the 
United Nations Conference on Environment and 
Development (UNCED) Earth Summit organized 
in Rio de Janeiro. The summit made Novo Nordisk 
realize the importance of environmental protection 
and led to its reinforcing its commitment to 
sustainable development. Commenting on the impact 
that the 1992 Earth Summit had on Novo Nordisk’s 
commitment to sustainable development, Kingo said, 
“We came back from Rio with a better understanding 
of how huge an agenda environmental protection was, 
how many stakeholders were involved, and that many 
other companies were taking an interest. It was a real 
eye-opener.”5 In 1994, Novo Nordisk published its first 
environmental report. It became the first company in 
Denmark and one of the first in the world to publish 
an environmental report.6 The report contained details 
regarding resource consumption, emissions in its 
production processes, and the use of animals in its 
experiments. The environmental report was followed 
by Novo Nordisk’s first social report in 1998. 
And since 1999, Novo Nordisk started publishing 
annual reports on sustainability which integrated its 
environmental, social, and economic concerns.

(in € million) 2007 2008 2009 2010 2011

Sales by geographical segment:
North America 1845 2032 2454 3170 3569
Europe 2194 2309 2356 2506 2573

International Operations 708 777 917 1119 1257
Japan & Korea 596 638 657 760 835

Region China 271 353 476 606 671

Adapted from Novo Nordisk’s Annual Reports.
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Novo Nordisk way of management
In 1996, Novo Nordisk introduced the ‘Novo 
Nordisk Way of Management’ (NNWM) to serve 
as an overall guidance system to reach its strategic 
goals. NNWM served as the value-based governance 
framework for the company. It described how people 
at Novo Nordisk put values into action and defined 
the principles to be followed by the company while 
doing business.7 NNWM offered a broad framework 
of guidelines to the employees and covered Novo 
Nordisk’s activities beyond the products and 
manufacturing operations. The central part of the 
goal was to integrate and implement the various 
sustainable business practices of Novo Nordisk. 
NNWM consisted of three parts, viz. the vision, the 
charter, and global company policies.

The vision of NNWM set the direction for Novo 
Nordisk. It expressed what goals Novo Nordisk was 
striving to achieve, how the company wanted to 
achieve its goals, and how the company was guided 
by its values to strike the right balance between its 
commercial interests and acting as a responsible 
business. The Charter explained the company’s 
values, commitments, fundamentals, and follow-up 
methods. The values highlighted the company’s 
commitment to the Triple Bottom Line and 
sustainable development. Fundamentals were a set of 
11 management principles to ensure it stayed focused 
on its business objectives, customers, compliance, 
collaboration, and sharing of better practices, and 
quality mindset.8 Follow-up methods provided a 
systematic documentation of the performance of all 
material areas of Novo Nordisk. The global company 
policies set global standards for its managers and 
gave operational guidelines on 13 specific areas 
related to its business.

In addition to coming out with an innovative 
way of managing its activities through NNWM, 
Novo Nordisk took steps to ensure that the entire 
organization understood and followed it. It had 
developed a methodology consisting of three 
elements: facilitators, sustainability reporting, and 
balanced scorecard. The facilitators were a group of 
16 senior professionals at Novo Nordisk’s holding 
company Novo A/S. These facilitators traveled in 
pairs and visited all the business units and levels 
of the whole organization once every three years. 
They performed a well-planned and structured 
assessment of the implementation of NNWM 
within a project or unit. The main objective of 
the facilitation process was to develop agreed 

upon actions for improvement. The facilitation 
process consisted of three stages. The first was 
the pre-facilitation stage in which the scope of 
the facilitation process was identified. The second 
stage was the facilitation itself. In this stage, the 
facilitators met the unit and project members and 
arrived at an agreement regarding improvements 
to be made wherever non-compliance had been 
identified. In the third stage, the post-facilitation 
process was conducted in which the facilitator 
followed up on the progress and reports to the 
management team about the achievements and 
shortfalls, if any, from the facilitation process.

Sustainability reporting was used to ensure that 
sustainability became a part of Novo Nordisk’s 
corporate culture. Novo Nordisk had come a long 
way in sustainability reporting since it first published 
its environmental report in 1994. From 1999, it 
started publishing annual reports on sustainability 
which integrated its environmental, social, and 
economic concerns. The reports documented Novo 
Nordisk’s ambitions, initiatives, goals, and results 
related to environmental and social responsibility. 
From the year 2004, information on sustainability 
was integrated with its financial results and published 
as part of its annual report.

In 1996, Novo Nordisk started using the balanced 
scorecard. It was initially used as a finance initiative. 
Later, it began to be used to integrate the company’s 
sustainability approach with all its business processes. 
One balanced scorecard was prepared for the 
organization as a whole and separate balanced scorecards 
were prepared at the executive VP, senior VP, and in some 
cases even at the sub-unit levels (e.g. a single factory). 
Novo Nordisk’s balanced scorecard had a total of 24 
objectives under four headings: customers and society, 
finance, business processes, and people and organization.

Triple bottom line
In 1997, just one year after it introduced NNWM, 
Novo Nordisk started another important initiative 
to help it evolve as an organization practicing 
sustainable business practices. It introduced the 
Triple Bottom Line (TBL) philosophy to maximize 
value to all its stakeholders. The TBL philosophy 
focused on operating in a way that was financially, 
environmentally, and socially responsible. The 
main objective behind the introduction of the TBL 
philosophy was to balance its short-term profitability 
with the long-term interests of the society. In this 
way, Novo Nordisk aimed at optimizing its business 
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performance in all the societies in which it had its 
operations. It made the TBL philosophy its top 
strategic priority as it believed from the beginning 
that being socially responsible, environmentally 
sound, and economically viable made good business 
sense. Simply put, the TBL philosophy was the way 
Novo Nordisk chose to interpret its commitment 
toward sustainable development. Commenting on the 
importance of the TBL philosophy, Sorensen, said, 
“The main foundation for Novo Nordisk is the triple 
 bottom line because that is what’s protecting our 
license to operate. That begs and obliges everybody 
in the company not only to see that we become a good 
business – that’s the financial bottom line – but that 
we do so in a way that is socially and environmentally 
responsible.”9 Over time, Novo Nordisk embedded 
the TBL philosophy into the corporate governance 
structures, management tools, performance appraisal 
and reward schemes of its employees.10

Novo Nordisk formulated its first environmental 
policy in the early 1980s and made a lot of progress 
in its environmental performance from then on.11 On 
the environmental front, Novo Nordisk committed 
itself to continuously improving its environmental 
performance. It aimed to achieve this by setting 
itself stiff targets and by merging environmental 
and bioethical considerations into its regular 
business activities. Novo Nordisk started to have 
an open dialogue with all its stakeholders regarding 
its commitment toward the conservation of the 
environment. It also initiated annual reporting of its 
progress in environmental performance. It supported 
the United Nations Convention on Biological 
Diversityc to emphasize its focus on sustainability. 
On the social front too, Novo Nordisk started to set 
high objectives and to integrate social, human rights, 
and health and safety considerations into its daily 
business activities. Like environment reporting, Novo 
Nordisk annually reported on its social performance. 
It offered a patient assistance program for those who 
did not have private health insurance and who did not 
get any medical assistance from their governments.12 

Under the program, patients were required to apply to 
Novo Nordisk for medical assistance and medicines 
were supplied free of cost to applicants who 
qualified. Under the TBL philosophy, Novo Nordisk 
also committed itself to focusing on continuously 
improving its financial performance by reaching new 
milestones in growth and to creating value for its 
shareholders. It complied with international reporting 
standards of its financial statements.

In 2004, Novo Nordisk updated its Articles of 
Association and bylaws and included in the objectives 
the words ‘the company seeks to conduct its business 
in a way that is financially, environmentally, and 
socially responsible’.13

Patent rights vs patient’s right
After the demerger of Novo Nordisk A/S, a new 
sustainability strategy focusing on the healthcare 
business of Novo Nordisk was developed. This new 
strategy marked the shift to Novo Nordisk’s next stage 
of sustainability endeavors. According to the new 
strategy, Novo Nordisk would have global health at the 
heart of its sustainability initiatives.14 Despite its focus 
on sustainability for such a long period of time, Novo 
Nordisk faced new criticism from activists and NGOs 
regarding its business practices after the demerger.

In 2001, a consortium of 38 pharmaceutical 
companies along with Novo Nordisk filed a lawsuit 
against the South African government for violating 
their intellectual property rights, mostly in relation 
to the medicines used in the treatment of AIDS. The 
South African government sought to deliver generic 
versions of some AIDS medicines in South Africa by 
using a 1997 law called the Medicines and Related 
Substances Control Amendment Act (MRSCA) 
which the consortium opposed.15

Generic medicines (or generics) are either copies 
or the basic form of a proprietary medicine (or “brand-
named medicines”) produced by research-based 
pharmaceutical companies. For example, Lipitor is 
the brand name owned and patented by Pfizer, Inc. It 
contains the molecule Atorvastatin. Any other drugs 
with the same composition made by other companies 
are called generics. Generic versions are priced much 
lower than the proprietary drug, and generally, when a 
drug loses patent protection, generic competition forces 
a drop in price of up to 80 per cent within one year. 
Research-based pharmaceutical companies such as 
Novo Nordisk develop proprietary medicines that are 
novel and obtain patent protection ranging from 15–20 
years. These companies try to zealously safeguard their 
intellectual property rights and extend it as long as 
possible. Usually the price of a drug put it out of reach 
of people with low income, particularly those living in 
developing countries. Activist charged that research-
based pharmaceutical companies over-price their 
medicines and keep it away from the reach of people 
who needed it the most. Pharmaceutical companies, 
on the other hand, contended that if generic versions 

c United Nations Convention on Biological Diversity is an international legal treaty with the three main goals of conserving biological diversity, 
sustainable use of its components, and equal sharing of benefits arising from genetic resources. The treaty was opened for signature at the Earth 
Summit in Rio de Janeiro in June 1992 and came into force in December 1993.
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are allowed companies would have little incentive for 
innovation. They claimed that to bring a new drug into 
the market it took more than US$800 million and they 
had little time to recoup their expenses and earn profits. 
Moreover, they argued that the drug development 
process takes time (more than 15 years) and is fraught 
with many risks. Many of the drugs being investigated 
do not make it to the market as they fail at different 
stages of drug development process. Activists scoff at 
the US$800 million figure and argue that many of the 
drugs were discovered and developed with a significant 
investment of government and other public funds. They 
also harped on the ethics of keeping a medicine away 
from a patient who would die without treatment.

MRSCA allowed the South African government 
to procure the cheapest possible medicines for 
all purposes from both international and local 
suppliers. The law also gave the South African 
health ministry the right to override pharmaceutical 
patents whenever the government thought that public 
health was at stake. While the Agreement on Trade 
Related Aspects of Intellectual Property Rightsd 
(TRIPS) allowed countries to produce generic 
versions of patented medicines in cases of national 
emergencies like the AIDS epidemic, the consortium 
members felt that MRSCA gave the South African 
government the right to infringe the patent rights of 
any pharmaceutical product even if there were no 
national emergencies.

Novo Nordisk and members of the consortium faced 
heavy criticism from activists and NGOs regarding the 
case. The consortium members were accused of giving 
more importance to profits than to the health of poor 
people living in the developing countries. The case 
also caused public concern in Denmark regarding the 
business practices of Novo Nordisk.

Sustainable pricing
Novo Nordisk was quick to react to the criticism 
and it started a dialogue with the NGOs. It came 
out with a new policy to increase its presence in 
developing countries and to develop new medicines 
for combating diseases there. It adopted a new 
pricing policy under which it started supplying 
insulin to the 50 poorest countries designated by the 
United Nations at 20 per cent of the average price 
in North America, Europe, and Japan. Through this 
new pricing policy called sustainable pricing, Novo 

Nordisk ensured that it did not earn any profits on 
its sales in poor countries. It also ensured that the 
research and development costs for Novo Nordisk’s 
drugs sold in poor countries were borne by its 
consumers in the developed world. In effect, Novo 
Nordisk started cross subsidizing its products sold in 
developing countries. The company had often stated 
in its communications to investors that the company 
had been able to steadily increase prices of its 
insulin products particularly in North America which 
resulted in higher profit margins of these products.

Commenting on the new pricing policy, Sorensen 
said, “We advocate sustainable pricing. That means 
we will not levy a profit on these products sold to the 
developing world, but rather the costs of our research 
and development will be borne by the developed 
world. Of course, this hinges on a psychological 
contract – namely that developed countries are 
willing to subsidize developing countries.”16 The case 
with the South African government was settled out 
of court with the consortium withdrawing the case 
and the South African government agreeing to honor 
its obligations under TRIPS. In 2001, Novo Nordisk 
established the World Diabetes Foundation with the 
objective of improving diabetes care in poor countries 
through education, capacity building, distribution, 
procurement of essential drugs, and monitoring of the 
care given.

The case filed against the South African 
government and the subsequent developments made 
Novo Nordisk think more about its role in increasing 
access to healthcare and essential medicines. It also 
highlighted the need to engage in continuous dialogue 
with its stakeholders and monitor their concerns. 
In 2001, Novo Nordisk started the Triple Bottom 
Line reporting (TBL). TBL reporting focused on the 
progress made by the company in its commitments 
toward the economy, society, and environment 
according to its TBL philosophy. Novo  Nordisk 
became a signatory to the United Nations Global 
Compacte, a global platform for promoting good 
corporate principles and learning, in the year 2001.

Growing sustainably with a focus 
on global health

By the year 2005, Novo Nordisk had significantly 
grown its business around the world. In 2005, it 
emerged as the leader in the US insulin market for the 

d The Agreement on Trade Related Aspects of Intellectual Property Rights (TRIPS) is an international agreement related to intellectual property 
administered by the World Trade Organization (WTO). 
e The United Nations Global Compact is a United Nations initiative to encourage businesses around the world to adopt policies which are sustainable 
and socially responsible and report on their implementation.
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first time since it had entered the market. By 2011, it 
got 40.1 per cent of its sales from North America and 
28.9 per cent of its sales from Europe. Novo Nordisk 
also emerged as the leading producer of insulin in the 
world with a market share of 50 per cent.17

Over the years, Novo Nordisk changed the focus of 
its sustainability policy from the environment to health, 
safety, bioethics, and integrating issues related to 
social responsibility. In 2005, Novo Nordisk launched 
its ‘Changing Diabetes’ brand platform. Diabetes is 
a major cause of death with more than 80 per cent 
of diabetes deaths occurring in low- and middle-
income countries. An estimated 347 million people 
worldwide suffered from diabetes and according to 
World Health Organization’s estimates diabetes would 
be the seventh leading cause of death in 2030.18 The 
Changing Diabetes initiative aimed at bringing about 
a change in the lives of people suffering from diabetes 
through several other ways apart from treatment 
like science, humanitarian outreach, education, and 
public policy.19 The ultimate goal of the Changing 
Diabetes program initiative was to defeat the diabetes 
pandemic.20 Novo Nordisk took up ambitious 
challenges to tackle diabetes globally which was not 
an easy task considering that a huge percentage of the 
people afflicted were from developing countries and 
were less able to afford the treatment (See Exhibit IV 
for economic pyramid and access to diabetes care, and 

Exhibit V for Novo Nordisk’s ambitions in improving 
access to diabetes care up to 2015).

Manufacturing insulin was an energy intensive 
process. Therefore, another important area which Novo 
Nordisk focused on as part of its sustainable development 
initiatives was climate change. Novo Nordisk set 
long-term environmental targets in three areas, viz. 
CO

2
 emissions from energy consumption, energy 

consumption, and water consumption. Over the years the 
company was able to make significant progress in these 
areas. To inculcate a sense of responsibility among its 
employees toward all the stakeholders, it started training 
its employees in Business Ethics. By 2011, nearly  
99 per cent of the relevant employees had been trained 
in business ethics. Novo Nordisk also started to have 
diverse senior management teams to understand the 
needs of various sections of the society properly. By 
2011, 62 per cent of its senior management teams had 
members from diverse backgrounds. It set a target 
of having 100 per cent of senior management teams 
from diverse backgrounds by the year 2014. “We set 
out to show that it is possible to be a profitable and a 
responsible business. We strengthened our approach 
to sustainability, now revolving around the right to 
health and the need for improved diabetes care, actions 
to combat climate change, ethical business behavior, 
human rights, and how we can connect the dots,”21 said 
Kingo.

EXHIBIT IV ECONOMIC PYRAMID AND ACCESS TO DIABETES CARE 

Source: “Access to Health: Our Approach,” www.novonordisk.com.
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Middle of the
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Base of the Pyramid
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• Inefficient and little
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People with diabetes:

2010: 42 million

2030: 73.5 million

Top of the Base of the Pyramid
The “working poor”

Earn between $1,500 and
$3,000 per annum
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EXHIBIT V NOVO NORDISK’S AMBITIONS IN IMPROVING 
ACCESS TO DIABETES CARE UP TO 2015

Ambition Focus area Approach

Availability of treatment:
Develop quality-assured diabetes 
treatment
for all

Make insulin available to people 
with diabetes globally

 ■ Ensure continued supply of 
human insulin to low- and 
middle-income countries for 
at least another 10 years

 ■ Support research to 
document consequences and 
implications of diabetes

 ■ Share discoveries and 
knowledge that could have 
application in infectious-
disease areas

Address distribution challenges 
at the base of pyramid (BOP)

Explore business models for 
people living with diabetes in the 
BOP segment

Facilitate technology transfer Work with public and private
institutions in low- and middle-
income countries to enhance 
healthcare provision to the 
benefit of all patients

Accessibility of healthcare:
Work with partners to make 
diabetes care more accessible for 
those in need

Support strengthening of health 
care systems

Contribute to the training of 
healthcare professionals

Improve accessibility to insulin in 
remote areas

Reach out to people with 
diabetes in remote areas

Improve access to diabetes care 
for women and children

 ■ Establish partnerships for the 
improved delivery of care to 
children with diabetes in low- 
and middle-income countries

 ■ Establish partnership-based 
interventions as part of a 
long-term commitment to 
the improvement of health 
of women and the next 
generation

Affordability of treatment:
Work to improve affordability 
of treatment for patients, 
particularly in resource-poor 
settings

Improve funding for diabetes 
healthcare

Continue our annual 
endowment to the World 
Diabetes Foundation

Improve affordability of insulin  ■ Continue our differential 
pricing policy and provide 
insulin to the governments 
in least developed countries 
at maximum 20 US cents per 
patient per day

 ■ Work in partnership with 
governments and other 
organizations to increase the 
number of patients we reach 
in low- and middle-income 
countries
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Quality for patients:
Quality assurance in diabetes 
treatment for patients

Conduct responsible and ethical 
clinical trials

 ■ Support and ensure full 
transparency of  clinical-trial 
activities and results

 ■ Ensure that all persons 
enrolled in Novo Nordisk-
sponsored research are 
protected by the same rights, 
high ethical standards and 
regulations, regardless of 
geography

Work for safe medicines  ■ Maintain one global quality 
standard

 ■ Work against counterfeiting
 ■ Work with ministries of 

health and distributors to 
establish effective supply 
chains for delivery of insulin

Empower people with diabetes 
to achieve better health and 
quality of life

 ■ Continue research into the 
understanding of patient 
needs, including the 
psychosocial barriers against 
adhering to treatment 
regimens

 ■ Continue engaging with 
stakeholders, with a 
view to identifying areas 
for improvement in the 
management of diabetes

 ■ Support healthcare 
professionals to deliver better 
quality healthcare, building 
on principles of patient 
involvement and ongoing 
support

Source: “Access to Health: Our Approach,” www.novonordisk.com.

Ambition Focus area Approach

Novo Nordisk got several recognitions for its 
progress in sustainable development. It was named as 
the ‘most sustainable company in the world’ by the 
business magazine Corporate Knightsf for the year 
2012. Another Novo group company, Novozymes 
A/S was also ranked fourth in the list of global 
100 most sustainable corporations in the world. 
Commenting on the recognition, Kingo said, “This 
is a wonderful recognition of our Triple Bottom Line 
approach and a clear indication that Novo Nordisk 
is poised for long-term business success. But most 

importantly, it is an encouragement to continue to 
find new ways of growing our business in a way that 
is profitable, responsible, and valuable for patients, 
employees, and society.”22 Novo Nordisk was listed 
in the 2010/2011 Dow Jones Sustainability Indicesg 
(DJSI).23 It was also awarded a gold class ratingh 
by Sustainability Asset Managementi (SAM) in its 
Sustainability Yearbook 2011 in recognition of its 
integrated reporting, stakeholder engagement, and its 
consistent high sustainability performance.24

f Corporate Knights is a magazine focused on capitalism. The magazine focuses on how markets and companies can promote social and ecological sustainability.
g Dow Jones Sustainability indexers are a group of indexes which evaluate the world’s leading companies in their sustainability practices. 
h To qualify for the Gold Class distinction, a company’s Dow Jones Sustainability Indexes score needs to be within the 5 per cent of the respective 
sector leader’s score. 
i Sustainable Asset Management, headquartered in Zurich, Switzerland is an international investment company with exclusive focus on sustainability 
investments. 
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Pricing issue in Greece
Novo Nordisk had its presence in Greece through its 
wholly-owned subsidiary Novo Nordisk Hellas Ltd. 
The subsidiary was engaged in sales and marketing of 
the company’s products in Greece where the company 
maintained prices that were among the lowest in Europe. 
The market generated annual sales of €48 million 
(US$58 million) in 2009.25 In the end of May 2010, Novo 

Nordisk stopped selling some of its insulin products in 
Greece. These products included the ‘modern insulins’ 
(insulin analogues that were sold under the brands 
Novolog and Levemir) and other costly pen devices. 
(See Exhibit VI for Novo Nordisk’s communication to 
patients and doctors about its decision).

The decision to do so came after the government 
there decreed a 25 per cent cut in the prices of all the 
medicines sold effective May 3, 2010, due to the debt 

Important information about possible shortages of 
products (translated).

Novo Nordisk (Hellas Ltd) regretfully informs 
you of the temporary suspension of distribution of 
medicinal products in Greece. This will soon lead 
to shortages of certain products manufactured by 
Novo Nordisk.

Novo Nordisk came to this decision as a result 
of the adoption of new prices which required an 
average reduction of around 25 per cent. This is an 
unprecedented depreciation of its products and as 
prices in Greece are already among the lowest in 
Europe, Novo Nordisk cannot viably operate on a loss.

Novo Nordisk is confident that both the price 
schedule and the way it is implemented is unlawful 
to Greek and European legislation and will soon 
be withdrawn. For this purpose we are proceeding 
to take legal action.

Novo Nordisk is committed to providing treatment 
options for patients in Greece and is already moving 
to find a solution to this difficult situation, as the 
Greek branch (Greek Novo Nordisk Office) to 
become sustainable and to normalize the supply (of 
insulin on the) market. Unfortunately, we can not 
prevent this development from leading to a shortage 
of the following products in the Greek market:

1 ACTRAPID PENFILL INJ.SOL.FL 5x3ml x 
100iu/ml

2 GLUCAGEN HYPOKIT

3 LEVEMIR INJ.SOL. 100u/ml FLEXPEN x 5PF.
PEN x 3ml 100u/ml FLEXPEN x 5PF.PEN x 3ml

4 MIXTARD 30 PENFILL INJ.SOL FL 5x3ML

5 MIXTARD 40 PENFILL INJ.SOL FL 5x3ML

6 MIXTARD 50 PENFILL INJ.SOL FL 5x3ML

 7 NORDITROPIN SIMPLEXX 5mg

 8 NOVOMIX 30 FLEXPEN 5 PF 
PENx3mlx100u/ml

 9 NOVONORM 0,5 mg 120TABS

10 NOVONORM 1,0 mg 120TABS

11 NOVONORM 2,0 mg 120TABS

12 NOVORAPID 1 VIAL 10ml x100u/ml

13 NOVORAPID INJ.SOL FLEXPEN 5 
PENx3mlx100u/ml

14 PROTAPHANE PENFILL INJ.SOL.FL 
5x3ml

15 TRISEQUENS FC tabl BT X 28

16 VAGIFEM 25pg 16. VAGIFEM 25 mg

17 VICTOZA IN.SO.PFP 6 mg/ml 2 PF PENS x 3ml

We (Novo Nordisk) advise patients using the above 
products to communicate with their physician to 
discuss alternative therapeutic options.

Health professionals whose patients are 
prescribed the above products are encouraged 
to inform their patients about this situation and 
discuss possible alternative treatment options.

Until further notice, and because of concerns 
for people with diabetes who use our products 
in Greece, Novo Nordisk will have unobstructed 
human insulin in vials of 10 ml at reduced prices 
set by the new price schedule.

 ■ ACTRAPID

 ■ PROTAPHANE

 ■ MIXTARD 30

We understand the anxiety and truly regret the 
inconvenience caused to people with diabetes who 
use these products.

EXHIBIT VI NOVO NORDISK’S COMMUNICATION TO PATIENTS 
AND DOCTORS REGARDING ITS DECISION
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crisisj that the country was facing. Novo Nordisk 
said that the price cut would result in a loss to its 
business. Commenting on the decision to stop selling 
its products in Greece, Mike Rulisthe, spokesperson 
of Novo Nordisk, said, “A 25 per cent price cut does 
not allow us to run a sustainable business in Greece, 
and this is what we have told the government.”26 

Novo Nordisk further said that a price cut in Greece 
would lead to similar moves in other countries where 
the prices in Greece were taken as reference prices 
which would result in serious financial consequences 
for the company. At the time of their withdrawal 
from the market, more than 50,000 people suffering 
from Type 1 diabetes in Greece used Novo Nordisk’s 
insulin products for their survival.

During the same time other European governments 
were also having a hard look at high drug prices in 
a bid to tackle runaway budget deficits. Countries 
including Germany, Italy and Spain had proposed 
or enacted price reductions or adopted other cost-
control measures for various drugs.27

Putting profits above corporate 
social responsibility?

Novo Nordisk was severely criticized by patients 
and NGOs for the withdrawal. Activists alleged that 
this decision ran contrary to the social responsibility 
that Novo Nordisk claimed in its annual reports. The 
Greek diabetes association called the withdrawal 
of Novo Nordisk’s insulin products from Greece a 
“brutal blackmail and a violation of corporate social 
responsibility”.28

Novo Nordisk responded to the criticism saying 
that the Greece government owed it US$ 36 
million in the form of unpaid bills and blamed the 
improper handling of the Greece economy by its 
government for the situation. Sorensen, said that it 
was “the irresponsible management of finances by 
the Greek government which puts both you and our 
company in this difficult position.”29 Some experts 
too blamed the government for its financial woes 
and lambasted it for what it called the countries 
corrupt and flawed systems.

Novo Nordisk also said that it had stopped selling 
only its modern products like pen devices and patented 
insulin products in Greece. It said it continued to sell 
its other insulin product, Novolinbiosynthetic human 

insulin.30 It also continued to provide another of its 
cheaper insulin products, Glucagen insulin, free 
of charge in Greece.31 Novo Nordisk claimed that 
these products were sufficient for the survival of any 
person suffering from diabetes.

Activists alleged that Novo Nordisk was trying to 
shift the responsibility on to the Greece government 
while focusing only on profits. The company had been 
steadily raising the price of its insulin products for six 
consecutive quarters across the world which resulted 
in a higher profit margin for its insulin products, they 
said. Pavlos Panayotacos a Greek economist whose 
10-year-old daughter suffered from diabetes, said in 
a letter to Novo Nordisk, “As an economist I realize 
the importance of making a profit, but healthcare 
is more than just the bottom line. As you well may 
know, Greece is presently in dire economic and 
social straits, and you could not have acted in a more 
insensitive manner at a more inopportune time.”32

Explaining the chal lenging di lemma the 
company faced, CEO Sorensen said, “This year, 
as several governments in Europe mandated 
price cuts to address their economic problems, 
we faced dilemmas between operating profitably 
and continuing to serve people who rely on our 
products... In a situation like this, there is a major 
dilemma for a company like ours. The proposed 
price reductions for patented products would not 
have allowed us to continue running a profitable 
business in Greece. In the long term, if we cannot 
maintain profitability, we will be unable to 
continue to provide and improve treatment for the 
people who most need it.”33

Looking ahead
Novo Nordisk resumed selling all its insulin 
products in Greece after the government agreed to 
raise the prices of its drugs there in July 2010.34 
In June 2010, the Greek government issued a 
new price bulletin for 48 insulin products which 
became effective June 14. The new prices were 
7–8 per cent lower than the average of the three 
lowest prices in Europe. The government also 
said that it would base future prices in Greece on 
the average of the three lowest prices in Europe 
in an upcoming price decree, which it planned to 
put in place by September 1, 2010. According to 

j The Greek government-debt crisis was a financial crisis that the Greek government was facing since 2009 due to many factors like high  government 
debt and rising fiscal deficit. The Greek government had implemented several austerity measures to deal with the crisis.
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a spokesperson of Novo Nordisk, “This gives us 
confidence that we will reach a long-term solution 
through the dialogue we will be having with the 
government about the decree... To ensure that 
people with diabetes in Greece can continue to 
have access to our most modern insulin products, 
we have therefore accepted the new temporary 
prices.”35 But, the new prices were still 10 per 
cent less than what they had been before the 
controversy erupted.

By the year 2011, Novo Nordisk was selling its 
insulin products at a subsidized price in 75 per cent 
of the least developed countries. (See Exhibit VII  
for the percentage of poorest countries where 
Novo Nordisk sold its subsidized insulin). And, 
it had a long-term target of making its cheaper 
insulin products available in 100 per cent of the 
least developed countries. However, despite the 
resumption of the sales of its products in Greece, 
the controversy regarding the Greek price cut was 

seen by many analysts as a big public relations 
disaster for Novo Nordisk. They said that the episode 
had dented its image as a champion of sustainable 
development. Some analysts raised questions on the 
readiness of the company to face the new challenging 
environment marked by increased regulatory scrutiny 
and stakeholder activism that companies around the 
world were facing in their operations. Even the senior 
management team at Novo Nordisk considered it 
a key challenge that they were facing particularly 
while operating in developing countries. In their 
words: “Even though our core business philosophy 
requires us to make a difference where we can, 
there are significant dilemmas involved for us as a 
company. What role should we assume in developing 
countries? How can we develop new sustainable 
business models? How will our investors respond 
to such business models? How do we avoid creating 
unhealthy dependencies between us and our project 
partners?”36

EXHIBIT VII PERCENTAGE OF POOREST COUNTRIES WHERE 
NOVO NORDISK SOLD SUBSIDIZED INSULIN
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In 2015, Seattle-based e-commerce giant Amazon.
com, Inc. (Amazon) surprised investors by posting 

an unanticipated second quarterly profit in a row after 
struggling with profitability the previous year. In the 
third quarter ended September 30, 2015, Amazon’s 
revenues increased by 20 per cent to US$23.2 billion, 
while net income was US$79 million, compared with 
a net loss of US$437 million in the corresponding 
quarter of the previous year. The revenue growth 
was attributed to the company’s rapidly growing 
cloud-computing business, higher sales in North 
America, and initiatives to attract more customers. 
On the back of these unexpected quarterly results, 
Amazon shares surged, making it the most valuable 
retailer in the world surpassing Wal-Mart Stores  
Inc1 as of July 2015i (See Exhibit I and II). “They are 
showing investors that if they want to deliver profits, 
they can. Amazon is a dominant online retailer, well 
on its way to becoming one of the world’s largest 
retailers,”ii said Michael Pachter, analyst at Wedbush 
Securities Inc2.

Launched as an online bookstore in 1995, 
Amazon quickly expanded beyond books to 
include a l l  types  of  consumer  goods.  The 
company constantly innovated with its business 
model and moved from consumer electronics 
to cloud computing services and later into the 
technology business. Amazon’s business model 
was built around low prices, a vast selection, fast 
and reliable delivery, and a convenient online 
customer experience. Besides offering customers 
a vast selection of products at low prices, Amazon 
also provided marketing and promotional services 
for third-party retailers and web services for 
developers. It was Amazon’s relentless focus on 
value and selection along with innovations around 
shipping and handling cost reductions that had 
made it a leader in  e-commerce, opined analysts.

Amazon reinvested much of its free cash flow 
in its growth. The company’s strategy was to put  
long-term investment, market gains, and value 
creation ahead of short-term profits. Amazon 
constantly plowed cash back into the business and 
continued building new businesses in the hope of 
getting greater returns in the future. Though the 
strategy helped the company in capturing a larger 
share of the e-commerce sector, it was consistently 
reporting losses. In the third quarter of 2014, Amazon 
spent about 12 per cent of its revenues on technology 
and content including new-product development and 
licensing for music and video streaming. That led to 
the biggest quarterly loss the company had suffered 
in 14 years. Despite the lack of profits, Amazon’s 
shareholders backed the strategy of the CEO, Jeff 
Bezos, of being indifferent to short-term earnings in 
anticipation of future profits.

According to some critics, if the huge investments 
made by Amazon did not work out, investors’ 
patience would finally run out and the company 
would be in trouble. They felt that Amazon had 
boundless ambition, but going forward, the company 
would have to be selective about where it invested in 
order to turn profitable. Moreover, some analysts felt 
that between price-match guarantees, free shipping, 
and plans to go multi-channel, other competitors 
were finally catching up with Amazon in the online 
retail game. Amazon would need to work harder and 
meet the expectations of its customers to maintain 
its dominance in the highly competitive online 
retail sector, they added. Some analysts raised 
questions like: How can Amazon keep its prices low 
as it grows? Is it time for the company to adjust its 
“growth now profits later” formula? Should it stop 
entering new categories and markets and instead 
focus on making profits? Will Amazon shareholders 
continue to be patient?

Amazon.com’s business model  
and its evolution
By Syeda Maseeha Qumer and Debapratim Purkayastha

CASE
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1 Wal-Mart was the largest retailer in the world with annual net sales of US$482 billion in the fiscal year ended January 31, 2015. It operates a chain 
of retail stores in various formats worldwide.

2 Wedbush Securities Inc is a US-based financial services and investment firm.
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Background note
Amazon was founded in June 1994 by Bezos. At that 
time, the internet was gaining popularity and was 
being considered as a potential business medium. 
To cash in on this trend, Bezos came up with the 
idea of selling books to a mass audience through the 
internet. In June 1995, Bezos launched his online 
bookstore, Amazon.com, named after the river 
Amazon. Amazon officially opened for business on 
July 6, 1995. At the beginning, Amazon’s business 
model was based on the “sell all, carry few” strategy 

wherein Amazon offered more than a million books 
online, though it actually stocked only about 2000. 
The remaining titles were sourced predominantly 
through drop shipping wherein Amazon forwarded 
customer orders to book publishers, who then 
shipped the products directly to the consumers. 
By the end of 1996, Amazon was offering about  
2.5 million book titles. In 1996, the company’s net 
sales were about US$15.7 million and it reported a 
net loss of US$5.7 million.

To attract customers, Amazon launched the Amazon 
Associates Program in July 1996. This was an affiliate 

EXHIBIT I MOST VALUABLE S&P 500 COMPANIES (AS OF JULY 2015)

Company Industry Market Value (US$ Billions)

Apple Technology 713.7
Google Technology 462.5
Microsoft Technology 370.1
Berkshire Hathaway Financials 350.2
Exxon Mobil Oil & Gas 339.3
Wells Fargo Financials 299.5
Johnson & Johnson Healthcare 277.9
Facebook Technology 268
General Electric Industrials 264.6
Amazon.com Retail 262.7
JPMorgan Chase Financials 258.4
Walmart Retail 233.5

Source: www.usatoday.com/story/money/markets/2015/07/23/amazon-worth-more-walmart/30588783/.

EXHIBIT II MARKET VALUE OF AMAZON.COM
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marketing program which allowed smaller websites to 
sell books through a link to Amazon posted on their 
sites. These sites in turn received a commission of 
15 per cent for any referred purchase and 5 per cent 
for any other purchase made by that consumer. The 
program was successful as was evident from the fact 
that about 800,000 associates had signed up with 
Amazon by September 2002. As the scale of Amazon’s 
operations grew, its partners found it difficult to fulfill 
the company’s quick shipment promise. As a result, 
Amazon began to build its own warehouses. In 1997, 
sales grew to US$147.8 million, an 838 per cent 
increase compared to the previous year. Customer 
accounts too increased from 180,000 to 1,510,000, a 
738 per cent increase over the preceding year.

Over a period of time, Bezos realised that his earlier 
business model would not sustain the kind of growth 
he was looking for and decided to diversify. In 1998, 
Amazon expanded beyond books to include all sorts of 
shippable consumer goods such as electronics, videos, 
and toys and games. This led to a reversal of its business 
model from a “sell all, carry few” strategy to a “sell all, 
carry more” model. The focus shifted to a business 
model built around excellent delivery and efficient 
logistics. Orders began to land quickly at the doorsteps 
of customers. To attract third party sellers, Amazon 
launched a feature called ‘Zshops’ in September 1999, 
which enabled merchants and customers to set up online 
stores on Amazon for a monthly fee of US$10 and a 
transaction cost of 1–5 per cent of the value of the sale. 
Retailers and third party sellers registered on Zshop 
could sell their products on Amazon’s site. Through 
Zshops, the company devised a new value proposition 
and by the end of 1999, Amazon’s sales surpassed the 
billion dollar mark to reach US$1.6 billion.

In early 2000, Amazon started offering technology 
services through its e-commerce platform called 
Amazon Enterprise Solutions. It entered into 
partnerships with traditional brick-and-mortar 
retailers such as Borders, Inc.3 (Borders) and 
Target Corporation4 (Target) and offered them its 
e-commerce and customer service infrastructure 
to sell their products. In 2000, Amazon’s stock 
price dropped by more than two-thirds and analysts 
began to criticize the retailer for entering into too 
many product categories and spreading itself too 
thin. That year, the company posted a net loss of 
US$1.4 billion and was on the verge of bankruptcy.  

To save his company from insolvency, Bezos decided 
to cut costs and restructure its business model. Amazon 
stopped selling products which were not profitable. As 
a cost-cutting measure, in January 2001, the company 
laid off 1300 workers, closed down two warehouses, 
and shut down the customer-service center at Seattle.

Bezos devised a strategy wherein Amazon decided 
not to expand its own warehouse inventory but to sell 
products through the warehouses of other companies. 
It allowed companies to sell their products online 
through Amazon and charged them a part of the sales. 
The strategy proved to be a success and Amazon 
posted a net profit of US$5.1 million in the fourth 
quarter of 2002. By the end of 2002, Amazon had 
about 22.3 million registered users on its site.

In 2002, Amazon identified a new area of growth by 
launching Amazon Web Services (AWS), a platform of 
computing services offered online for other websites 
or client-side applications by Amazon. These web 
services provided developers access to Amazon’s 
technology infrastructure that they could use to run 
virtually any type of business. Serving the needs of 
these developer customers required different processes, 
resources, and a new business model. Though at that 
point it was risky for Amazon to invest in new business 
models, Bezos went ahead and launched AWS. The 
move was largely successful as within five years of 
its launch, AWS had grown into one of the largest 
computing services platforms in the world.

In 2003, Amazon expanded its overseas business 
by launching international websites in Asia-Pacific 
and European countries. To deliver goods to end 
consumers at a reasonable price, Amazon employed a 
business model called the ‘Online Retailers of Physical 
Goods’ wherein it obtained products directly from the 
distributors rather than stocking all the goods in its 
warehouse. In 2005, Amazon launched a free shipping 
program for its customers called Amazon Prime5, 
wherein customers received free two-day shipping on 
their purchases for a fee of US$79 per year. According 
to industry observers, the program disrupted the retail 
industry by enveloping more customers into its fold 
and enhancing customer loyalty.

In 2006, Amazon developed a new business model 
aimed at serving an entirely different customer – 
third-party sellers. The company offered fulfillment 
services to sellers through the Fulfillment by 
Amazon (FBA) program where merchants sent 

3Borders, Inc is an international bookseller based in Ann Arbor, Michigan, US.
4Target Corporation is one of the leading discount retailers in the US.
5 In 2005, Bezos launched Amazon Prime, a membership program which offered customers a free two-day shipping on their purchases for a fee of 
US$79 per year. In 2014, Amazon raised the annual fee for the Amazon Prime membership by US$20 to US$99, attributing the hike to an increase 
in fuel and shipping costs.
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cartons of their products to Amazon’s warehouses 
while Amazon took the orders online, shipped the 
products, answered queries, and processed returns. 
Amazon gained a competitive advantage by publicly 
sharing its business model with small enterprises 
through the FBA program, said industry observers. 
By opening up its business to other retailers who 
were basically competitors, Amazon transformed 
its business from direct sales to a sales and service 
model, bringing many sellers under one roof and 
receiving commissions from their sales.

In late 2007, Amazon set up its research division 
Lab126 and launched the Kindle e-book reader. 
The e-book reader was a business model not only 
alien to Amazon but also potentially disruptive to 
the publishing industry. To launch Kindle, Amazon 
had to become an original equipment manufacturer 
(OEM) and partner with independent publishers 
to generate content for the Kindle. The Kindle was 

successful in the market and in the first year of its 
launch, Amazon sold an estimated 500,000 Kindles.

In July 2009, Amazon acquired US-based online 
shoe retailer Zappos for US$847 million in stock and 
cash. In 2012, it forayed into the world of designer 
fashion, selling high end clothing, shoes, handbags, 
and accessories through its website Amazon Fashion. 
In April 2014, the company entered into the highly 
competitive video and games streaming market by 
releasing Fire TV6. Three months later, in an ambitious 
strategic move, Amazon debuted in the crowded 
smartphone market with the launch of Fire Phone. In 
order to bring the company closer to customers, Amazon 
opened its first physical store on the campus of Purdue 
University in West Lafayette, Indiana, in February 2015.

In 2014, Amazon’s net sales increased 20 per cent 
to US$88.99 billion, compared to US$74.45 billion in 
2013. Net loss was US$241 million, compared with net 
income of US$274 million in 2013iii (See Exhibit III).

EXHIBIT III AMAZON.COM CONSOLIDATED INCOME  
STATEMENT (US$ IN MILLIONS)

12 months ended
Dec 31, 

2014
Dec 31, 

2013
Dec 31, 

2012
Dec 31, 

2011
Dec 31, 

2010

Net product sales 70,080 60,903 51,733 42,000 30,792
Net services sales 18,908 13,549 9360 6077 3412
Net sales 88,988 74,452 61,093 48,077 34,204
Cost of sales 262,752 254,181 245,971 237,288 226,561
Gross profit 26,236 20,271 15,122 10,789 7643
Fulfillment 210,766 28585 26419 24576 22898

Marketing 24332 23133 22408 21630 21029

Technology and content 29275 26565 24564 22909 21734
General and administrative 21552 21129 2896 2658 2470
Other operating income  
(expense), net

2133 2114 2159 2154 2106

Income from operations 178 745 676 862 1406
Interest income 39 38 40 61 51
Interest expense 2210 2141 292 265 239
Other income (expense), net 2118 2136 280 76 79

Non-operating income (expense) 2289 2239 2132 72 91
Income (loss) before income taxes 2111 506 544 934 1497
Provision for income taxes 2167 2161 2428 2291 2352
Equity-method investment activity, net 
of tax

37 271 2155 212 7

Net income (loss) 2241 274 –39 631 1152

Source: Amazon.com Inc., Annual Reports.

6Fire TV is a set-top box that plugs into HDTV for easy and instant access to Netflix, Prime Instant Video, Hulu Plus, and low-cost video rentals.
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Building and evolving the  
business model

Over the years, Amazon had disrupted the online 
retail industry and transformed itself from an 
 e-commerce player to a powerful digital media 
platform focused on growth and innovation. It 
constantly reinvented its business model and found 
new ways to create value for its customers. According 
to analysts, Amazon’s business model was innovative 
because it combined the company’s online retail 
expertise with its ability to understand the needs 
of its  customers. Amazon moved beyond books to 
foray into completely new product categories such 
as e- readers and enterprise cloud computing services 
(See Exhibit IV). When he founded the  company, 
Bezos was aware that there would be a constant need 
to modify Amazon’s business model to survive in 
the highly competitive online retail market. Since 
then, Amazon had been consistently evaluating and 
experimenting with its business model by developing 
expertise in  e-commerce innovation and investing 
in multiple businesses to differentiate itself from 
brick-and-mortar retailers. According to industry 

experts, Amazon was successful largely because of 
its exceptional growth in new markets and adjoining 
markets. “Amazon at its roots is built to transform. 
When it finds opportunities to serve new customers, 
or existing customers in new ways, it conceives and 
builds new business models to exploit them. Amazon 
has the unique ability to launch and run entirely new 
types of businesses while simultaneously extracting 
value from existing businesses,”iv said Mark W. 
Johnson co-founder of Innosight LLC.v

Amazon’s business model was based on capturing 
growth through innovative disruption as the company 
believed that innovation was the key to sustainability. 
The four pillars of Amazon’s business model were – 
low prices, wide selection, convenience, and customer 
service. The attributes offered by Amazon, like low 
prices, vast selection, fast and reliable delivery, and a 
convenient online shopping experience, complemented 
each other. According to William C. Taylor, one of 
the founding editors of Fast Company, “These value 
propositions are interrelated, and they all relate to 
the Web. We have the widest selection because we 
operate in the virtual world. We discount because we 
have a lower cost structure than physical stores do 

EXHIBIT IV AMAZON’S BUSINESS MODEL EVOLUTION

“Amazon at its roots is built to transform. When it finds opportunities to serve new customers, or existing customers in new 
ways it conceives and builds new business models to exploit them. Amazon has the unique ability to launch and run entirely 

new types of businesses while simultaneously extracting value from existing businesses.” Business Week

Amazon - Product and Business Model Evolution
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… . We also want to “redecorate the store” for every 
customer. We can let people describe their preferences, 
analyze their past buying patterns, and create a home 
page specifically for them. These interactive features 
are going to be incredibly powerful. And you can’t 
reproduce them in the physical world. Physical 
stores have to be designed for the lowest common 
denominator.”vi

Low prices
Amazon’s value proposition of low prices ensured 
that customers got the best deal. Over the years, 
Amazon had proactively cut prices and offered free 
shipping in order to attract customers. Reportedly, 
the prices of goods sold by Amazon were up to  
13 per cent lower than those prevailing in other online 
and brick-and-mortar stores.vii According to industry 
observers, Amazon was able to offer the lowest prices 

possible to customers by improving its operating 
efficiencies, leveraging fixed costs, and allowing third 
party sellers to sell their products on the Amazon 
website and it passed on the savings to its customers 
in the form of lower prices. Moreover, Amazon had 
lower overhead costs as it did not have to maintain 
physical stores. The sales tax advantage it derived in 
some places where it did not have a physical presence 
also helped the company in keeping its prices low and 
gave it a cost advantage over brick-and- mortar stores. 
Also, ‘Frugality’, one of the core values of Amazon, 
created significant savings for the company and 
allowed it to lower its prices (See Exhibit V).

But some analysts felt that Amazon might not 
be as price competitive as it was perceived to be. 
According to them, Amazon gauged the most popular 
items in the online retail market and adjusted the 
prices of those items that shoppers were most likely 
to price compare. It offered huge discounts on its 

EXHIBIT V AMAZON CORE VALUES

1 Customer Obsession: We start with the customer and work backward.

Invest in Customers First

“If you do build a great experience, customers tell each other about that. Word of mouth is very 
powerful.” – Jeff Bezoz

Customer Focus Frugality Innovation

“We start with the customer and 
work backward.”

“Amazon is spending money on 
things that matter to customers.”

“I think frugality drives innovation, 
just like other constraints do.”

Following a bottom-up 
approach, every decision 
at Amazon is driven by the 
customer’s needs.

Frugality is part of the 
company’s DNA. Amazon is 
continually looking for ways to 
do things cost-effectively.

Amazon is always looking 
for simple solutions in order 
to provide lower prices to its 
customer.

Amazon created a trusted, informative and loyal relationship with its customers. 

Source: www.smartinsights.com.

2 Innovation: If you don’t listen to your customers you will fail. But if you only listen to your 
customers you will also fail.

3 Bias for Action: We live in a time of unheralded revolution and insurmountable opportunity – 
 provided we make every minute count.

4 Ownership: Ownership matters when you’re building a great company. Owners think long-term, 
plead passionately for their projects and ideas, and are empowered to respectfully challenge decisions.

5 High Hiring Bar: When making a hiring decision we ask ourselves: “Will I admire this person? Will 
I learn from this person? Is this person a superstar?”

6 Frugality: We spend money on things that really matter and believe that frugality breeds 
resourcefulness, self-sufficiency, and invention! 

Source: www.amazon.com/Values-Careers-Homepage.
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most popular products, while making profits on less 
popular ones. For instance, Amazon priced a best-
selling router 20 per cent below its competitor’s 
price; at the same time, it priced a less popular 
model 29 per cent more than its competitor. Offering 
consistently low prices on the best-selling items led 
to a perception among consumers that Amazon had 
the best prices overall, pointed out experts.

Wide selection
Amazon offered customers the biggest selection of 
products. As of 2015, the Amazon website had about 
20 product categories including Books; Movies; 
Music; Video Games; Electronics & Computers; 
Home & Garden; Tools; Toys; Kids & Baby; Grocery; 
Health & Beauty; Clothing; Shoes & Jewelry; Health 
& Beauty; Sports & Outdoors; and Automotive & 
Industrial. By purchasing large volumes of products 
directly from manufacturers, distributors, and 
publishers, Amazon received discounts from them. 
Amazon also expanded into new categories like 
film streaming and cloud computing. In order to 
expand the selection of new products available on 
its websites, Amazon launched programs such as the 
Merchants@ programs and the Syndicated Stores 
program wherein it enabled small businesses to offer 
their products for sale on its websites.

Amazon adopted a three-pronged strategy in order 
to widen its selection of products. It set up special 
teams’ category-wise at its stores which focused 
on buying products, working with vendors, and 
expanding customers’ selection. In its seller business 
where third parties were involved, Amazon appointed 
category managers who decided on the categories 
where they wanted sellers and subsequently invited 
them to do business. In certain categories like home 
décor where Amazon wanted to further augment 
the selection, it offered Product Ads, an advertising 
program that allowed sellers to promote their products 
on Amazon’s website by uploading their catalogue. 
These Product Ads offered Amazon customers an 
unprecedented selection in a wide range of categories.

Convenience
The third pillar of the Amazon business model was 
convenience. Amazon offered customers hassle 
free anytime, anywhere ordering by using modern 
technology and ensuring that any product could 
be delivered cheaply and reliably through a simple 
order process accessible from customers’ homes or 
offices. Amazon’s website was browser friendly with 

easy-to-use functionality, fast and reliable delivery, 
timely customer service, feature rich content, and a 
trusted transaction environment. The website offered a 
selection of search tools to find books, music, videos, 
and other products based on keyword, title, subject, 
author, artist, publication date, etc. Amazon’s website 
was designed to keep the download time to a minimum.

Customers could easily find products on the 
Amazon website through an easy to search format and 
also benefited from features such as user-generated 
reviews, product recommendations, browsing options, 
gift certificates, book excerpts, etc. According to 
analysts, the product ratings and reviews on the 
Amazon site made consumers informed, perceptive, 
and price sensitive. At Amazon, product availability 
was a priority and shipping was completed as close to 
the time of order as possible. The company ensured 
that a first time user became a habitual customer. For 
instance, if a book was unavailable, it would try to find 
a used copy. If the wrong product was shipped, the 
company made sure it accepted returns and provided 
the correct items as quickly as possible.

To conveniently ship items to customers, Amazon 
relied on an entirely automated order management 
system, closely linked to its suppliers and payment 
networks. The website offered customers up-to-date 
inventory availability information, estimated delivery 
date, and delivery shipment notifications. Customers 
could send products to multiple locations through 
different modes of payments such as credit card, wire 
transfer, or checks. They could check the shipping 
costs of each item before deciding on the mode of 
delivery. As soon as a customer placed an order, he/
she received an e-mail confirming all the details. The 
customer’s credit card was charged only when the 
order was actually shipped. Customers could track 
their orders in process and view the complete order 
history at any time using the “Your Account” feature 
on the company’s website. Additionally, customers 
could cancel unshipped items, change delivery 
instructions and payment options, combine orders, edit 
gift options, and return items using the same feature. 
In case customers wanted to contact customer service 
representatives, they could do so by e-mail or phone.

Amazon operated customer service centers 
globally and fulfilled customer orders through the US 
and international fulfillment centers and warehouses. 
About 95 per cent of the products were shipped on 
the day they were ordered. Products were packed in 
strong boxes with extra padding to ensure they reached 
customers in good condition. According to observers, 
the entire Amazon delivery system was so quick and 
convenient that it generated plenty of word-of-mouth 
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recommendations. “Consumers love Amazon because 
they can find whatever they want, order it with a click 
of a button, and get in within 24 hours, sometimes less. 
That presents an immense logistical challenge, which 
Amazon has solved with a vast, super-efficient, and 
super-expensive distribution system. These investments 
are driving Amazon forward and preventing rivals 
from catching up. More than that, they make up the 
essence of what the firm is,”viii said Adam Gale (Gale), 
Section editor at Management Today.

Customer service
Customer service, loyalty, and customer retention 
were the three important aspects of Amazon’s 
service culture. Offering compelling value to its 
customers had been the core strategy of Amazon 
since its inception. The company seduced customers 
through low prices, prompt delivery, a growing array 
of services and products, and exemplary customer 
attention. Amazon primarily focused on three 
primary customer groups – consumer customers, 
seller customers, and developer customers.

The company believed that a good customer 
experience would lead to repeat buyers. It worked 
relentlessly to develop and innovate ways by which 
customers could be served and satisfied. It provided 
easy-to-use functionality, fast and reliable fulfillment, 
and timely customer service. Amazon built a personal 
bond with customers by helping them make decisions 
through recommendations of items based on past 
purchases, user reviews and ratings, and suggestions 
on complementary purchases. Some of the customer-
friendly features available on Amazon were a 
personalized shopping experience for each customer, 
book discovery through the “Search inside the 

Book” option, convenient checkout using “1-Click 
Shopping,”7 and several community features such as 
Listmania8, Gold Box,9 and Windowshop View10.

Amazon offered customers a variety of products and 
services, some of which it did not make any money on, 
but were more valuable to the customer. The company 
invested heavily in building advanced technological 
infrastructure and spent huge sums of money on 
customer service and loyalty programs, even though 
it affected the operating margins of the company (See 
Exhibit VI). Some of the popular customer service 
initiatives launched by Amazon were Amazon Prime, 
Mayday11, One Day Delivery service12, Amazon 
Dash13, Amazon Lockers14, and Automatic refunds15. 
In December 2013, Amazon began working on a 
drone-based delivery system in the US called Amazon 
Prime Air to deliver packages at customers’ doorsteps 
within 30 minutes in urban areas.

According to analysts, Amazon had built a 
deeply loyal customer base over the years. By the 
end of 2014, Amazon had a customer base of 270 
million.ix Experts attributed the increase in customer 
base mainly to the company’s user-friendly website 
and excellent customer service. “Amazon’s customer 
service has always been recognized and applauded 
as world-class. This is remarkable, especially since 
it is a purely online retailer. Amazon has hardly 
any ‘human’ interactions – often considered crucial 
 perception points for increasing customer satisfaction 
and loyalty – in the value delivery chain. Many 
companies try to emulate Amazon and cost-effectively 
provide higher levels of service through leveraging 
technology. But Amazon does not only ‘deliver 
 customer service’ – they build powerful partnerships 
with their customers,”x said Ron Kaufman, a leading 
customer service consultant.

7 This feature allows registered users to place an order by clicking just one button. It is not necessary for the customer to repeatedly fill in shipping 
and credit card information while buying products. 

8 The Listmania feature allows customers to share compiled lists of products with other consumers. These lists may be created using any product 
sold or offered on Amazon. 

9 Gold Box highlights special deals offered by Amazon by the day, hour, or availability. 
10 Windowshop View allows users on the website to browse products and view them in a 3D-simulated environment to get the feel of walking 

through an aisle.
11 A new customer support feature called Mayday was launched on the company’s new Kindle Fire HDX tablet in September 2013. The Mayday 

button enables customers to connect to a live customer support professional for help with any type of product query within 15 seconds, 24/7, free 
of charge. 

12 In November 2013, Amazon in collaboration with US Postal Service rolled out its One Day Delivery service to deliver packages to Amazon Prime 
members on Sunday. The service was initially started in Los Angeles and New York and later extended to Dallas, Houston, New Orleans, and 
Phoenix. 

13 In April 2014, Amazon launched a new device called named Amazon Dash that allowed customers to add groceries and household goods to 
their shopping lists using the AmazonFresh service. The Dash is a wand-like wireless device that includes a microphone and a barcode scanner, 
 enabling customers to add items to an AmazonFresh shopping list by scanning a product’s bar code or speaking its name. 

14 Amazon Locker is a self-service delivery location where customers can pick up and return their Amazon orders at their convenience with no 
 additional costs. These lockers are available in a variety of locations throughout the US.

15 In 2013, Amazon launched a new customer service tool called Automatic refunds where it proactively refunded customers if it felt that its 
 customer experience was not up to the mark.
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Amazon’s growth wheel
In 2001, Bezos and his employees outlined a 
virtuous cycle called the “Amazon Flywheel”, 
which they believed powered their business. Bezos 
once invited well-known author and business 
consultant Jim Collins (Collins) to participate in 
Amazon’s executive retreat in 2001 to discuss 
the company’s future. As part of the discussions, 

Collins told Bezos and his executives that they 
had to decide what they were best at. Drawing 
on Collins’s concept of a flywheel, Bezos and his 
executives drew their own virtuous circle placing 
customer experience at the core of Amazon’s 
flywheel. Internally, it was referred to as Bezos’ 
napkin diagram as he drew it on a napkin.

Customer experience was at the core of  Amazon’s 
flywheel. According to the concept, growth would 

EXHIBIT VI FEATURES OFFERED TO CONSUMER CUSTOMERS*

Customer
Reviews

Reviews by registered users helped customers make informed purchase decisions.

Online reviews Amazon let customers submit feedback on books and other products sold on the site. 
It was a popular online feature as consumers could share their thoughts with other 
readers.

Personalized
recommendations

Amazon.com suggested books that registered users might like, based on their past 
purchases, customer ratings, and authors preferred.

Instant Order Update It informed customers when they were about to purchase a product that they had 
already purchased.

Amazon Prime This was a free two-day shipping for US$79/year with no minimum purchase required. 
It could be upgraded to one-day/overnight shipping for US$3.99.

FREE Super Saver 
Shipping

This feature provided all customers with free shipping on orders over US$25 though 
some conditions applied.

1-Click Ordering This allowed registered users to place an order by clicking just one button. It was not 
necessary for the customer to repeatedly fill in shipping and credit card information 
while buying products.

Where’s My Stuff This allowed customers to track the status of their shipment.

Wish List Customers could make lists of products they would like to purchase or get as gifts.  
The list could be saved for online viewing by others.

Amazon.com
Anywhere

This allowed customers to shop on Amazon using their wireless devices.

Purchase Circles This showed lists of the most popular items purchased by customers in a given zip 
code.

Look Inside the Book The shopper could browse through pages of books using this feature.

Search Inside the 
Book

Customers could search the text inside books for specific keywords.

Amazon Dash A new device, this allowed customers to add groceries and household goods to their 
shopping lists using the AmazonFresh service.

May Day The Mayday button enabled customers to connect to a live customer support 
professional for help with any type of product query within 15 seconds, 24/7,  
free of charge.

*the list is not exhaustive.

Compiled from various sources.
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be faster when more customers visited the site. By 
offering low prices, a wide selection, and a great 
customer experience, Amazon was able to drive traffic 
(customers) and increase sales, which in turn attracted 
third party sellers and accelerated the wheel. By 
partnering with the best third party sellers, Amazon was 
able to offer a wide selection of products that added to 
economies of scale and allowed the company to benefit 
from a lower cost structure. This led to improvement 
in operating efficiencies and the savings were passed 
on to its customers in the form of lower prices and 
free shipping, which in turn attracted more customers 
(See Figure 1). When any part of this wheel was fed, it 
accelerated the loop and the cycle continued.

According to experts, Amazon focused on 
innovat ion,  select ion,  pr ice ,  and customer 
 service that continuously improved the customer 
 experience and resulted in market share gains. 
Commenting on the company’s growth, Patrick 
O’Brien, a lead analyst at Verdict Retail,16 said, 
“They’ve managed to get top of mind on every 
category without doing anything  creative – 
Amazon’s 20 years isn’t a marketing story, it’s all 
about availability and scale.”xi

Growth now, profits later
Amazon generated revenues by selling millions of 
products to customers through its retail website and 
by charging third party sellers who sold products on 
Amazon’s website. It also served as a platform for 

independent publishers to publish books on Kindle 
with a 35 per cent or 70 per cent royalty option. 
In addition, Amazon generated revenue from 
its cloud business by providing web technology 
infrastructure to developers and enterprises. It 
followed a high fixed costs and low marginal 
costs business model. According to Eugene Wei, 
a former Amazon employee, “Amazon is a classic 
fixed cost business model, it uses the internet to get 
maximum leverage out of its fixed assets, and once 
it achieves enough volume of sales, the sum total 
of profits from all those sales exceed its fixed cost 
base, and it turns a profit.”xii

Amazon’s strategy was to put long-term 
investment and value creation ahead of short-term 
profits. The company constantly reinvested profits 
in its business and made investment decisions based 
on long-term market leadership considerations 
rather than short-term profitability. Amazon spent 
significantly on future expansion, and according to 
Bezos, the company was still in ‘Day One’ of its 
growth. In a letter to shareholders in 1997, Bezos 
wrote, “Long-term growth is what Amazon is about. 
Its focus is on years and decades, not quarters. It 
believes that if it has increased market leadership, 
it can get better deals on the goods it sells, and 
then increase its margins. That results in profits. 
This value will be a direct result of our ability to 
extend and solidify our current market leadership 
position. Market leadership can translate directly to 
higher revenue, higher profitability, greater capital 
velocity, and correspondingly stronger returns on 
invested capital.”xiii

Amazon adopted a profitless business model as 
it invested its free cash flow back into its business 
by expanding its operations and investing in new 
technology and customer service initiatives. 
Experts said that though Amazon generated profits 
on almost all transactions, it posted losses in some 
fiscal quarters due to significant investments in 
building new products, establishing warehouses, 
implementing and managing logistic systems, and 
offering free shipping. Amazon had spent about 
US$14 billion on building 50 new warehouses since 
2010. In 2012, Amazon acquired Kiva Systems Inc. 
(Kiva) a maker of robots that moved items around 
warehouses, for US$775 million. In August 2014, 
it acquired Twitch Interactive, Inc. (Twitch), a 
videogame streaming company, for about US$970 
million. On the product front, in 2014, Amazon 

FIgURE 1 Amazon Flywheel

Lower
Cost Structure
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16Verdict Retail is a UK-based retail consultancy. 
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EXHIBIT VII AMAZON QUARTERLY RESULTS

Amazon’s boom quarter
Amazon.com defied expectations in the second quarter, showing a strong sales gain and a surprise profit.
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Source: www.seattletimes.com/business/amazon/amazon-crushes-quarterly-expectations-shares-soar-2/.

17 Amazon AutoRip gives customers free MP3 versions of CDs and vinyl music they purchase from Amazon. More than 350,000 albums are 
available for AutoRip. 

released its first smartphone, the Amazon Fire, 
and a video streaming box, Fire TV. It also spent 
US$1.3 billion on its online streaming service 
Prime Instant Video. Critics alleged that Amazon 
sacrificed profit margins to undercut competition 
and gain customer loyalty. For instance, to gain 
a competitive advantage in the tablet market, 
Amazon sold the Kindle e-reader at cost, and lost 
about US$11 per customer on its free shipping 
program, Amazon Prime, they said.

Despite growing sales, Amazon reported a loss 
in 2014. Apparently, a surge in spending on new 
product development and music and video licensing 
had resulted in a net loss of US$437 million in 
the third quarter of 2014, the company’s largest 
quarterly loss in 14 years.xiv In 2014,  Amazon 
reported three losing quarters out of four and 
posted a yearly loss of US$240 million against 
a net gain of US$274 million in 2013xv (See 
Exhibits VII and VIII). When Matthew Yglesias, 
a blogger from Slatexvi described the company as 
“a charitable organization being run by elements 
of the investment community for the benefit of 
consumers,”xvii Bezos took issue with this in a 
letter to shareholders and said that Amazon was a 
business whose strategy was to make its customers 
as happy as possible.

Resources and processes that 
support the strategy

Technology
Amazon was one of the most innovative companies 
in the US. From the beginning, it had been at 
the forefront of innovation, adding and refining 
technology and changing the way customers shopped. 
On invention being a second nature at Amazon, 
Bezos said, “Invention comes in many forms and at 
many scales. The most radical and transformative 
of inventions are often those that empower others 
to unleash their creativity – to pursue their dreams. 
That’s a big part of what’s going on with Amazon 
Web Services, Fulfillment by Amazon, and Kindle 
Direct Publishing. With AWS, FBA, and KDP, we 
are creating powerful self-service platforms that 
allow thousands of people to boldly experiment and 
accomplish things that would otherwise be impossible 
or impractical. These innovative, large-scale 
platforms are not zero-sum – they create win-win 
situations and create significant value for developers, 
entrepreneurs, customers, authors, and readers.”xviii

Some  o f  t he  company’s  t echno log ica l 
advances pioneered by Amazon included 1-Click, 
Recommendations, Reviews, Wish List, Autorip17, 
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EXHIBIT VIII

Amazon – Net Sales
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 Kindle,  Amazon Web Services, Amazon Cloud Drive18, 
Random Stow19, The SLAM (Scan, Label, Apply, 
Manifest)20, Amazon Storyteller21, Amazon Studios22, 
KDP23, Fire TV, Fire Phone, and 3D printing24. Amazon 
had also come up with innovations that improved the 
customer experience such as May Day, Amazon Dash, 
and Amazon Echo25. Amazon also began working on a 
drone-based delivery system in the US called Amazon 
Prime Air that would deliver packages at customers’ 
doorsteps within 30 minutes in urban areas.

Amazon Lab126, the research arm of the company, 
was responsible for innovation, research, and 
development of high-end consumer electronic devices 
like the Kindle family of products. Amazon also has 
a separate subsidiary, A9, that worked on innovations 
in search and advertising by creating mobile apps 
that allowed shoppers to shop conveniently on 
Amazon. Amazon also created its own internal 
experimentation platform called “Weblab” to 
evaluate improvements to its websites and products. 
In 2013, the company operated about 1976 
Weblabs worldwide. In 2014, Amazon spent about  
US$8.72 billion on research and development.

Amazon achieved a competitive advantage by 
developing its own proprietary technologies, as 
well as technology licensed from third parties. The 
company’s transaction-processing systems handled 
millions of items, multiple shipping addresses, and 
shipment methods. Amazon leveraged its big data 
resources to upgrade its customer recommendation 
system, which was integrated into nearly every part 
of the purchasing process right from product search to 
checkout. Explaining why Amazon continued to invest 
in technology, Bezos said, “We use high-performance 
transactions systems, complex rendering and object 
caching, workflow and queuing systems, business 
intelligence and data analytics, machine learning and 
pattern recognition, neural networks and probabilistic 
decision making, and a wide variety of other 
techniques ... . Many of the problems we face have no 
textbook solutions, and so we – happily – invent new 

approaches. ... Technology infuses all of our teams, 
all of our processes, our decision-making, and our 
approach to innovation in each of our businesses. It 
is deeply integrated into everything we do. Invention 
is in our DNA and technology is the fundamental tool 
we wield to evolve and improve every aspect of the 
experience we provide our customers.”xix

Product development
The product development process at Amazon was 
customer-centric and focused on the value delivered 
to the customer. While developing new products, 
Amazon followed a unique philosophy called 
‘working backward’ – the company always thought 
from the customer’s perspective back to the product, 
knowing at the front-end what the customer could 
expect, and working backwards allowing the team to 
build it. The goal of this approach was to drive clarity 
and simplicity through an explicit focus on customer. 
On the concept of “working backward” Bezos said, 
“It is to say, rather than ask what are we good at 
and what else can we do with that skill, you ask, who 
are our customers? What do they need? And then you 
say we’re going to give that to them regardless of 
whether we currently have the skills to do so, and we 
will learn those skills no matter how long it takes.”xx

The ‘working backward’ concept involved four 
steps – writing a press release, a Frequently Asked 
Questions document, a well-defined customer 
experience, and a User Manual.

The conceptualization of the product generally 
started with the product manager writing a press 
release for a prospective product outlining the value 
of the product to its potential customers. The press 
release outlined the features and benefits of the 
product and what kinds of problems it could solve. 
If the customers did not find the idea of the product 
interesting or exciting, the idea was shelved. The 
product manager then kept iterating on the press 
release until customers were satisfied with the 

18 Amazon Cloud Drive lets customers securely store their digital files on the Amazon cloud and access them anywhere using the Cloud Drive 
desktop client or any web browser. 

19 Random stow assigns products across the warehouse based on prediction of order frequency. The items are stored in a random order at fulfilment 
centers so that items on the same order are nearer to each other and could be picked up easily. 

20 At the end of the packing process, packages move along conveyor belts to the SLAM where the package is weighed, the barcode on the package is 
scanned, and an address label is printed and added to the package. The whole process takes less than 1 second per package. 

21 Amazon Storyteller is a new application from Amazon Studios that turns a movie script into a storyboard. Users can choose the backgrounds, 
characters, and props to visually tell a story. 

22 Amazon Studios is the movie and series production arm of Amazon. 
23 Kindle Direct Publishing provides authors the opportunity to publish their books and earn revenue. 
24 In July 2014, Amazon launched a new store for 3D printed products, which has over 200 listings that can be customized by material, color, style, 

text, or size. 
25Echo is a hands-free device designed around voice wherein a user asks for information and gets answers instantly. 
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product’s benefits. The feedback from the customers 
was then passed around internally at the company.

The next step involved preparing a Frequently 
Asked Questions document which included 
questions raised by the customers based on the 
press release. These questions were answered by the 
product team. The third step involved designing a 
well-defined customer experience to show the way 
a customer would use the product. For instance, 
for products with a user interface, the product 
development team built mock-ups of each screen 
that the customer used. The aim was to convey 
how a customer would fulfil his/her need using 
the product. The final step involved writing a user 
manual which offered details of the product and 
gave information to the customer on everything they 
needed to know to use the product.

Once the process was completed, it became clearer 
to the product development team what kind of product 
they would build. The concept of the new product 
was then explained to other teams within Amazon so 
that all the teams had a shared vision of the product. 
The “working backward” approach reduced the cycle 
time from concept-to-delivery with the customer at 
the forefront of every decision the company made. 
According to Ian McAllister, Director at Amazon, 
“Once the project moves into development, the 
press release can be used as a touchstone; a guiding 
light. The product team can ask themselves, ‘Are we 
building what is in the press release?’ If they find 
they’re spending time building things that aren’t in 
the press release (overbuilding), they need to ask 
themselves why. This keeps product development 
focused on achieving the customer benefits and not 
building extraneous stuff that takes longer to build, 
takes resources to maintain, and doesn’t provide real 
customer benefit.”xxi

Digitally driven supply chain
Amazon had one of the most well developed supply 
chains in the world which included warehouse and 
transportation management, inbound and outbound 
shipping, demand forecasts, and inventory planning.  
Amazon’s supply chain was fast paced and tightly 
 integrated and minimized the need for human 
intervention by adopting advanced technology. 
For instance, whenever a customer ordered 
books online, the order-management system 
immediately communicated with the inventory and 

warehouse-management systems to find the optimal 
distribution center to fulfill the order and in less 
than a minute, the customer was informed about the 
delivery date of the items. The supply chain team 
at Amazon focused on customer experience and 
vendor management. This involved daily planning, 
analysis, metrics and communication, and managing 
operational relationships with vendors, fulfillment 
centers, and retail teams. In order to deliver products 
to customers quickly, Amazon installed robots in its 
warehouses. The robots cut out much of the hard 
picking work and brought items directly to workers, 
who then processed the orders. Though using 
robots was a costly investment, it resulted in cost 
advantages over time by streamlining operations 
and increasing the number of items being processed 
and shipped through Amazon warehouses. Amazon 
depended on shipping carriers such as UPS, FedEx, 
and USPS for delivering products to customers. 
The company also used drop shipping26 wherein 
manufacturers shipped goods directly to consumers 
on its behalf.

Amazon boasted of one of the most advanced 
fulfillment networks in the world with large storage 
capacities. As of July 2015, Amazon managed about 
149 active distribution centers the world over. In 
addition to warehouses, Amazon built sortation 
centers which took already packed orders from 
nearby Amazon fulfillment centers and sorted them 
according to the zip codes before sending them to 
shipping carriers for delivery to Amazon customers. 
Amazon had l9 sortation centers in the US as of 
November 2015.xxii

People
As of June 2015, Amazon had about 183,100 
employees worldwide. These employees were 
empowered to make decisions quickly. Amazon was 
a decentralized company where independent ideas 
dominated over group thinking. Bezos instituted, as 
a company-wide rule, the concept of the “two-pizza 
team”- that is, any team should be small enough to be 
fed with two pizzas. Bezos used pizza as a metric for 
choosing the size of his teams. According to him, if a 
team could not be fed on two pizzas, then that team 
was too large. The concept limited the team to five 
to seven members. According to Bezos, the concept 
of the “two-pizza team” was not so much about the 
team size, as about autonomy and accountability and 

26 Drop shipping is a supply chain management technique in which the retailer does not keep goods in stock, but instead transfers customer orders 
and shipment details to either the manufacturer or a wholesaler who then directly ships the goods to the customer. 
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the team’s fitness function27. Bezos felt that small 
teams tended to work better, communicate more 
effectively, move fast, and innovate and test their 
ideas independently. The teams were free to execute 
ideas, pursue creative strategies, and set their own 
internal priorities. According to analysts, the model 
helped Amazon to be innovative and attract and 
retain entrepreneurial talent. The “two pizza” teams 
conceived some of the popular features on Amazon’s 
website such as the GoldBox deals, Bottom of the 
Page deals, and daily bargains on staples.

While hiring, the company looked for innovative and 
smart people who would increase the average level of 
productivity on whichever team they joined. Amazon 
had in place a “bar raiser” program, wherein a select 
group of Amazon employees volunteered to be part of 
interview committees. These full-time employees, called 
“bar raisers”, in addition to their responsibilities, spent 
about 20 to 30 hours each week interviewing prospective 
hires. Bar raisers who evaluated a particular candidate 
got together to decide whether the candidate would be a 
good fit for company. If any of them had any objection 
to hiring the candidate, he/she was not be selected. 
According to Amazon, the basic premise behind this 
approach was to raise the bar for the next hire, so that the 
overall talent pool was always improving.

Marketing
To attract customers, Amazon focused on online 
marketing channels. Customers were directed to the 
company’s websites primarily through a number of 
targeted online marketing channels such as the Associates 
program, sponsored search, portal advertising, email 
marketing campaigns, and other initiatives like outdoor 
and TV advertising. Online advertising included paid 
search marketing, interactive ads on portals, e-mail 
campaigns, and search engine optimization.

The company also used free shipping offers such 
as Amazon Prime as effective marketing tools. The 
search feature on the Amazon site along with its 
product recommendation features allowed Amazon 
to connect its products with prospective customers.

Partnerships
Amazon partnered with or acquired a number of 
companies across different sectors such as Drugstore.

com (pharmacy), Living.com (furniture), Pets.
com (pet supplies), Wineshopper.com (wines), 
HomeGrocer.com (groceries), Sothebys.com 
(auctions), and Kozmo.com (urban home delivery). 
In most cases, Amazon purchased an equity stake 
in these partners and also charged them a fee for 
placement of their products on the Amazon site to 
promote and drive traffic to their sites. Amazon also 
facilitated formation of partnerships with smaller 
companies through its Associates programme. 
Amazon also offered its e-commerce platform to other 
retailers and to individual sellers including technology 
services, merchandising, customer service, and order 
fulfillment. Programs such as ‘ Merchants@’ and 
‘Syndicated Stores’ enabled third party merchants to 
sell their products through Amazon. This arrangement 
provided customers a wider choice of products from 
numerous suppliers while helping Amazon to extend 
its reach into the customer base of other suppliers. In 
2014, Amazon introduced the Amazon Seller App to 
help on-the-go sellers manage their businesses on 
Amazon directly from their mobile devices. Amazon’s 
third-party sellers shipped 2 billion units in 2014, 
double the 2013 figure.xxiii As of 2014, more than  
40 per cent of units were sold by more than two million 
third-party sellers worldwide.xxiv

Challenges
According to industry observers, Amazon over the 
years had disrupted other online retailers and brick-
and-mortar stores and leveraged its e-commerce 
operations to become a retail Goliath. However, some 
critics felt that Amazon was too ambitious as it had 
been growing alarmingly and investing heavily. They 
felt that the strategy could backfire and that Amazon 
needed to be selective about the opportunities it 
pursued as it could not take customers and the 
competition for granted.

While Amazon was trying to dominate the 
online retail sector with its aggressive strategies, 
its competitors were not far behind. Between price-
match guarantees, free shipping, and efforts to go 
multi-channel, other retailers were finally catching 
up with Amazon in the online retail game. Its biggest 
rival, Wal-Mart, was making online sales a high 
priority, moving forward. Other large online retailers 
too, like Google Shopping28 and Alibaba.com29, were 

27 A fitness function is a single key business metric to provide the team with focus and accountability that the senior executive team agrees on with 
the team lead.

28 Google Shopping is a shopping search engine from Google that allows users to find products for sale from online merchants and compare prices 
between different vendors. 

29Alibaba.com is one of the leading Chinese e-commerce companies. 
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quickly gaining ground. Some experts felt that as the 
future favored multi-channel retail, Amazon would 
find it difficult to survive as a pure play retailer, 
going forward. In the technology business, Amazon 
was facing tough competition from tech giants such 
as Apple Inc.30 and Google Inc.31 In order to stay 
competitive, Amazon would have to develop some 
path breaking products, analysts said.

One of the biggest challenges for Amazon was 
to keep prices low as it grew. Reportedly, some 
consumers found that prices at Amazon were less 
compelling than they had once been. Analysts 
opined that Amazon needed to stay competitively 
priced as other retailers were finally price matching 
it. They said in the future, Amazon might have to 
raise prices to generate a profit for its shareholders, 
and this would threaten its reputation as a low cost 
leader. According to some observers, Amazon’s key 
free shipping service Amazon Prime too had lost 
some appeal as rivals like Walmart and Target were 
challenging the Amazon shipping advantage by 
providing free shipping and offering instant pick up. 
Though Amazon admitted that it faced limitations 
in its quest to provide lower prices, the increase in 
Prime subscription fee by US$20 in 2014 implied 
that it was facing problems from its low margin 
model. “This is clearly a chink in the armor. Free 
shipping going from $25 to $35, a higher Prime 
membership rate, add-ons, slower Prime delivery, 
etc. seem to indicate that the business model is not 
as infallible as many believe. For me it all harks 
back to the dot-com bubble days, when huge losses 
for customer acquisition were acceptable, until, 
well – you know,”xxv said Ken Lonyai, a digital 
innovative strategist.

Amazon’s shipping carriers like the US Postal 
Service, UPS, and FedEx were considering 
increasing their shipping rates, a move that could 
affect the e-tailer’s bottom line. In 2014, Amazon 
spent about US$6.6 billion on delivery and received 
US$3.1 billion in shipping fees,xxvi which according 
to some analysts, was unsustainable. “The company 
has been investing heavily in delivery, which gives 
it an edge over other retailers. The company is 
betting that by investing in shipping and perfecting 
the fulfillment process, it will create a huge barrier 
to competition. That has worked so far, but is it 

possible that Amazon could have bet wrong? Is it 
possible the company’s greatest strength could also 
be the biggest threat to its business?”xxvii wondered 
Daniel B. Kline, editor of The Boston Globe.

For quite a considerable period of t ime, 
Amazon avoided paying local sales tax in states 
where it did not have a physical presence such as 
a warehouse. However, in October 2015, the US 
Senate passed the Bipartisan Marketplace Fairness 
Act, giving states the authority to collect sales 
taxes on online purchases even when the internet 
retailers were not based within their borders. 
If Amazon was forced to pay state sales taxes, 
which many analysts believed was inevitable, it 
would reduce its cost advantage and make it more 
vulnerable to competition.

Some observers criticized the fact that Amazon had 
a finger in every pie. According to them, the business 
was losing its shine as profits were dragged down by 
investments in fulfillment centers, updating products 
like the Kindle Fire tablet, and large acquisitions such 
as the takeover of Kiva and Twitch. Moreover, with 
the debacle of its Fire smartphone, Amazon took a 
US$170 million charge related to the write-down of 
costs associated with unsold Fire phones.

For years, shareholders had backed Bezos’s view 
that big investments were required to gain market 
share as Amazon’s business opportunity was huge and 
would pay off in the long run. While the shareholders 
had been tolerant with the company’s investment 
strategy, some analysts felt that they were increasingly 
showing signs of their patience wearing out as Amazon 
disappointed them with poor profits in 2014. Someday, 
investors would demand profits and that may cause 
Amazon to increase prices for almost everything, 
leading to a reduced pace of growth. “Bezos seems 
driven by legacy, so it’s unlikely he’ll be content until 
Amazon is the last giant standing. Unfortunately for 
that dream, there is a little thing called competition 
and anti-trust legislation, which puts an inevitable 
cap on how big Amazon can be without being split 
apart. Nothing lasts forever, let alone grows forever. 
Eventually, Amazon’s growth will stop, and then Bezos 
won’t be able to hold off his investors any more. They 
will want their pay off, which means the firm will no 
longer be able to hold onto the lead over its rivals on 
price and innovation,”xxviii said Gale.

30 Apple Inc. is a leading US-based technology company that designs, manufactures, and markets mobile communication and media devices, 
personal computers, and portable digital music players and sells a variety of related software, services, and third-party digital content and 
applications. 

31 Google Inc. is one of the biggest technology companies in the world involved in Internet-related services and products, computer software, and 
telecommunications equipment. 
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However, Bezos remained undaunted. He said 
Amazon’s business model would continue to be to 
invest in its future. According to him, “If you’re going 
to take bold bets, they’re going to be experiments. 
And if they’re experiments you don’t know ahead 
of time if they’re going to work. Experiments are 
by their very nature prone to failure. But a few big 
successes compensate for dozens and dozens of 
things that didn’t work. I’ve made billions of dollars 
of failures at Amazon.com. None of those things are 
fun, but they don’t matter. What really matters is 
that companies that don’t continue to experiment –  
companies that don’t embrace  failure – they  

eventually get in a desperate position, where the only 
thing they can do is make a ‘Hail Mary’ bet at the 
very end.”xxix

The road ahead
Going forward, the company planned to launch new 
digital products and service categories, build more 
fulfillment centers, power AWS, and expand the 
Kindle Fire Ecosystem. The company also planned 
to hire 100,000 people in North America for the 
holiday season.

EXHIBIT IX STOCK PRICE CHART OF AMAZON (2015)
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In July 2015, Amazon surpassed Wal-Mart as 
the world’s largest retailer by market value after a 
surprise second quarter profit that led to a surge in the 
company’s stock value (See Exhibit IX). Amazon 
shares rose 17 per cent, giving the company a market 
value of US$262.7 billion, compared to Wal-Mart’s 
market capitalization of US$233.5 billion. After it 
posted two consecutive quarterly profits in 2015, 
analysts noted that Amazon was a company capable 
of both investing in itself and sustaining long-term 
profits. Though, according to them, going forward, 
Amazon had a number of competitive weapons in its 
arsenal to drive customer loyalty and sustain market 
position, the battle would be tough as competitors 
were set to give the company a hard fight. The 
challenges that the company faced could severely 
threaten its business model, they added. About the 
challenges facing Amazon, Semil Shah, a columnist, 
had once questioned, “Will their research arm at A9 
Labs continue to provide the company with better 
science and experimentation? Will AWS continue to 
mint money for the company as enterprise shifts to 
hybrid cloud management models? Will the company 
be able to maintain its ability to execute across so 
many different types of business lines, let alone 
maintain focus? What types of acquisitions will it 
make? Will they stumble with respect to logistics as 
they bring their brand offline and local? Will they be 
able to carve out a sustainable piece of the mobile 
device ecosystem where Apple and Google have a 
headstart, and where Facebook most likely has to 
enter?”xxx
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Alphabet Inc.: Reorganizing Google*
By Syeda Maseeha Qumer and Debapratim Purkayastha

I n October 2015, in an unexpected move, global 
technology giant Google Inc (Google) restructured 

itself as Alphabet Inc (Alphabet), a new holding 
company under which Google’s noncore businesses 
including self-driving cars, life sciences research, 
high-speed Internet access, and investment divisions, 
were spun off as distinct entities and separated 
from the company’s internet operations such as 
Android, YouTube, and the Google search engine. 
The businesses were reorganized into two reporting 
segments: ‘Google’ and ‘Other Bets’. This marked a 
massive shift from the earlier setup in which Google 
was in charge of a number of diverse companies, 
some of which carried it far afield from its core 
search business. Under the new structure, a number of 
businesses including Google operated as subsidiaries 
of Alphabet and were run independently, each with its 
own CEO. According to a statement posted by Larry 
Page (Page) co-founder of Google, on the company’s 
official blog, “Fundamentally, we believe this allows 
us more management scale, as we can run things 
independently that aren’t very related. Alphabet is 
about businesses prospering through strong leaders 
and independence […]. This new structure will allow 
us to keep tremendous focus on the extraordinary 
opportunities we have inside of Google.”1

Co-founded by Page and Sergey Brin (Brin) in 
1998, Google provided internet-related services 
and products including web-based search, cloud 
computing, software applications, online advertising 
technologies, mobile operating systems, consumer 
content, enterprise solutions, and hardware products. 
Since its inception it had focused on innovation and 
come out with disruptive technologies from time to 
time. The company had branched out into hosting 
services like video and mapping, enterprise services, 
e-mail and chat, social networking space, payment 
gateway services, mobile operating software, and 
wireless device sales. Google’s technological 
innovations made it one of the most recognized and 
valuable brands in the world.

However, over a period of time investors had 
begun to voice strong concern over Google expanding 
into areas unrelated to its core search business and 
into unknown territory in terms of profitability. 
They felt that Google had got distracted from its 
core web search and was hemorrhaging money in 
pursuing projects fancied by its founders such as 
developing robots and self-driving cars and studying 
life sciences. Investors began to question the heavy 
investments the company had been making in non-
core businesses and the lack of clarity concerning 
risky investments. Analysts too found it difficult to 
evaluate the company’s broad set of businesses and 
figure out their individual performances. Eventually, 
the senior management realized that the company had 
become too complex to manage and that a change 
was required to allow for cleaner operations and 
more accountability. Subsequently, they announced a 
radical shake-up of Google’s corporate structure and 
management, and created a new holding company 
called Alphabet that would manage a collection of 
companies, the largest of these being Google.

Industry observers saw this move as being a 
response to Google’s stagnant share price and an 
attempt to pacify investors. Some analysts lauded 
the move saying Google’s decision to restructure 
itself under a new holding company would protect 
its core brand Google, increase the operational 
independence of the individual businesses, and usher 
in greater financial transparency across divisions. On 
the other hand, some analysts criticized the change 
and questioned how the restructuring would make 
the company’s businesses competitively stronger and 
increase profitability and company valuation.

Post restructuring, Alphabet pushed for more 
financial discipline and accountability from its 
riskiest ventures. The non-core companies were 
struggling as they faced unprecedented pressure to 
bring their costs in line with their revenue. In fiscal 
2016, ‘Other Bets’ posted a loss of about US$3.6 
billion. Moreover, some key executives who were 

*This case was written by Syeda Maseeha Qumer and Debapratim Purkayastha, IBS Hyderabad. It was compiled from published sources, and is 
intended to be used as a basis for class discussion rather than to illustrate either effective or ineffective handling of a management situation.

© 2017, IBS Center for Management Research. All rights reserved.
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chosen to turn the riskier ‘Other Bets’ into reality 
departed from Alphabet, allegedly over pressure to 
perform. Going forward, investors would likely pile 
up the pressure if the company faltered and nothing 
profitable emerged from ‘Other Bets’, said analysts.2 
The questions being asked were: Will the creation of 
Alphabet spell a new successful era for Google? Can 
Alphabet maintain Google’s lead as an innovator and 
challenge competitors in a wide array of industries?

Background note
Google’s roots lay in a research project on search 
engines taken up by two PhD students at Stanford 
University, Larry Page (Page) and Sergey Brin (Brin), 
in 1996. Google pioneered a new technology called 
‘PageRank’, which determined the importance of the 
website by the number of other pages linked to it and 
their importance that linked back to the original site. 
This new technology marked a shift from the earlier 
method followed by other search engines which 
ranked the results by the number of times the search 
terms appeared on the page. The search engine 
was initially called ‘BackRub’ as it determined a 
website’s relevance by checking its back links. The 
name was finally changed to Google, based on the 
word ‘Googol’—the number one followed by a 
hundred zeroes.

Google’s primary domain ‘www.google.com’ 
was registered in September 1997 and the company 
was incorporated in September 1998 in a friend’s 
garage in California, US. In 1999, Google moved its 
headquarters to Palo Alto, California, home to several 
other technology companies. Google’s mission was 
“to organize the world’s information and make it 
universally accessible and useful.”3 In August 2001, 
Eric E. Schmidt (Schmidt) succeeded Page as the 
CEO of Google, just five months after joining the 
company as chairman of the board.

Google started to sell advertisements associated 
with search keywords. This advertising model was 
successful and the company started getting a major 
part of its revenues from search related advertising. 
From 2001, Google based its growth strategies on 
acquiring many small companies with innovative 
products. It added many other products to its product 
portfolio like Google Eartha and YouTubeb in this 

way. Apart from acquiring other companies, Google 
also launched its own products like the free webmail, 
called ‘Gmail’ in April 2004. Gmail was also well 
received by the web community due to the massive 
increase in storage space provided by Google 
(initially one GB). The success of Gmail and YouTube 
made Google the undisputed leader on the internet, 
with the company overtaking many other established 
internet companies like Yahoo! Inc.c (Yahoo).

Google’s promoters were hesitant to go in 
for an Initial Public Offering (IPO) as they were 
apprehensive that public scrutiny and financial 
regulations would make the company less agile.4 
But, due to the demands of venture capitalists who 
wanted to cash out, Google filed for an IPO in April 
2004. In the IPO prospectus, Google’s founders 
attached a letter subtly warning potential subscribers 
that Google was not a conventional company and did 
not aim to be one.5 The dual class equity structure 
proposed by Google’s founders proved controversial. 
Google’s IPO comprised only the issue of Class A 
shares, each of which was entitled to a single vote. 
Google’s founders, venture capitalists, and other 
insiders held Class B shares which were entitled to 
10 votes per share.6 Class C shares had no voting 
rights, except as required by applicable law. Critics 
lambasted this share structure as they felt that it gave 
the founders significant management control and 
could lead to potential management abuse. But Page 
and Brin defended the structure on the grounds that it 
would help them fulfill their long-term vision for the 
company without getting bogged down by short-term 
financial demands.7

By the mid-2000s, Google faced a new challenge 
in the form of the ever-expanding high-end mobile 
phones dubbed as smartphones. Developing 
applications for the variety of platforms on which 
these smartphones were available proved to be 
cumbersome for Google. The company therefore 
decided to launch its own open source platform 
for mobile phones, which would give application 
developers the freedom to develop applications for 
various mobile phones without depending on any 
handset manufacturer or service provider. Hence, 
Google acquired an opensource mobile platform 
called Android from Android, Inc. and released its 
first version in the market in 2009. Android proved to 

a Google Earth is a virtual globe, map, and geographic information application owned by Google.
b YouTube is a video sharing website owned by Google. Users can upload, share, and view videos on the website.
c Yahoo! Inc., headquartered in Sunnyvale, California, USA, is an internet company which provides services like search engine, webmail, online 
mapping, etc.
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be an instant hit in the market and soon emerged as 
the dominant mobile operating system in the world.

In April 2009, Google launched a venture capital 
arm called Google Ventures to invest in a diverse 
array of industries, including the consumer Internet, 
software, clean tech, and healthcare. In January 2011, 
Schmidt stepped down as CEO of Google and Page 
took over. Schmidt continued as Executive Chairman 
of the company. In August 2011, Google acquired 
Motorola Mobility LLCd for US$12.5 billion in order 
to make its own hardware for smartphones, tablets, 
and other devices.8

Other than acquiring other smaller companies 
for launching new products, Google also focused 
on innovation and spent huge sums of money on 
developing new services. However, rather than a 
simple iterative approach to innovation, Page wanted 
Google to develop a ‘moonshot mentality’ where it 
would be inspired to create products and services that 
were 10 times better than the competition. Google 
X, a separate division which was established in early 
2010 to come out with ‘moonshot’ projects, was 
Page’s brainchild. In 2010, Google started to invest 
heavily in developing technologies which were both 
related and unrelated to its core business. Most of 
these products were innovative and were totally new 
to the world. One of the most hyped up technologies 
developed by Google was ‘Google Glass’, a wearable 
computer which came with its own optical head-
mounted display (OHMD)e. This wearable computer 
performed many of the tasks traditionally performed 
by other portable gadgets like smartphones and 
tablets.9 Another important technology that Google 
had been working on was the Google Driverless 
Car project. This project was aimed at developing 
autonomous cars which would drive on their own 
without the need for any physical drivers. Google 
was testing cars which ran using this technology 
across the world and was expected to release it for 
the mass market once it obtained the legal clearances. 

In September 2013, Google entered into healthcare 
research by creating a new company called Calico 
to make advancements in human health and well-
being, in particular understanding the aging process 
and increasing the longevity of people. There were 
two other innovative technology projects of Google 
aimed at improving accessibility to people around the 
world. The more ambitious of the two was Project 

Loon which aimed to bring internet access within the 
reach of people living in remote parts of the world. 
Another new service that Google was experimenting 
with was Google Fiber which promised to bring very 
high-speed internet access (100 times greater than 
the prevalent broadband speeds) within the reach of 
everyone.

In order to make its mark in smart-home systems, 
in January 2014, Google acquired Nest Labs, Inc. 
(Nest), a smart home appliances maker of thermostats 
and smoke alarms, for US$3.2 billion. Less than 
two years after acquiring Motorola, Google sold 
the smartphone maker to Chinese PC manufacturer 
Lenovo for US$2.9 billion in January 2014.

In June 2015, Google started an urban innovation 
company called Sidewalk Labs that used technology 
and innovation to improve urban life. Google’s 
revenues for the year 2015 were US$74.5 billion 
with over 90% of the earnings coming from online 
advertising. The company had more than 59,976 
employees worldwide as of October 2015.

Why Google became Alphabet
Since its inception, Page and Brin had massively 
diversified Google from its origins as an internet 
search engine to invest in several projects that were 
unrelated to its core business such as selfdriving 
cars, renewable energy, wearable technology, 
artificial intelligence, mapping services, and the 
Android operating system. According to them, 
Google being just a search company, no matter 
how successful, would not be able to consolidate 
its position in the highly competitive tech market 
without diversifying. The duo began to pour 
money into far off fields by increasing their 
spending on research and development. In the 2004 
Founders’ IPO Letter, they wrote, “Google is not a 
conventional company. We do not intend to become 
one. Do not be surprised if we place smaller bets 
in areas that seem very speculative or even strange 
when compared to our current businesses. Although 
we cannot quantify the specific level of risk we will 
undertake, as the ratio of reward to risk increases, 
we will accept projects further outside our current 
businesses, especially when the initial investment 
is small relative to the level of investment in our 
current businesses.”10

d Motorola Mobility LLC, headquartered in Libertyville, Illinois, USA is a leading telecommunications company in the world.
e OHMD displays use an optical mixer made of silvered mirrors. These displays have the capability to reflect projected images besides allowing the 
user to look through them.
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Though Google’s diversification strategy drove 
the company forward and benefitted customers, it 
created several issues. Google was tight-lipped about 
its riskier and non-core investments, including the 
moonshot projects, which left investors feeling uneasy. 
“Historically, Google has notoriously been a black 
box. Larry Page and company consistently marched to 
the beat of their own drum,”11 said James Cakmak, an 
analyst at equity research and trading company Monness 
Crespi Hardt & Co. Moreover, the financial returns of 
the search engine and advertising business were not 
observed separately from the investments in all of the 
new businesses. This appeared to limit transparency, 
accountability, and discipline across the company. The 
moonshot projects lost US$1.9 billion in 2014.12

Google came under some pressure from Wall 
Street as investors began to question the heavy 
investments it was making in non-core businesses 
and complained about the lack of clarity regarding 
risky investments. The shareholders were upset 
as there were no paybacks to them in the form of 
dividends or buybacks. Profits from the search and ad 
business were plowed into vague innovation projects 
leaving investors worried and this led to stagnation 
in Google’s stock price despite the company’s long-
term value creation. Observers felt that Google had 
become a vast and diverse company and its mission 
statement—“to organize the world’s information 
and make it universally accessible and useful”—no 
longer made sense. According to Michael Quirke, 
senior consultant at brand agency Brand Union, 
“Their ambitions in health, hardware and drones 

are too far from their search core to keep under the 
Google name, and that name was beginning to get 
tarnished for its world-eating ambitions.”13

As Google continued to grow at a rapid pace, 
problems began to emerge in its organizational 
structure. Prior to restructuring, Google had adopted 
a cross-functional organizational structure which was 
more of a team approach to management and was 
structured horizontally wherein Google, the parent 
company, was in charge of a number of diverse 
companies (See Exhibit I). Google implemented a 
centralized decision-making system wherein Brin and 
Page along with Schmidt made all the major decisions 
together. Though the system made sense in the 
beginning, it turned problematic as Google grew in 
size. On many occasions, the trio used to discuss and 
debate for long hours, making the product teams wait 
and stalling all the dependent processes. Sometimes 
these meetings would end with no tangible decision 
being arrived at because one of the three was missing, 
making one more discussion inevitable. This slowed 
down the decision making process at the company. 
Some analysts also criticized Google for maintaining 
an opaque and monolith structure, where no outsider 
would know the developments behind the scenes. 
Analysts themselves found it difficult to evaluate 
the broad set of businesses and to figure out the 
performance of the core business. As managing 
such a diverse set of business operations under a 
single organization was creating bottlenecks, experts 
felt that the company was in need of a strong and 
accountable management structure and strategy.

Source: hbtlj.org/articlearchive/v16i1/16HousBusTaxLJ1.pdf.
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EXHIBIT I GOOGlE’S STruCTurE 2014-2015  
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Eventually the senior management at Google 
realized that the company had become too complex 
to manage as it was pursuing potentially big new 
businesses in industries far from its searchengine 
roots. They wanted to improve the transparency 
and provide an oversight of what the company was 
doing. Page admitted that Google’s original mission 
statement had become somewhat obsolete. “We’re in 
a bit of uncharted territory. We’re trying to figure it 
out. How do we use all these resources… and have a 
much more positive impact on the world,”14 he said.

In August 2015, Page announced a plan to draw a 
dividing line between Google and its other ventures 
by creating a new public holding company under 
which Google’s non-core businesses would be 
spun off as distinct entities and separated from the 
company’s main internet-related businesses. He said, 
“We’ve long believed that over time companies tend 
to get comfortable doing the same thing, just making 
incremental changes. But in the technology industry, 
where revolutionary ideas drive the next big growth 
areas, you need to be a bit uncomfortable to stay 
relevant. Our company is operating well today, but we 
think we can make it cleaner and more accountable. 
So we are creating a new company, called Alphabet.”15 

The A to Z of Alphabet
On October 2, 2015, Alphabet became the parent holding 
company of Google and its diverse set of businesses with 
no business operations of its own. The restructuring was 
carried out under a Delaware General Corporation Law 
called Section 251(g), according to which a company 
incorporated in the state could create and merge with a 
holding company without the consent of shareholders. 

Under Section 251(g) DGCL, Google incorporated 
Alphabet Holding as its wholly-owned subsidiary and, in 
turn, caused Alphabet to merge with Maple Technologiesf 
(a Merger Sub), to form a Google Merger Sub. Following 
the Alphabet Merger, Google Merger Sub, an indirect, 
wholly-owned subsidiary of Google, merged with and 
into Google. Upon consummation of the reorganization, 
Google became a direct, wholly-owned subsidiary of 
Alphabet and the transitory existence of Google Merger 
Sub was disregarded (See Exhibit II). Thereafter, 
Google shareholders transferred their stocks to Alphabet 
in exchange for New Alphabet stock.

Experts said that Google’s molding into Alphabet 
was uniquely possible because of the company’s rare 
stock-holding structure, where its founders controlled 
the direction of the business without majority 
economic ownership of the company’s stock. Since 
Google shareholders had few voting rights, they were 
unable to block the transaction by filing a lawsuit in 
the Delaware Court of Chancery.

Under the new structure, a number of companies, 
including Google, operated as subsidiaries of Alphabet. 
Alphabet’s only significant assets were the outstanding 
equity interests in Google and other future subsidiaries 
of Alphabet (See Exhibit III). The businesses were 
reorganized into two reporting segments: ‘Google’ and 
‘Other Bets’. Google’s mature businesses and main 
internet products such as Search, Ads, Commerce, 
Maps, YouTube, Apps, Cloud, Android, Chrome, 
Google Play, as well as hardware products such as 
Chromecast, Chromebooks, and Nexus and technical 
infrastructure and efforts like Virtual Reality remained 
under Google. What got separated were companies 
that were far afield of the core search products. These 
formed ‘Other Bets’ and included Access/Google Fiber, 

f Maple Technologies, a Delaware corporation (Merger Sub), was created as a wholly-owned subsidiary of Alphabet.

Source: hbtlj.org/articlearchive/v16i1/16HousBusTaxLJ1.pdf.

Google Inc.

New Alphabet
Holding Co
(Delaware)

Google Merger Sub
(Maple Technologies, Inc.,

Delaware Corporation)

Forms Merger Sub as its wholly owned subsidiaryMerger of Merger Sub
with and into Google Inc.

Forms Alphabet as its wholly-owned subsidiary 

EXHIBIT II GOOGlE’S rEOrGANIzATION uNdEr 
dGCl SECTION 251 (g)
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EXHIBIT III STruCTurE Of AlpHABET INC

Energy and Internet
access – including
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low-cost broadband.

Cralg Barratt

ALPHABET

X GV Google Capital Google
DeepMind
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Self-Driving
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Verily Calico Sidewalk LabsAccess & Energy

Structure of Alphabet Inc

Exhibit III

Larry Page, CEO | Sergey Brin, President | Eric Schmidt, Chairman

Nest

Thermostats and
smart-home devices.
Acquired by Google in
January 2014.

Marwan Fawaz

Google

All of Google’s
‘traditional’ products
are here

Sunder Pichai
Secretive ‘Moonshots’
and outlandish
projects.

Astro Teller
Formerly Google
Ventures, GV is
Google’s venture
capital Investment arm.

Bill Maris
A growth equity fund
that draws on advisors
from Google to help
Portfolio companies.

David Lawee
Artificial intelligence
research.

Demis Hassabis

Project Loon

Delivering internet to the
developing world with
high altitude balloons.

Project Wing

Drone deliveries.
Commercial
launch in 2017.

Project Titan

High-altitude,
solar-powered,
internet-delivering drones.

Google Self-Driving
Car Project

John Krafcik
Self-driving cars. It will
reportedly become an
Alphabet Company in 2016.

YouTube

Susan Wojclckl
The video-hosting site
was acquired by
Google in 2006.

Google Apps for Work

Applications like Google Docs.

Android

Google’s dominant mobile
operating system.

Google for Work

Google’s enterprise division.

Google ATAP

Advanced Technology and
Projects. A buzzy research lab.

Google Search

The original, core Google
search engine.

Technical
Infrastructure

The backend that powers
other units across
Alphabet.

Google AdSense

Adverts, which drive the
majority of Google’s
revenue.

Google Maps

The famous Google Maps.

Self-driving cars. It will
reportedly become an
Alphabet Company in
2016.

John Krafcik

Healthcare and
disease prevention
research.
Formerly Google

Andy Conrad

Life Sciences.

Research into
longevity, life
expansion. Name
stands for California

Arthur Levinson

Life Company.

Urban innovation.
Solving cities
problems.

Dan Doctoroff

Jigsaw

Technology incubator
tackling geopolitical
challenges.

Jared Cohen

Note: The list of Google departments is non-exhaustive, as is the list of Google X projects – because they’re so secretive.

Source: Adapted from www.businessinsider.in.

g Berkshire Hathaway Inc. is a US-based holding company owning subsidiaries that engage in a number of diverse business activities including 
insurance and reinsurance, freight rail transportation, utilities and energy, finance, manufacturing, services and retailing. Berkshire’s revenue in 
2016 was US$223,604 million.

Calico, Nest, Verily (formerly Google Life Sciences), 
Google Ventures, Google Capital, X (formerly Google 
[X]), and other initiatives.

Addressing a group of shareholders, Page said 
that Google’s new structure was inspired by and 
modeled after Berkshire Hathawayg, which owned 
many diverse and independent businesses with strong 
CEOs in place for each of its operating entities. 
Where Alphabet was concerned, the CEOs of each 
subsidiary would report to Page who had become the 
CEO of the holding company. Brin was appointed 
as its president. Meanwhile, the Vice President of 

products at Google, Sunder Pichai (Pichai), replaced 
Page as the CEO of Google, the largest subsidiary 
within the Alphabet umbrella. Schmidt and David 
Drummond transitioned from being the Executive 
Chairman and Chief Counsel respectively at Google, 
to functioning in the same capacities at Alphabet. 
Ruth Porat (Porat) was appointed as the CFO of 
both Google and Alphabet and was responsible 
for overseeing the reorganization of Google into 
Alphabet. Omid Kordistani stepped down as Chief 
Business Officer of Google and become an adviser to 
Alphabet and Google (See Exhibit IV).
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Corporate governance remained largely unchanged 
as Google’s board became the Alphabet board. 
Alphabet remained incorporated in Delaware and its 
corporate website was named www.abc.xyz. As part 
of the identity shift, Alphabet posted a new code of 
conduct for its employees and replaced Google’s 
famous “Don’t Be Evil” motto with “Do the right 
thing” (See Exhibit V). Talking about the new 
organization, Page said, “For Sergey and me this is a 
very exciting new chapter in the life of Google—the 

birth of Alphabet. We liked the name Alphabet because 
it means a collection of letters that represent language, 
one of humanity’s most important innovations, and is 
the core of how we index with Google search! We also 
like that it means alpha-bet (Alpha is investment return 
above benchmark), which we strive for! I should add 
that we are not intending for this to be a big consumer 
brand with related products—the whole point is that 
Alphabet companies should have independence and 
develop their own brands.”16

Name Position

Larry Page Chief Executive Officer, Alphabet, Co-Founder and Director

Sergey Brin President, Alphabet, Co-Founder and Director

Eric E. Schmidt Executive Chairman of the Board of Directors

L. John Doerr Director

Diane B. Greene Senior Vice President, Google, and Director

John L. Hennessy Lead Independent Director

Ann Mather Director

Alan R. Mulally Director

Paul S. Otellini Director

K. Ram Shriram Director

Shirley M. Tilghman Director

David C. Drummond Senior Vice President, Corporate Development, Chief Legal Officer, and 
Secretary, Alphabet

Sundar Pichai Chief Executive Officer, Google

Ruth M. Porat Senior Vice President and Chief Financial Officer, Alphabet and Google

EXHIBIT IV AlpHABET’S TOp MANAGEMENT

Source: www.sec.gov/Archives/edgar/data/1652044/000130817916000384/lgoog_def14a.htm.

 I. Avoid Conflicts of Interest
 A conflict of interest may arise any time competing loyalties could cause you to pursue a personal 
benefit for you, your friends, or your family at the expense of Alphabet or our customers. Avoid 
conflicts of interest and circumstances that reasonably appear to be a conflict. Sometimes a 
situation that previously didn’t present a conflict of interest may develop into one.
When faced with a potential conflict, ask yourself:
 Would this activity create an actual or apparent incentive for me to benefit myself, my friends, or 
my family?
Would this activity harm my reputation or hurt my ability to do my job?
Would this activity embarrass Alphabet or me if it showed up in the press?
 If the answer to any of these questions is “yes,” the relationship or situation is likely to constitute a 
conflict of interest, and you should avoid it.

EXHIBIT V AlpHABET INC COdE Of CONduCT fOr EMplOyEES
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h Vivaldi Partners Group is a brand strategy consulting firm.

Alphabet retained Google’s multi-class share structure. 
As part of the reorganization, Alphabet replaced Google 
as the publicly-traded entity and all shares of Google 
automatically got converted into the same number of shares 
of Alphabet with the same designations, rights, powers, 
and limitations as the corresponding share of Google stock. 
The company’s two classes of shares continued to trade on 
Nasdaq as GOOGL and GOOG. After the restructuring 
was announced, shares of the class A common stock of the 
company climbed 6%, thereby adding more than US$28 
billion to the company’s market valuation. According 
to Erich Joachimsthaler, founder and CEO of Vivaldi 
Partners Grouph, “This corporate structure will work. It 
is a rather painless exercise relative to the alternative –  
mergers and integration. Integrating large, existing 
businesses into Google is time-consuming, unattractive and 
costly. The Alphabet structure simplifies. Simplicity wins!”17

A good move?
According to some analysts, the new structure was 
a smart way for Google to pursue long-term growth 
while simultaneously increasing transparency and 
management focus on the core business. According to 
Eric Bradlow, co-director of the Wharton Customer 
Analytics Initiative, “On net, [the restructuring] 
is probably a good move for branding, positioning, 
P&L [profit and loss reporting] and also for Sundar 
Pichai. It allows Google to have many uncertain, but 
high potential, ventures without damaging the parent 
brand. It also allows them the opportunity to keep the 
P&L separate for different areas of the company.”18 

More focus
The move would ensure clearer oversight of the 
company’s ambitious and risky research projects 
and allow greater focus and control of unrelated 
companies like Calico, X, Google Capital, Nest 
Labs etc., said analysts. Jeff Kagan, an independent 
industry analyst, said, “This is what they should 
have done years ago. They’ve gotten out of control… 
As Google gets bigger with all of these different 
businesses, they get sluggish. They’ve gotten too big 
with too many arms and they’re going in too many 
directions. This should deal with that.”19

While Alphabet would give the company’s 
moonshot bets new opportunities to grow, it would 
also segment them as distinct subsidiaries, each with 
its own liability, management, and profit stream. 
The subsidiaries would be freed from the matrix 
management of a large company such as Google. 
Each entity within Alphabet could be assessed on its 
own merits and flourish without the distraction of the 
potential impact on the core business. For instance, 
Google would not have the burden of the potential 
liability for X Labs and could focus on its core 
services like advertising and YouTube which had 
been money spinners for the company.

Innovation at Alphabet would also get a boost 
as founders Page and Brin stepped back from the 
day-to-day operations of Google and focused on 
the immense opportunities inside of Alphabet. They 
could dedicate their time to developing smaller 
emerging business lines, launching path-breaking 
products that might result in windfall gains for 

 II. Ensure Financial Integrity and Responsibility
 Ensure that money is appropriately spent, our financial records are complete and accurate, and our 
internal controls are honored.
  If your job involves the financial recording of our transactions, make sure that you’re familiar with 
all relevant policies, including those relating to revenue recognition.
 Never interfere with the auditing of financial records. Similarly, never falsify any company record 
or account.
 If you suspect or observe any irregularities relating to financial integrity or fiscal responsibility, no 
matter how small, immediately report them.

III. Obey the Law
 Comply with all applicable legal requirements and understand the major laws and regulations that 
apply to your work.

Source: https://abc.xyz/investor/other/code-of-conduct.html.
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Alphabet shareholders and keep them happy. 
Eventually, becoming Alphabet could help the 
founders stay in control of the larger vision for the 
company and experiment and grow into areas that 
might be seen as unlikely for Google, they felt. 

Under the new structure, Google could give 
operating divisions more leeway to make their own 
decisions and keep the businesses more nimble. 
Subsidiaries would get their own legal departments and 
be able to set their own benefit structures and culture 
to some extent. With each division headed by its own 
CEO, leaders would be able to make independent 
decisions and drive the company forward. Stepan 
Khzrtian (Stepan), co-founder and Managing Partner 
of international business law firm LegalLab Law 
Boutique, said, “Putting its many projects into separate 
companies and donning each with a strong CEO, 
Alphabet can be seen as sparking robust competition 
and entrepreneurial spirit among its many arms. 
Although not necessarily direct competitors, these 
different projects (or different companies, I should say) 
will be fighting hard to bring their red financials into 
the black, become profitable, and remain favorable in 
the eyes of the senior management at Alphabet... or risk 
being scrapped as a failed enterprise.”20

The moonshot projects would no longer have 
to justify themselves as adding value to Google’s 
core search business as they would be standalone 
operations, to rise or fall on their own, opined analysts. 
They had to support themselves in the market rather 
than be falsely buoyed by the Google brand name.  
Rik Moore, head of creative strategy at Havas Media, 
said, “It allows the best of both worlds—to both protect 
Google from association with any future false starts, 
while giving new projects breathing space to find their 
own identity away from the Google mega-brand.”21

Limiting Liability
The restructuring would limit liability. Alphabet as a 
holding company would not be liable for the debts of 
its subsidiaries, while the subsidiaries would not be 
liable for each other’s debts. Moreover, the creation 
of subsidiaries implied that potential legal fallouts or 
the failure of any risky bet would not impact the rest 
of the holding. Prior to restructuring, if one of the new 
projects failed, Google had to bear the loss, but with its 
new structure, Alphabet would shield itself from the 
liability of its risky moonshots, said analysts. “With its 
new structure, Alphabet is insulating its vague and risky 
businesses (Calico, Sidewalk, Fiber, Google X) from 
the tried and true ones (Search, Ads, Apps, Android, 
YouTube, Maps). So, if one or more of these ‘bets’ fails 

(big?), it would be sinking its own boat rather than 
bringing down the entire ship,”22 remarked Stepan. 
Moreover, having several subsidiaries might yield more 
tax advantages than having one large company with 
combined profit and losses, felt some analysts.

Corporate transparency
According to analysts, greater transparency of both 
cash flows as well as investments would prompt greater 
discipline and accountability across the company, 
allow better analysis and valuation of the individual 
businesses, and increase shareholder value. Investors 
would be better able to value Alphabet’s individual 
companies based solely on their financial performance. 
There would also be more disclosure around operations 
of the company’s main search business, including 
YouTube, mobile search, and online advertising, which 
Google had not disclosed earlier. Analysts said the 
new structure would improve corporate transparency, 
providing investors with a clear oversight of the 
company’s businesses, thereby fueling better decisions 
and increasing the stock price of the company.

Averting anti-trust regulation 
Over the years, Google as a single entity, had been the 
target of anti-trust legislation in the US and Europe. 
European regulators were hostile toward Google and 
viewed its growing footprint and internet monopoly as 
a threat to their local business interests. The company 
had faced inquiries from a number of different 
governments regarding its business practices, data 
collection methods, and privacy policies. In fact, 
the European Commission had accused Google of 
engaging in anticompetitive practices by privileging 
its own products and services over those of 
competitors in its search engine. Analysts felt that by 
spinning off its arms, Google might be able to pre-
empt antitrust regulation and placate regulators who 
were worried about Google becoming too powerful as 
a single entity.

Moreover, for some years, Google had been 
criticized for its approach to tax, data protection, 
and international secrecy. Experts said the shift 
from a single ‘Branded House’ approach toward a 
pure ‘House of Brands’ architecture would make 
Alphabet less vulnerable to scandals. “By creating a 
house of brands and the Alphabet holding company 
they distance corporate risk from brand equity and 
reduce any potential impact of corporate misdeeds 
on its consumer brands,”23 observed columnist Mark 
Ritson.
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Talent retention and employee 
acquisition
According to some analysts, the reorganization 
would allow entrepreneurship within the company 
to flourish, promote good talent, and prevent talent 
loss. More talented senior executives, who otherwise 
might get poached by other powerful competitors, 
would be promoted within the company. Reportedly 
social networking service Twitter Inc had been 
pursuing Pichai as its future CEO around the time 
the reorganization was announced. “You have a 
number of long-time people who’ve been at Google, 
and eventually they want to run their own things, run 
their own shows. It’s hard when top management 
is locked in and you can’t really change it,”24 said 
Danny Sullivan, an industry expert on search engines.

By creating a portfolio of separate businesses, 
Alphabet would also open up many more high ranking 
executive openings. There would be more opportunities 
to hire responsible managers with in-depth knowledge 
in certain areas for the individual companies in 
the holding. The move would also allow Alphabet 
to employ different leadership styles and develop 
different cultural variations for each of its businesses. 
Google had created a highly distinctive culture such 
as its popular HR policy called ‘Innovation Time 
Off’i and its campus-based community approach. The 
new Alphabet would allow the company to alter the 
company’s unique culture according to the needs of 
each business. For instance, visionaries, risk-takers, 
and engineering whiz kids might better fit in with 
moonshot companies while disciplined go-getters 
would do better in its more mature businesses.

Paving way for more acquisitions
Industry observers felt that Google’s acquisitions over 
a period of time had been overshadowed by doubts 
on how these new aspects of the business would fit in 
with the pre-existing facets of the business. Although 
some acquisitions such as YouTube were successful, 
many acquisitions had been either wholly swallowed 
up like Keyhole Incj or simply shut down as in the 
case of Dodgeballk.

Analysts said the new holding company structure 
would make it easier to bring in new acquisitions, 
since the new businesses could be added without 
having to be bundled together with Google’s core 

business. The opportunity to gain access to Google’s 
talent pool, corporate relationships, and high level 
of independence that could not easily be offered 
by Google’s former management structure would 
create an unparalleled value proposition for future 
acquisitions targets, they added. “What Silicon 
Valley values is innovation and scale, which is 
what acquisitions can help heighten. This concept 
is something that Google perhaps could not offer 
other companies. In order for Google to increase 
its chances of purchasing a multi-billion-dollar 
company, it must promote – at the forefront of their 
agenda – that a company along with its employees 
could exist under Google without losing sight of its 
uniqueness. The Alphabet structure could make this 
easier to implement, with its guarantee of generally 
neutral fiefdoms,”25 wrote author Katie Wong.

Criticism
Some analysts were, however, skeptical about the 
level of clarity the reorganization would actually 
bring as it was not clear how much of its quarterly 
financial information Alphabet was willing to share. 
They felt that the financial details disclosed by 
the new company were more or less similar to the 
ones discussed in Google’s earlier earnings reports 
with only the labels being changed and other minor 
details added. Alice Truong, Deputy growth editor at 
Quartz, Asia, commented, “On balance the news is 
positive as this provides for incremental transparency 
into Google’s business and suggests the company is 
looking for ways to balance founder and employee 
interests with those of investors. It may be overly 
optimistic at this point to hope for discrete business 
unit breakouts for the display network business GDN, 
YouTube, other Doubleclickrelated activities, Google 
Play, Android, etc. Further, it remains to be seen 
whether or not key cash flow items such as capital 
expenditures—which are not commonly broken out 
by companies with multiple reporting segments, but 
which are particularly critical for Google—will be 
disclosed at the segment level.”26

According to some critics, the name ‘Alphabet’ 
was neither innovative nor catchy and it made it look 
as if the company was starting from scratch. They 
wondered why the new holding company had defected 
from the extremely valuable core name, Google. The 
spinoff businesses could have benefited from the 

i Introduced in 2010, ‘Innovation Time Off’ allowed Google’s employees to work on any company related work of their choice other than their 
regular job tasks for 20% of their total working time.
j Google acquired Keyhole, a digital mapping firm, in 2004 and integrated it into Google Maps in 2005.
k Dodgeball, a location-based social networking software provider for mobile devices, was acquired by Google in 2005 and later shut down in 2009.
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powerful brand name, they added. Jim Prior, CEO of 
international brand consulting agencies The Partners 
and Lambie-Nairn, said, “As a Brand Consultant I do 
understand how that familiarisation process works—I 
just think it could have, should have, been something 
better and cooler than the overly simplistic Alphabet. 
What this name fails to convey to me is any sense of 
the specialness of the corporation, nor its ambition, 
long-term view, empowerment, scale, transparency, 
focus or humanity—which are the things Larry writes 
in his memo that they are excited about.”27

Some analysts felt it was not yet clear how the 
reorganization would increase the profitability and 
valuation of Google. They said other than the name 
change, there was not much happening differently. 
Experts opined that the restructuring had not led 
to a compelling tangible corporate strategy for the 
overall enterprise. Moreover, according to them, 
the reorganization failed to address how Alphabet’s 
businesses would become economically stronger and its 
projects more likely to succeed as they operated under 
a holding company. “Yes, the company’s new structure 
is now clearer to the outside world, but its strategy 
remains as opaque as ever. As long as that’s the case, 
Alphabet is just a new dog trying an old trick to appease 
the outside world and cope with internal complexity,”28 
remarked Ken Favaro, a Forbes contributor.

Moreover some experts felt that disclosing the 
financial details for risky bets might lead to investors 
calling for the closure of some underperforming units. 
Allowing investors to know the particulars of cash 
flows might not be the wisest thing to do for a company 
like Google that spent heavily on an uncertain variable 
like innovation, they said. Some analysts felt that 
post restructuring, Alphabet might lose its purpose 
and unifying vision because some of its high profile 
moonshot projects supported the company’s core 
activity of creating audiences for ads. For instance, the 
self-driving car project could allow users to free up 
commute time that they could use to access the internet. 
Project Loon, which aimed to bring the internet to 
remote areas, would add more customers to Google’s 
search business. Calling the move a risky bet, Julian 
Birkinshaw (Birkinshaw), Professor of Strategy and 
Entrepreneurship, London Business School, said, “I 
suspect that by creating Alphabet, Page and Brin are 
opening up a Pandora’s box of commentary and criticism 
that they could well do without. The only sustainable 
model for all Google’s really creative business ideas is 
a Private Equity model, or perhaps a foundation, where 
they can work on their ‘moonshot’ ventures away from 
the glare of the public capital markets.”29 

Initial results
Beginning the fourth quarter 2015, Alphabet reported 
separate financial results for the core Google 
business and the remaining Alphabet businesses 
as ‘Other Bets’. In the fourth quarter, Google’s 
revenues were US$21.3 billion, topping analyst 
expectations of US$20.77 billion up by 18% year-
over-year.30 A majority of Alphabet’s earnings were 
derived from Google’s core search business. In fiscal 
2015, Google’s revenues were US$74.5 billion and 
it generated profits of US$23.4 billion. In contrast, 
‘Other Bets’ posted revenues of US$448 million and 
reported an operating loss of US$3.56 billion.

Shortly after it announced its first quarterly 
results in February 2016, Alphabet briefly displaced 
Apple as the world’s most valuable company by 
stock-market capitalization (See Exhibit VI). 
Topping analysts’ expectations, the fourth quarter 
results drove up the company’s shares by as much as 
8%. For the first time on February 2, 2016, Alphabet 
surpassed Apple Incl to become the world’s most 
valuable company, after reporting higher profit and 
sales fueled by a flourishing advertising business 
that supported ambitious new projects. Alphabet’s 
shares rose 1.7% pushing its market capitalization 
to US$531 billion, while Apple’s market value was 
US$523.9 billion. Reportedly, in the six months 
since Google restructured to become Alphabet, 
the company’s market capitalization had increased 
by US$200 billion, almost doubling its total value 
despite its products line-up remaining much the 
same. “Alphabet’s core business looks very healthy. 
That’s going to build investors’ confidence about 
the other bets they’ve been making,”31 said Josh 
Olson, an analyst at investing company Edward 
Jones & Co.

In fiscal 2016, Alphabet brought in US$90.3 
billion in revenue, a 20% growth from US$75 
billion in 2015 (See Exhibit VII). Revenues from 
the Google segment were US$89.5 billion while that 
of ‘Other Bets’ were US$809 million. According 
to industry observers, Porat had instilled a sense of 
financial discipline across the company and cut costs, 
thereby increasing the company’s financial strength 
and stability. “Our growth in the fourth quarter was 
exceptional—with revenues up 22% year on year and 
24% on a constant currency basis. This performance 
was led by mobile search and YouTube. We’re seeing 
great momentum in Google’s newer investment 
areas and ongoing strong progress in Other Bets,”32 
observed Porat.

l Apple Inc., headquartered in Cupertino, California, US, is one of the biggest technology companies in the world. It mainly focuses on designing 
and selling consumer electronics products.
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EXHIBIT VII AlpHABET INC SEGMENT wISE CONSOlIdATEd rEVENuES
Amount in millions of US Dollars

Year Ended December 31

2014 2015 2016

Google Segment

Google properties 45,085 52,357 63,785

Google Network Members’ properties 14,539 15,033 15,598

Google advertising revenues 59,624 67,390 79,383

Google Other revenues 6050 7154 10,080

Google segment revenues 65,674 74,544 89,463

Other Bets

Other Bets revenues 327 445 809

Consolidated revenues 66,001 74,989 90,272

Source: https://abc.xyz/investor/.

EXHIBIT VI AlpHABET VS ApplE

Alphabet vs Apple 

Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan

400B

0.5T

0.6T

0.7T

0.8T

2016
Bloomberg

2015

Apple Inc.Alphabet Inc.

Source: www.bloomberg.com/news/articles/2016-02-02/google-parent-to-overtake-apple-as-world-smost-valuable-
company.

Analysts said though the restructuring had 
brought detailed segment level reporting, given that 
many of Alphabet’s businesses were still in early 
stages and non-revenue generating, there might 
not be a lot of numbers to show at the beginning 
and it would take some time for the reorganization 
to bear fruit. According to Om Malik, founder of 

technology research and analysis firm Gigaom, 
“It will be some time before we see the complete 
impact of taking this direction, I think it is a timely 
move for a company that has been getting fat and 
bloated. Google of today is not even a faint outline 
of a plucky upstart that wanted to simplify the web 
search.”33

65856_case05_ptg01_722-737.indd   733 07/02/20   9:42 PM



734  SECTION V cASeS

Challenges
According to industry experts, Alphabet’s ‘Other Bets’ 
were turning into financial black holes as they had been 
losing billions of dollars annually. Reportedly in the 
fourth quarter of 2016, Alphabet had lost nearly US$1.1 
billion from its ‘Other Bets’ division. In 2016, the total 
loss posted by this division was about US$3.6 billion. 
“Even if the amounts of money involved in some of 
Google’s crazier ventures are relatively small, investors 
will be saying ‘why is Google doing this stuff with my 
money?’ This is one of the dark sides of transparency. We 
don’t want to see sausages being made, but we are quite 
happy to consume the end product. Investors will struggle 
to understand Page and Brin’s big ideas, especially 
while they are still being developed. And they will have 
no patience for failure,”34 commented Birkinshaw.

Analysts said that Alphabet desperately needed a 
hit product or service from the non-core businesses 
in order to gain the confidence of the investors. 
Moreover, they said that Alphabet had to sustain 
and support individual businesses within the new 
corporate structure and this could prove to be a costly 
proposition from a branding perspective.

Some analysts felt that the clock was ticking on 
Google’s dominance in the internet search business. 
Though Google’s core search and advertising business 
looked unbeatable for the time being, going forward, 
its services such as YouTube and Google Cloud could 
face tough competition from rivals such as Facebook 
and Amazon respectively who were trying to grab a 
bigger slice of the lucrative online advertising market.

Some analysts were worried that Google’s culture 
built on focusing on innovation over profits was fast 
dissolving. They were concerned that Alphabet’s fiscal 
prudence and sharp focus on the bottom line would 
hamper technological innovation at the company. 
Some former employees had reportedly disclosed 
how expense and revenue expectations, once rare at 
the moonshot divisions, had become common since 
the Alphabet reorganization. Moreover, some analysts 
felt that the new structure might create new obstacles 
to innovation and create unhealthy competition within 
Alphabet as creation of new cost centers might raise 
incentives for each business unit to compete among 
themselves, removing the possibility of employees 
allocated in a given division participating in new 
ventures elsewhere. According to Nelson Alves, 
Financial Controller at EDP, “Firstly, will the usual 
freedom for employees to invest time in new projects 

be maintained? Employees are considered a cost in 
the companies where they belong, therefore, to have 
them working for other units for free is helping others 
at the cost of our own budget. You can extrapolate the 
previous example to other types of resources. This 
myopic view is very common when the management 
allow silos within the organization.”35

Though the new holding structure would allow 
subsidiaries to co-exist with Google under the Alphabet 
holding, the culture, compensation, and expansion 
strategy of these businesses would be fundamentally 
different from that of Google. These issues might 
become significant management challenges going 
forward. Moreover, some Alphabet businesses might 
compete against each other or overlap in ways that 
might lead to conflicts of interest.

Some observers felt that the demand for financial 
discipline and accountability across the company 
had taken a toll on the moonshot businesses as these 
ventures were facing unprecedented pressure to bring 
their costs in line with their revenue (See Exhibit VIII).  
Reportedly, Porat had been scaling back or shutting 
down projects that had been losing money or were 
seeking heavy investments. For instance, Alphabet 
had decided to put its Boston Dynamics robotics 
business unit up for sale as the company felt it 
was not likely to produce a marketable product 
and make money in the future. Alphabet also 
scaled back its efforts with drones and scrapped 
its modular smartphone project Project Aram as  
part of a larger effort to consolidate its hardware 
operations, which included products like its Nexus 
smartphones and Chromebook computers. Amid 
a shift in strategy, Google Fiber also decided to 
trim its high-speed internet service plans in 11 US 
cities and planned to lay off 9% of its workforce. 
According to Dieter Bohn, founding editor of The 
Verge, “It occurs to me that it’s just the latest in a 
string of missteps and corrections for both Alphabet 
and Google. You can look at all this as a company 
flailing, or you can look at it as a sign of a company 
that’s cleaning house and locking things down 
without being willing to publicly say so. Alphabet 
has been a confusing company from the jump, a 
mix of random product ideas from crazy moonshots 
to utilitarian smartphone appliances. Perhaps it’s 
simply time for said company to start demanding 
the kind of focus and fiscal responsibility that we 
historically haven’t seen a ton of with Google’s 
weirder projects.”36

m Project Ara, one of the flagship efforts of Google’s Advanced Technology and Projects group, aimed to build fully modular smartphones with 
interchangeable components.
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EXHIBIT VIII AlpHABET INC: 2015-2016 QuArTErly rEVENuES

Amount in millions of US Dollars

Q1  
2015

Q1  
2016

Q2  
2015

Q2  
2016

Q3  
2015

Q3  
2016

Q4  
2015

Q4  
2016

Google segment  
revenues

17,178 20,091 17,653 21,315 18,534 22,254 21,179 25,802

Google operating  
income

5188 6272 5608 6994 5807 6778 6744 7883

Other Bets revenues 80 166 74 185 141 197 150 262

Other Bets operating  
loss

(633) (802) (660) (859) (980) (865) (1213) (1088)

Source: https://abc.xyz/investor/.

Alphabet’s changing priorities pushed some key 
executives to quit the company. Nearly a third of the 
Alphabet subsidiaries (as of February 2016, there 
were ten Alphabet subsidiaries apart from Google), 
were facing major leadership challenges. In June 
2016, Nest founder Tony Fadell left the company 
saying that the “the fiscal-discipline era has now 
descended upon everything” and that each business 
within Alphabet had to depend on Google for the 
capital in order to grow. According to some reports, 
the increased pressure on Nest to perform and deliver 
profitable results as a standalone unit inside the new 
Alphabet operating structure limited its ability to 
innovate and led to the departure of Fadell. Marwan 
Fawaz, a cable and telecom industry veteran, was 
appointed as the new CEO of Nest while Fadell 
continued as an adviser to Alphabet.

This was followed by the exit of some key 
executives from Alphabet’s prestigious self-
driving car project. In August 2016, CTO Chris 
Urmson, who had been the face of the self-driving 
car project since its launch in 2009, left the 
company. His departure raised a host of questions 
about the future of Alphabet’s driverless vehicles. 
In December 2016, Alphabet spun off the self-
driving car division, earlier a unit of X, into an 
independent company called Waymo. During 
the same period, Bill Maris, founder and head of 
Google’s investing arm GV, stepped aside after 
running the company for close to eight years. He 
was replaced by David Krane, managing partner 
of the venture arm. This was followed by the 
departure of CEO of Google Fiber Craig Barratt 
in October 2016. Reportedly, Barratt left Google 

Fiber because he was worried about procuring 
resources for his company post restructuring. In 
October 2016, Dave Vos, head of Project Wing, a 
drone delivery program of Alphabet managed by 
X, also stepped down.

The company’s research lab X too had been 
struggling to get products out the door amidst internal 
politics. Several executives who left X said that instead 
of accelerating the moonshot divisions, the reshuffle 
had clogged up many of X’s projects including Project 
Loon, drones, and robotics which since then had 
become rudderless. Alphabet’s life sciences company 
Verily was also facing turbulence with many employees 
quitting the startup reportedly over CEO Andy Conrad 
whose allegedly divisive practices were said to be 
driving off top talent.37 However, Porat played down 
analysts’ concerns of instability at ‘Other Bets’ stressing 
that these ventures were are on a “longer time horizon” 
and that Alphabet was resetting some of them as they 
were trying to build sustainable business models. “As 
we reach for moonshots that will have a big impact in 
the longer term, it’s inevitable that there will be course 
corrections along the way, and that some efforts will be 
more successful than others,”38 Porat said.

The road ahead
As of November 2016, Alphabet was the second 
most valuable company in the world, worth around 
US$528 billion, not far behind Apple, valued at 
US$589 billion, and ahead of Microsoft Corporationn, 
valued at US$468 billion. Analysts said Alphabet’s 
other companies were wildly ambitious and they 
would hardly make a dent in Google’s finances owing 

n Microsoft Corporation, headquartered in Redmond, Washington, US, is a leading multinational software corporation.
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to the huge profitability of Google’s search business. 
According to them, Alphabet was a catalyst that could 
bring together human talent, technology scale, long-
horizon venture and investment approaches to build 
new business models that could challenge rivals in a 
wide array of industries in the future. For instance, 
Alphabet could be attractive to technologists working 
at GE and Microsoft Research and if the company 
could scale up ventures like Google Fiber and Project 
Loon, telecommunication giants such as AT&T, 
Verizon, and Comcast would be at risk. “But just 
because the projects do not bring in much money, it 
does not mean they have no effect on the company’s 
performance. If anything, it is the opposite: Alphabet 
is now the largest company in the world not 
because of the money it makes today, which pales in 
comparison to the former reigning champion Apple, 
but because of the money it could make tomorrow, 
the day after, or in 50 years,”o remarked Alex Hern, a 
technology reporter for the Guardian.

Going forward, the company planned to focus on 
cloud based computing and artificial-intelligence 

initiatives and cull investment in non-profitable 
bets. Pichai said cloud would be one of the largest 
areas of investment and growth for Google in 2017. 
A strong digital ad market and the company’s 
expertise in artificial intelligence to sell cloud-
based computing and analytics to big businesses 
could push Alphabet shares to over US$1000 in a 
period of one year (See Exhibit IX). Some industry 
observers predicted that Alphabet would likely be 
one of the dominant conglomerates in the world 
in the future. Given the resources remaining at 
its disposal, the company should have no worries 
about its financial future, they said. According to 
Stepan, “Today, tech companies like Alibaba and 
Alphabet are redefining this conventional wisdom, 
(re)creating conglomerates which sprawl industries, 
customers, and geographies. Call it innovation: not 
in technology, but instead in the tech business. These 
structures make sense from a business, finance, and 
legal perspective, and could well become guiding 
case studies for similar giants. Like Facebook. Or 
Apple.”39 

o Alex Hern, “X Projects: Alphabet’s ‘Moonshot’ Ventures that Could Change the World,” February 5, 2016.

Source: http://bigcharts.marketwatch.com.
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However, some analysts pointed out that the 
transformation of Alphabet was still a work in 
progress and its long-term goals still remained 
unclear. With the search going on for sustainable 
business models for its moonshot divisions 
ventures, Alphabet had held back from making 
any disclosures about if or when some of these 
projects would pay off. Moreover, it was unclear 
how the group’s divisions would be ultimately 
managed as they become more freestanding. 
Analysts said the lack of a precedent for each entity 
under the Alphabet umbrella and the vagueness 
of their aims would further add to the risks of 
failure of the company. As Michael A. Cusumano, 
Communications of the ACM, noted, “But is 
Google’s transformation into Alphabet Inc. a good 
bet—for Google investors and users, and society 
more broadly? That simple question raises big 
issues, such as how much should we expect large 
corporations to invest in research that might benefit 
society but not their bottom lines, and how might 
large corporations better use the money they do 
invest in research and new ventures?”40
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Renault-Nissan Alliance (RNA) was the oldest of 
its kind in the automotive industry, celebrating 

its 15th anniversary in March 2014. As of April 
2015, it sold more than one in 10 cars worldwide.2 
The alliance was formed on the principles of mutual 
respect while preserving each other’s brands and 
corporate identities. On April 1, 2014, to accelerate 
synergies, RNA launched convergence projects 
in four key functions: research and development, 
manufacturing and logistics, purchasing, and human 
resources, expecting to realize at least €4.3 billion3 
in annualized synergies and cost reductions by 2016, 
an increase of 54 per cent since 2013.4 However, the 
projects presented a number of important questions: 
Would this strategic move to enhance economies of 
scale through greater levels of product and process 
standardization limit quality and innovation? 
Would its benefits outweigh the costs of organizing 
common processes between the two culturally 
distant, independent entities? Would the move allow 
RNA to successfully compete in both developed and 
emerging target markets? Would further integration 
jeopardize the alliance’s original spirit of respecting 
each other’s distinctive identities, and thus undermine 
its competitiveness and sustainability in the long run? 
Should the alliance consider inviting new partners to 
strengthen its standing?

The global automotive industry
The automotive industry had become increasingly 
consolidated to meet the challenges of a wider 
product line, global presence and economies of 
scale. While in traditional developed markets like 
the United States and Western Europe, the industry 
had slowed down, emerging markets – particularly 
those in Brazil, Russia, India and China (BRIC) – 
had been growing, representing over 50 per cent of 
global light-vehicle sales.5 The developed markets 
had seen expansion in substitute means such as 
public transportation, car sharing and used cars. 
Consumers were more cost conscious and less 
loyal to brands while lengthening the use of their 
cars. Automakers had to deal with new and more 
stringent regulations concerning safety and carbon 
dioxide emissions. Accordingly, manufacturers 
had to find a way to invest in new technologies 
while ensuring competitive prices. In emerging 
markets, the main challenge was to adapt existing 
models and technologies to the local markets, and 
localize production and distribution capacities 
to achieve lower prices. However, the common 
key success factors in both markets for the 
manufacturers were time to market, cost, quality 
and styling.6

Renault-Nissan alliance: Will further 
integration create more synergies?
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The industry had a few large parts and components 
suppliers serving major automakers. There were also 
a number of small, highly specialized suppliers – 
mostly original equipment manufacturers (OEM) – 
who relied on relationships with a few automakers. 
These suppliers had increasingly been challenged 
by automakers to provide more added values but 
generally for the same price.7 For example, suppliers 
were required to invest in highly specific assets or 
technologies dedicated to particular needs of their 
clients, and to ensure high production capacities at a 
global scale without reciprocal commitments. 

The role of purchasing function
Automakers outsourced over half of the required 
parts and components.8 Purchasing represented up to 
70 per cent of the total cost of final vehicles.9 The 
success of Toyota as the world’s first automobile 
manufacturer to produce more than 10 million 
vehicles per year was often explained by relationship-
specific investments with its suppliers.10 Since the 
1980s, automobile manufacturers had adopted “just-
in-time” (JIT) production techniques, reducing the 
number of suppliers and investing in long-lasting 
collaborative relationships with only a few of them to 
ensure quality and product development time. 

Japanese automakers were mostly familiar 
with developing long-term and strong informal 
relationships with suppliers under the “keiretsu.” 
The keiretsu was a type of informal business 
group comprising companies with interlocking 
business relationships and shareholdings.11 While 
large automakers in the West had shifted to arm’s-
length relationships with parts suppliers, Toyota 
invested significantly in its suppliers’ capability 
development. These suppliers were, in turn, able 
to provide sophisticated system components 
tailored to Toyota’s specific requirements at highly 
competitive prices.12 The relationship between RNA 
and its suppliers was in between such arm’s-length 
and highly relationship-specific transactions. In 

particular, the alliance developed strong partnerships 
with suppliers of key components, while it employed 
arm’s-length transactions with those supplying 
standardized, peripheral components. 

The Renault-Nissan alliance
RNA was a strategic partnership between two 
automobile manufacturers: Renault, based in Paris, 
France, and Nissan, based in Yokohama, Japan. The 
alliance was officially established on March 27, 1999, 
with Renault acquiring 36.8 per cent of Nissan’s 
outstanding stocks.13 Carlos Ghosn had been appointed 
the chief executive officer of both companies. A key 
principle of the alliance’s formation was that the parties 
respect each other’s independent corporate identity. 
During the late 1990s and early 2000s, the automotive 
industry had undergone a period of consolidation, 
with numerous merger and acquisition deals.14 RNA’s 
top priority was to revive Nissan from the verge of 
bankruptcy. The revival plan drastically cut operating 
costs while implementing a clear strategic direction. In 
2001, after the turnaround, Nissan bought a 15 per cent 
stake in Renault, while Renault increased its stake in 
Nissan to 43.4 per cent15 (see Exhibit 1).

The main objective of RNA was to create 
synergies in each stage of the value chain, by 
fostering cost reduction and quality/innovation 
improvement (see Exhibit 2). The alliance allowed 
the parties to share technologies and best practices, 
and to enter new markets. Renault could benefit from 
Nissan’s strong position in North America and Asia, 
while Nissan could learn from Renault’s successful 
experience in Europe, Latin America and Russia (see 
Exhibit 3). The alliance aimed to be one of the top 
three automakers in terms of quality, technology and 
profitability, while upholding the imperative principle 
of respecting each other’s brand image, culture and 
organizational processes. Both sides realized that the 
cooperation had to be based on trust and that strategic 
decisions had to be mutually beneficial.

7 “Global Automotive Supplier Study,” September 9, 2013, www.rolandberger.com/press_releases/Global_automotive_supplier_study.html 
(accessed August 20, 2015). 

8 F. Lettice, C. Wyatt and S. Evans, “Buyer-supplier Partnerships During Product Design and Development in the Global Automotive Sector:  
Who Invests, in What and When?” International Journal of Production Economics, 127(2), 2010, pp. 309–319. 

9 Dyer, op. cit.. 
10  R. Vaghefi, “Creating Sustainable Competitive Advantage: The Toyota Philosophy and Its Effects,” FT.com, 2001. 
11 K. Aoki and T.T. Lennerfors, “The New, Improved Keiretsu,” Harvard Business Review, 91(9), 2013, pp. 109–113. 
12 Ibid. 
13 Renault-Nissan Alliance, Facts and Figures, 2014. 
14 J. MacDuffie and C. Benko, “Auto Industry Consolidation: Is There a New Model on the Horizon?” January 25, 2006, http://knowledge.wharton.

upenn.edu/article/auto-industry-consolidation-is-there-a-new-model-on-the-horizon/ (accessed August 20, 2015). 
15“Nissan and Renault Cement Ties,” October 30, 2001, http://news.bbc.co.uk/2/hi/business/1627671.stm (accessed August 20, 2015). 
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Further integration strategies
Since its formation, RNA had developed through 
more integration between the two partners. RNA 
first established the Renault-Nissan Purchasing 
Organization (RNPO) in 2001 to maximize 
economies of scale. To better align strategies 
and realize more synergies, in 2002, the alliance 
created the Renault- Nissan BV (RNBV), a strategic 
management company with the stocks being held 
equally between the partners (see Exhibit 1). RNBV 
was an impartial platform for Renault and Nissan 
to exchange ideas, build strategy and leverage each 
other’s competences and resources in a way that 
maximized their synergies.16 

By 2009, RNBV had set up a dedicated team of 
alliance directors to accelerate the integration and 
sharing of best practices to create even more synergies. 

Such development allowed RNA’s partners to open 
their first joint manufacturing plant and technical 
centre in Chennai, India in 2010.17 The plant would 
begin the production of vehicles within the common 
module family – affordable (CMF-A), to be launched 
into the Indian market in 2015. CMF-A would cover 
the most affordable category of cars through the 
modular system of vehicle architecture. For maximum 
efficiency and brand differentiation, compatible parts 
and components within the modular system would be 
assembled into hundreds of possible configurations.

A significant step towards the integration was 
made on April 1, 2014, when the alliance began 
the four convergence projects.18 Both companies 
jointly managed key project functions by appointing 
an alliance executive to lead each function, 
and a management committee to oversee the 
implementation. 

EXHIBIT 1 RENAULT-NISSAN ORGANIZATION

Daimler

Renault Nissan

Steering Committees

Renault-Nissan B.V.
Alliance Board

Alliance Directors Team

43.4%

15%

50%

1.55%

3.1%

50%

1.55%

3.1%

Source: Renault Nissan, “Alliance Facts and Figures 2014,” 2014, www.nissan-global.com/EN/DOCUMENT/PDF/ALLIANCE/
HANDBOOK/2014/BookletAlliance2014_GB.pdf (accessed August 20, 2015).

16“The Alliance,” op. cit.. 
17 “Renault-Nissan Confirms New Vehicles Specifically Tailored for Growth Markets,” July 16, 2013, http://blog.alliance-renault-nissan.com/ 

content/renault-nissan-confirms-new-vehicles-specifically-tailored-growth-markets (accessed August 20, 2015). 
18“The Alliance,” op. cit.. 
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The alliance clearly benefited both partners in 
terms of market shares, global presence, technology 
development and cost reduction. By 2013, RNA 
had sold nearly 8.3 million units, becoming the 
fourth-largest global automaker in the world19  
(see Exhibit  4). The alliance had met its global 
expansion target of achieving 10 per cent market share 
in the top five countries: Russia, France, Mexico,  Turkey 
and Japan. However, RNA needed to strengthen its 
presence in China, Germany, the United States, the 
United Kingdom and Brazil. Through the alliance, both 
companies were able to share expertise and costs in 
developing new technologies that met future needs and 
trends of automobile markets. In particular, RNA was the 
world’s leading plug-in electric vehicle manufacturer. It 
had a leading 58 per cent market share for zero-emissions 
cars with global sales of over 200,000 units in 2014.20 

Inviting new partners
In paral lel  with these developments ,  RNA 
invited new partners to access new markets and 
technologies. In 2008, Renault and Nissan acquired 
25 per cent and 17 per cent shares, respectively, 
in AvtoVAZ, the largest car manufacturer in 
Russia and an owner of the country’s most sold 
brand, Lada.21 The acquisition enabled RNA to 
enter the Russian automotive market. RNA also 
launched the AvtoVAZ-Renault-Nissan Purchasing 
Organization (ARNPO) in January 2015 to localize 
the procurement of parts while encouraging global 
suppliers to expand their operations in Russia.22 
The expected benefits for both RNA and AvtoVAZ 
were technology upgrading, as well as quality 
improvement and cost reduction.

EXHIBIT 2 EVOLUTION OF ALLIANCE SYNERGIES

Year Synergies evolution

1999 – Alliance Agreement
2000 –
2001 – Nissan Revival
2002 – 1999–2003
2003 – Exchange Best Practices and Exploit
2004 – Synergies
2005 – 2003–2008
2006 – Hard Synergies
2007 – 2008–2012
2008 – Support Midterm Plans and Growth 
2009 – €1.5 billion with RNBV Dedicated Team 2013–
2010 – €1.5 billion
2011 – €1.7 billion Synergies with Announcement of New MTPs
2012 – €2.7 billion Synergies
2013 – €2.8 billion Synergies (estimated)
2014 –
2015 –
2016 –
2017 –

Source: Renault Nissan, “Alliance Facts and Figures 2014,” 2014, www.nissan-global.com/EN/DOCUMENT/PDF/ALLIANCE/
HANDBOOK/2014/BookletAlliance2014_GB.pdf (accessed August 20, 2015).

19 “Renault-Nissan: Can Anyone Succeed Carlos Ghosn?” December 29, 2014, http://fortune.com/2014/12/29/renault-nissan-carlos-ghosn (accessed 
August 20, 2015).

20 “Renault-Nissan Sells Its 200,000th Electric Vehicle,” November 26, 2014, www.nissan-global.com/EN/NEWS/2014/_ STORY/141126-02-e.
html (accessed August 20, 2015). 

21 “Renault-Nissan and Russian Technologies Create Joint Venture to Finalize Strategic Partnership with AvtoVAZ,” December 12, 2012,  
http:// www.media.blog.alliance-renault-nissan.com/news/renault-nissan-and-russian-technologies-create-joint-venture-to-finalize-strategic- 
partnership-with-avtovaz/ (accessed August 20, 2015). 

22 “Renault-Nissan Alliance and AVTOVAZ to Create New, Merged Purchasing Organization in Russia,” December 15, 2014, http://blog.alliance-
renault-nissan.com/content/renault-nissan-alliance-avtovaz-create-new-merged-purchasing-organization-russia (accessed August 20, 2015).
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EXHIBIT 3 FINANCIAL AND SALES FIGURES

Nissan financials, 1999–2014

Year 1999 2005 2013 2014 1999–2014

Net income (million ¥) –684,363 518,000 389,000 457,600 +167%
Operating profit 
margin

1.4% 9.2% 4.8% 5.2% +3.8 points

Renault financials, 1999–2014

Year 1999 2013 2014 1999–2014

Net income (million €) 534 695 1998 +274%
Operating profit margin 5% 1.3% 2.2% –2.8 pts

Nissan global sales, 1999–2014 (units)

Year 1999 2005 2013 2014 1999–2014

Japan 758,603 842,062 678,824 623,000 –18%
USA 874,160 1,075,097 1,248,421 1,400,000 +60%
Europe 500,836 540,945 651,476 755,000 +51%
Others 281,834 1,111,191 993,628 1,318,000 +368%
China N/A N/A 1,266,167 1,222,000 N/A
Mexico N/A N/A 264,463 N/A N/A
TOTAL 2,415,433 3,569,295 5,102,979 5,318,000 +117%

Renault global sales, 2013–2014 (units)

Year 2013 2014

Europe 1,301,864 887,010
France 547,693 577,601

Russia 210,099 194,531
Brazil 236,360 237,187
India 64,368 44,849
Others 267,824 771,254
TOTAL 2,628,208 2,712,432

Source: Nissan, “Nissan Motor Corporation Annual Report 2015,” 2015, http://www.nissan-global.com/EN/DOCUMENT/
PDF/AR/2015/AR15_E_All.pdf, August 20, 2015; Renault, “Renault Annual Report 2014,” 2014, https://group.renault.com/
wp-content/uploads/2015/05/renault_ra_2014_en.pdf (accessed August 20, 2015).

In 2010, RNA decided to partner with Daimler, 
a German luxury car manufacturer, by buying 
3.1 per cent shares of the company to develop 
technologies that increased their mutual efficiency 

worldwide23 (see Exhibit 1). In 2013, RNA and 
Daimler together partnered with a major industry 
player, Ford, to jointly develop a fuel-cell electric 
vehicle technology.24 In the same year, Renault 

23 “Renault-Nissan Alliance and Daimler AG Announce Wide-ranging Strategic Cooperation,” April 7, 2010, https://www.daimler.com/documents/
investors/nachrichten/kapitalmarktmeldungen/daimler-ir-release-en-20100407.pdf (accessed August 20, 2015). 

24 “Daimler,” January 28, 2013, https://www.daimler.com/documents/investors/nachrichten/kapitalmarktmeldungen/daimler-ir-release-en-20130128.pdf 
(accessed August 20, 2015). 
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25 “Renault-Dongfeng One Year Later,” December 16, 2014, http://blog.alliance-renault-nissan.com/blog/renault-dongfeng-one-year-later-0 
(accessed August 20, 2015). 

26 “Nissan, Mitsubishi to Join Hands on Low-cost Electric Car,” August 4, 2014, http://asia.nikkei.com/Business/Deals/Nissan-Mitsubishi-to-join-
hands-on-low-cost-electric-car (accessed August 20, 2015). 

27 “Renault Not to Partner Bajaj; Holds Plans of Low-cost Cars,” March 28, 2014, www.moneycontrol.com/news/ business/renault-not-to-partner-
bajaj-holds-planslow-cost-cars_1060049.html (accessed August 20, 2015). 

28 “Renault-Nissan Alliance Recognizes Its 10-year Anniversary and Takes a New Step Forward,” www.nissan-global.com/EN/DOCUMENT/PDF/
AR/2009/AR09E_P14_Renault-Nissan_Aliance.pdf (accessed August 20, 2015). 

29 “The Renault-Nissan Alliance in 2008: Exploiting the Potential of a Novel Organizational Form,” HBR. 

accelerated its global expansion through a 50–50 
joint venture with a Chinese state-owned enterprise, 
Dongfeng to build a plant in Wuhan, which was 
expected to launch the first locally manufactured 
vehicle in 2016.25 Because Dongfeng and Nissan 
had collaborated in China before for over 10 years, 
the Renault-Dongfeng joint venture would leverage 
their synergies in terms of plant construction and 
operations. In 2014, Nissan and Mitsubishi set up 
an equal-stake joint venture to pursue development 
of a mini car-based electric vehicle at the lowest 
price among major automakers, expecting to release 
a new model in 2016.26 This joint venture also 
allowed Nissan and Mitsubishi to share technology 
and development costs.

Some of the challenges of partnering strategy 
included finding appropriate partners that would 
agree on the alliance’s principles and implementing 
the effective collaboration. RNA experienced such 
difficulties in 2009, when it decided to  create a 
low-cost mini car in India in partnership with local 
player Bajaj, which had expertise of developing 
low-cost products and knowledge of the Indian 
market. However, the parties could not reach 
 agreements, particularly on the quality and safety 
of the mini car.27 RNA then discontinued platform-
sharing plans in India.

Broadening RNA’s scope  
of purchasing and sharing  

best practices

Common purchasing activities
RNPO was the largest common organization 
between Renault and Nissan that significantly 
contributed to the creation of new synergies, 
covering all purchasing activities of Renault and 
Nissan worldwide. Since 2009, RNPO had managed 
100 per cent of the partners’ purchasing activities 
(compared to only 30 per cent when it was created 
in 2001).28 As a result, the alliance had largely 
increased its bargaining power toward suppliers and 
thus effectively decreased direct and indirect costs of 
manufacturing inputs. Since the creation of RNPO, 
the most significant change for Nissan was that 
Ghosn had disbanded its traditional keiretsu, which 
was seen as costly, slow and inefficient.29

Before RNA’s formation, Nissan and its suppliers 
under the keiretsu were linked through obligational 
and financial relationships. The suppliers were 
considered as a part of the Nissan group, while 
Nissan held some equity stakes in its suppliers. 
However, such relationships, based on trust and 
goodwill, did not prove to be efficient. The price 
of parts and components offered by these suppliers 

EXHIBIT 4 RENAULT-NISSAN-
AVTOVAZ SALES IN 2013

2013 sales results  
(in million units)

Toyota 9.8
GM-Wuling 9.7
VAG-Porsche 9.5
Renault-Nissan 8.3
Hyundai-KIA 7.4
Ford 6.3
Fiat-Chrysler 4.4
Honda 4.3
PSA 2.8
Suzuki 2.7
BMW 2.0
Daimler 1.8
Mazda 1.3
Mitsubishi 1.0

Source: Renault, “Renault Nissan Alliance Facts and Figures 
2014,” 2014, www.nissan-global.com/EN/DOCUMENT/PDF/
ALLIANCE/HANDBOOK/2014/BookletAlliance2014_GB.pdf 
(accessed August 20, 2015). 
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was usually higher than the global competitive 
price. As the automotive industry entered a period 
of consolidation, the keiretsu significantly weakened 
Nissan’s competitive position in the industry. 
Renault, on the contrary, was among the most 
competitive automakers at the time in employing 
worldwide component outsourcing, particularly 
with the increasing number of electronic parts.30 
Through sharing of best practices, Nissan was highly 
encouraged to adopt Renault’s supplier selection 
processes, in which the successful suppliers were 
likely to be those offering the best quality and 
delivery at the most competitive price.

Nissan was also encouraged to outsource many 
parts and components that were once manufactured 
in house or jointly produced with its suppliers. At 
the time, Renault helped Nissan to select the best 
suppliers, including those from Renault’s portfolio. 
The combination of the partners’ supplier pools 
strengthened the alliance’s bargaining power with 
suppliers, which in turn enhanced efficiency and 
cost reduction. Since its creation, RNPO had 
become a major driver of synergy creation within 
the alliance. In 2013, through integrated purchasing 
processes, RNPO created €1.036 billion of synergies, 
accounting for about 37 per cent of total synergies 
generated by the alliance.31 This success was based 
on the alliance’s ability to achieve equal and equitable 
allocation of benefits between partners. While 
Renault shared its best practices in supplier selection 
processes and helped Nissan decrease its purchasing 
costs,  Nissan contributed to improvements in the 
quality of Renault’s manufacturing processes.

Following such successful experience, in India, 
the alliance built its largest common plant where 
the partners jointly sourced components to foster 
efficiency and cost reductions while decreasing 
the complexity of the purchasing processes.32 In 
Russia, Renault, Nissan and AvtoVAZ merged their 
purchasing activities in January 2015.33 The new 
AvtoVAZ-Renault-Nissan Purchasing Organization 

(ARNPO) managed the purchasing activities of 
all three partners in Russia under the standards of 
the original RNPO. With the combined purchasing 
volume of three partners, ARNPO was set to become 
the largest buyer in Russia, facilitating AvtoVAZ’s 
further integration into the global automotive 
industry.

Standardization via shared platforms 
and the common module family
In 2013, the alliance launched the common module 
family (CMF), a modular architecture consisting of 
five common interchangeable modules, including 
engine bay, cockpit, front underbody and rear 
underbody, as well as electrical and electronic parts.34 
The CMF allowed engineers to mix and match a 
variety of common components in order to further 
facilitate the joint purchasing of parts. The objective 
was to produce 70 per cent of cars under the CMF by 
2018. The CMF enabled the alliance to maximize the 
economies of scale in terms of number of vehicles 
and geographical regions coverage. This project was 
anticipated to generate at least 30 to 40 per cent of 
overall cost reduction per model. The innovative 
CMF allowed the alliance to significantly reduce 
purchasing costs, while ensuring each partner’s 
distinct brand image and a diversity of products to 
better serve different markets. 

Increased cooperation between 
Renault-Nissan alliance and 
other partners
Inspired by Nissan, RNA enhanced the practice of 
“monozukuri” in the development process of new cars. 
Monozukuri (meaning “making things” in Japanese) 
was embedded in Nissan’s tightly integrated value 
chain, from design and manufacturing to delivery, 
so as to provide high quality products at a lower 
cost.35 The critical functions to be integrated were 

30G. Douin, “Behind the Scenes of the Renault-Nissan Alliance,” translated by Rachel Marlin, École de Paris du Management, Paris, 2002. 
31 “Renault-Nissan Alliance Posts Record €2.9b Synergies in 2013 ahead of Launch of First Common Module Family Vehicles,” July 2, 2014,  

www.media.blog.alliance-renault-nissan.com/news/renault-nissan-alliance-posts-record-e2-9b-synergies-in-2013-ahead-of-launch-of-first-
common-module-family-vehicles/ (accessed August 20, 2015). 

32 “The Renault-Nissan Alliance Inaugurates Plant in Chennai, India,” March 17, 2010, www.nissan-global.com/EN/NEWS/2010/_STORY/100317-
01-e.html (accessed August 20, 2015). 

33 “Renault-Nissan Alliance and AVTOVAZ to Create New, Merged Purchasing Organization in Russia,” op. cit.. 
34 “Common Module Family (CMF): A New Approach to Engineering for the Renault-Nissan Alliance,” June 19, 2013, www.nissan-global.com/

EN/NEWS/2013/_STORY/130619-01-e.html (accessed August 20, 2015). 
35 P. Pringle, “Monozukuri – Another Look at a Key Japanese Principle,” July 23, 2010, www.japanintercultural.com/en/news/default.

aspx?newsid=88 (accessed August 20, 2015). 
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purchasing, manufacturing, logistics and delivery. 
Thanks to the creation of cross-functional teams, the 
purchasing teams not only followed the decisions 
made by the engineers, but also took an active role in 
making such decisions. Through the meetings in the 
early stages of product development, the purchasing 
teams were able to effectively influence the use of 
the cheapest and most common parts that would 
generate the highest cost savings to the alliance. 
The application of the monozukuri philosophy was 
expected to reduce direct costs by 4 per cent each 
year.36

Apart from improving existing technologies, 
Renault and Nissan also shared the costs of 
developing new technologies (e.g., electric cars and 
batteries). Both companies shared their research 
findings with their respective battery suppliers (LG 
Chem for Renault37 and NEC for Nissan).38 As a 
result, the alliance could produce quality electric 
cars at attractive prices. The Nissan Leaf, released in 
December 2010, was the world’s first mass-produced 
zero-emissions vehicle. It became the best-selling 
electric car, with over 100,000 units sold in 2014, 
accounting for over 45 per cent of worldwide market 
share.39

The alliance also enhanced its adaptation 
experience through cooperation with local partners 
in new locations. In particular, Renault and Nissan 
learned to create “frugal innovations”40 through 
cooperation on CMF-A in India, with the objective of 
launching ultra-low-cost cars in emerging markets.41 
By collaborating with Indian engineers, RNA was 
able to adapt its offers to the local market with fewer 
parts and materials, and less product development 
time. The use of a local supply base was critical in 
the alliance’s strategy to reduce manufacturing costs 
in India. With the help of a local supplier, RNA even 
developed a scrap-recycling system to produce new 
parts from used materials.

Co-creation between the alliance 
and its suppliers

When Ghosn launched the revival plan in  October 
1999, one of the very first measures was to dismantle 
the keiretsu in Nissan’s purchasing system. The 
alliance’s parts and components procurement had 
since moved toward arm’s-length relationships. 
However, in 2004, RNA had reintegrated some 
elements of the relationship-specific transactions in 
dealing with suppliers in its new purchasing policy.42 
The purchasing practices had since underlined the 
potential benefits of investing in the relationship 
with suppliers. 

First, RNA established the continuous review 
of supplier performance, and shared review results 
with its suppliers. Each year, the best suppliers 
were publicly rewarded. This policy encouraged 
suppliers to continuously deliver quality and 
price-competitive parts. The suppliers were also 
given more confidence that they would benefit 
from investing in such relationship. Furthermore, 
the alliance judged the suppliers’ performance 
according to their ability to make proposals and 
implement continuous improvement in terms of 
quality, cost and delivery.43

In exchange, RNA invested in its suppliers by 
collaborating with them to improve and optimize 
their products and manufacturing processes. 
The alliance created multi-functional teams to 
work with its suppliers to develop new parts and 
components or to improve existing ones. Such 
assistance included direct involvement in technical 
improvements or developments at the suppliers’ 
production sites. To encourage supplier innovation, 
RNA built  long-term relationships with i ts 
suppliers by developing common working teams 
with the alliance’s specialists from the earliest 
phases of development.44

36 “Renault 2016 – Drive the Change,” February 10, 2011, www.media.renault.com/global/en-gb/renaultgroup/media/pressrelease.
aspx?mediaid=27137 (accessed August 20, 2015). 

37 “Renault Inks MOU with LG Chem to Jointly Develop Future EV Batteries,” May 24, 2014, http://myrenaultzoe.com/index.php/2014/05/renault-
inks-mou-with-lg-chem-to-jointly-develop-future-ev-batteries/ (accessed August 20, 2015). 

38 “Nissan Joins with NEC to Produce Lithium Ion Batteries,” May 19, 2008, http://wot.motortrend.com/nissan-joins-with-nec-to-produce-lithium-
ion-batteries-1002.html#__federated=1 (accessed August 20, 2015). 

39 “Nissan LEAF Global Sales Reach 100,000 Units,” January 20, 2014, www.nissan-global.com/EN/NEWS/2014/_STORY/140120-03-e.html?rss 
(accessed August 20, 2015).

40“Frugal Innovation: Lessons from Carlos Ghosn,” HBR. 
41“Renault-Nissan Confirms New Vehicles Specifically Tailored for Growth Markets,” op. cit..
42Aoki and Lennerfors, op. cit.. 
43 “The Renault-Nissan Purchasing Way,” www.nissan-global.com/EN/DOCUMENT/PDF/SR/Renault_Nissan_Purchasing_Way_English.pdf 

(accessed August 20, 2015). 
44“The Renault-Nissan Purchasing Way,” op. cit.. 
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RNA used several incentives to successfully convince 
its suppliers to invest in such specific relationships. 
Suppliers could improve their own competitiveness by 
accessing RNA’s valuable knowledge and expertise, 
increasing supply volumes to RNA’s partners, and 
by following RNA in its international expansion. 
Importantly, suppliers also gained higher market 
recognition and spillover reputation.45

The co-creation benefited RNA as well, by 
delivering price-competitive components with better 
quality, shorter development time and tailor-made 
unique technologies. Through the strong partnership 
with its suppliers, RNA could focus more on its core 
competencies and invest in strategic projects with 
high growth potential, such as electric cars and mini 
cars for emerging markets. These partnerships were 
also crucial in some emerging markets, where skilled 
and flexible suppliers were lacking; e.g., by investing 
in the relationship with AvtoVAZ, RNA was able to 
secure enough quality parts in Russia.46

Challenges with integration

Cost reduction versus quality  
and innovation
While industry experts and the media initially 
doubted RNA’s chances of success, the alliance 
had proven to be very successful. In 1999, Nissan 
reported a net income loss of ¥684 billion;47 however, 
by 2014, it enjoyed a net income gain of ¥458  billion. 
Nissan’s 2014 operating profit margin (5.2 per cent – 
two points above the industry average) was one of the 
best in the industry.48 Similarly, Renault expanded 
into new countries, and realized cost reductions, 
technology developments and quality improvements. 
Its net income grew by 274 per cent between 1999 
and 2014. The stock prices of both companies had 
risen: Nissan’s by 50 per cent, while Renault’s had 
more than doubled.49

However, both partners had to accept some trade-
offs in exchange for benefits. Some of  Nissan’s 
engineers deplored what they saw as an excessive 
focus on cost reduction against quality and innovation, 
and were reluctant to use Renault’s suppliers.50 While 
price was a major concern when consumers bought 
a new car, it was not the only criteria. Developed 
country consumers considered quality, safety, 
reputation and performance to be the four most 
important criteria when buying a car.51 Increasing 
the number of common parts within RNA’s different 
car models would also increase the probability of a 
defective component affecting more vehicles. This 
risk had been demonstrated in 2013, when Nissan had 
to recall one million cars in North America for airbag 
problems. The recall affected seven models, including 
some of the best sellers in the region. Also in 2013, 
about 841,000 vehicles worldwide were recalled due 
to a steering wheel glitch.52 Higher standardization of 
parts in large production volumes increased risks not 
only in terms of financial performance, but also with 
respect to reputation and brand image.

A higher level of product standardization (e.g., 
predefined platforms and modules) could also 
compromise RNA’s focus on innovation. The 
reluctance of Nissan’s engineers to use Renault’s 
suppliers implied that emphasizing costs might 
deteriorate creativity and innovation within RNA.53 
Engineers might be restricted to develop incremental 
innovations from traditional designs or existing 
models. Such drawbacks might hinder expansion 
in emerging markets where local adaptation was 
critical. For example, Renault decided to enter India 
with the Logan, an existing low-cost model within 
its portfolio. Due to this decision, Renault lacked 
localization of its suppliers. The company procured 
only 50 per cent of the necessary parts in India, which 
was a much lower rate than that of its competitors. 
The car’s engine, one of the most expensive parts, 
was also imported from France.54 The price of the 

45 Faurecia, Activity Report 2012, http://www.faurecia.com/files/media/site_com_corporate/document/ANGLAIS%20internet/AMF%20
REGULATED%20INFORMATION/Annual%20financial%20reports/ddr_2012_va_pour_mel.pdf (accessed August 20, 2015). 

46 “Renault-Nissan and AvtoVAZ Create Common Purchasing Organization in Russia,” September 18, 2013, www.media.blog.alliance-  
renault-nissan.com/news/renault-nissan-avtovaz-create-common-purchasing-organization-in-russia/ (accessed August 20, 2015).

47¥= Japanese yen, ¥1=€.007 as of August 31, 2014. 
48S&P 500 Sectors and Industries Profit Margins, December 31, 2014, www.yardeni.com/pub/sp500margin.pdf (accessed August 20, 2015). 
49“Renault-Nissan: Can Anyone Succeed Carlos Ghosn?” op. cit.. 
50 “Ghosn: Resistance to Renault Suppliers is Healthy,” May 19, 2003, www.autonews.com/article/20030519/SUB/ 305190818/ghosn:-resistance-

to-renault-suppliers-is-healthy (accessed August 20, 2015). 
51“Consumer Reports: Car-buying Guide,” www.cfah.org/file/Getting_Tools_Used/consumer.pdf (accessed August 20, 2015).
52 “Nissan to Recall 841,000 Vehicles Worldwide due to Steering Wheel Glitch,” May 24, 2013, www.reuters.com/article/2013/05/23/us-nissan-

recall-idUSBRE94M06A20130523 (accessed August 20, 2015).
53“Ghosn: Resistance to Renault Suppliers is Healthy,” op. cit.. 
54 “What Went Wrong with Logan,” November 10, 2009, www.business-standard.com/article/companies/what-went-wrong-with-

logan-109111000042_1.html (accessed August 20, 2015). 
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Logan was thus not low enough to attract Indian 
consumers and to compete in the Indian automotive 
market.

As a long-term sustainable strategy, RNA was 
supposed to invest in several potential innovative 
projects. Instead, it focused only on plug-in electric 
cars. Management underestimated the opportunity 
of hybrid cars, which were growing in developed 
markets.55 As a result, Toyota had successfully 
claimed its global leader position with the Prius 
model.56 Arguably, RNA was overly optimistic about 
the potential of plug-in electric cars. In 2013, Ghosn 
acknowledged that sales of its electric cars were at 
least four years behind the target, which he blamed 
on slow infrastructure development.57 In fact, RNA’s 
management did not sufficiently study the suppliers 
of electricity and supporting infrastructure before 
investing in this project. 

The revival of the Nissan Datsun in India to 
compete with the Tata Nano was another failure. 
The Global New Car Assessment Programme, an 
international car safety organization, awarded the 
car zero stars and recommended its withdrawal 
while  Nissan argued that it met all local safety 
regulations.58 Renault was also too late in entering 
the growing Chinese market. It entered China in 
2013, when all other major competitors were already 
present. As a late mover in China, Renault hardly 
established strategic collaboration with local partners 
and suppliers to compete with the incumbent 
competitors. 

Integration versus flexibility
Renault and Nissan had very different corporate 
cultures. Both required considerable time to reach 
common strategic decisions and implement them. 
Such compromise in the alliance’s flexibility was 
further lessened when more partners were involved 
and integration among partners was emphasized. It 
would be increasingly difficult for partners in the 
alliance to maintain their status quo. For example, 
RNA would need much more time to reach common 

agreements not only within the alliance (e.g., cross-
functional teams from Renault, Nissan,  Daimler, 
AvtoVAZ, Dongfeng and Mitsubishi), but also 
with outside partners (e.g., suppliers and other auto 
manufacturers). Time to market, a key success factor 
in the automotive industry, would undoubtedly 
worsen. The alliance’s prerogative to ensure that all 
of its decisions were based on a win-win principle 
might be hard to achieve. 

As the two companies increased their integration 
and convergence of organizational processes in 
order to realize more economies of scale, to what 
extent should they abandon their own corporate 
cultures and identities to strengthen the integration? 
In 2008, Nissan refused to use the Logan platform 
for the development of its low-cost car segment 
and decided to create its new platform, breaking 
the alliance strategy to increase the use of common 
modules.59 Was the future strategy of RNA – i.e., 
relying on standardization and increasing common 
organizational processes – threatening the basic 
principle of its creation: mutual respect of each 
partner’s identity? 

The leadership of CEO  
and succession plan

RNA’s success was largely based on Ghosn’s 
leadership. He had given both companies the 
autonomy to act within certain boundaries and 
retain their own individuality, while joining to build 
mutual benefits. As RNA pushed to achieve even 
more integration and thus efficiencies, Ghosn used 
some coercion to persuade the management of both 
companies to share designs as well as parts and 
components. The downside of pushing integration 
was that it was hard to keep the companies separate 
and on equal footing.

The 61-year-old Ghosn was hoping that electric 
cars, autonomous vehicles and costs reductions 
would drive the alliance to a place among the 
world’s top three automakers. Given his track 

55 “Ghosn Says Not Time for Hybrids Yet,” April 20, 2006, http://paultan.org/2006/04/20/ghosn-says-not-time-for-hybrids-yet/ (accessed August 
20, 2015). 

56 “Worldwide Prius Sales Top 3-million Mark; Prius Family Sales at 3.4 million,” July 3, 2013, www.greencarcongress.com/2013/07/prius-
20130703.html (accessed August 20, 2015).

57 Cost of Electric Vehicles Outweighs Their ‘Green’ Credentials,” November 20, 2014, www.ft.com/intl/cms/s/0/73ed8758-650f-11e4-ab2d-
00144feabdc0.html#axzz3OOzCtR8K (accessed August 20, 2015). 

58 “Renault-Nissan: Can Anyone Succeed Carlos Ghosn?” op. cit.. 
59“The Renault-Nissan Alliance in 2008: Exploiting the Potential of a Novel Organizational Form,” op. cit.. 
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record, even if he succeeded in this endeavour, 
could anyone successfully take his place? Most 
of the industry’s top-line executives were over 
50 years old. Neither Nissan nor Renault had 
a clear candidate lined up to run such a complex 
alliance. RNA ran at least three auto companies 
(e.g., Renault, Nissan, AvtoVAZ and a few others), 
with three different official languages. Its leader 
was responsible for 10 per cent of all worldwide 
cars sales, amounting to €115 billion in 2014.60 
RNA also owned 3.1 per cent of Daimler, which in 
turn owned 3.1 per cent each of both Nissan and 
Renault. Could anyone succeed Ghosn in managing 
such a vast and complex enterprise?

Next strategic moves  
of the alliance

Ghosn was considering integrating a third global car 
manufacturer into RNA to further increase synergies 
and raise the investment needed to adapt to new 
regulations, trends and needs in both developed and 
emerging markets.61 RNA had engaged in talks with 
General Motors but its attempt to partner with this 
US manufacturer failed in 2006.62 Given the long-
term successful collaboration between Renault and 
Nissan, would its alliance knowledge and experience 

help it to identify the right partner(s) and to manage 
the new alliance portfolio effectively? Would inviting 
new partners dilute RNA’s core values and identities, 
and increase the complexity (and costs) of the 
organization? 

As new synergies would require further 
integration, should the two partners merge? Both 
companies had denied the merge option since the 
alliance’s formation. However, in light of increasing 
dependence and integration, merging seemed to be 
a possible option. Alternatively, the two companies 
could split up into two smaller entities, struggling 
to survive in the highly consolidated automotive 
industry.

At Renault’s annual meeting in April 2014, Ghosn 
set a goal for RNA to become one of the top three 
global automakers. To achieve this goal, the company 
had less than three years to increase its market 
share and profits by 33 per cent in order to achieve  
8  per cent global market share and 8 per cent 
operating margins by the end of fiscal year 2017/18. 
A large part of this ambition was to conquer the BRIC 
markets. However, Brazil and China’s economies 
were starting to slow down, and the Russian economy 
tended to head for recession. Furthermore, the Nissan 
Leaf had not come close to paying off the €5 billion 
that had been invested in it. Ghosn had to admit that 
RNA still had a long way to go.

60“Renault-Nissan: Can Anyone Succeed Carlos Ghosn?” op. cit.. 
61“The Renault-Nissan Alliance in 2008: Exploiting the Potential of a Novel Organizational Form,” op. cit.. 
62 “GM Talks with Renault and Nissan End in Disagreement,” Financial Times, October 5, 2006, www.ft.com/intl/cms/s/0/604ed924-540e-11db-

8a2a-0000779e2340.html#axzz37OT4Gw9G (accessed August 20, 2015).
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I t was January 2007, and Cathy Fooks had just 
accepted her new position as chief executive 

officer (CEO) of The Change Foundation, an 
independent charitable foundation founded in 1996 
by the Ontario Hospital Association (OHA) with 
a mandate to promote, support and improve health 
and the delivery of health care in Ontario. After 10 
years, the board had undertaken a renewal process 
to evaluate the strategic directions of the foundation 
and measure the value-add of progress to date. 
After reviewing the new board-approved strategic 
plan, Fooks had some concerns about how The 
Change Foundation should refocus its activities and 
transform itself going forward. Before she could start 
to rebuild the foundation, she had to decide what its 
future direction should be.

Origins of the change 
foundation: the Ontario  

Hospital Association
The OHA was a member association representing 
over 150 Ontario public hospitals. It had the broad 
vision of “achiev[ing] a high-performing health 
system.”1 The OHA achieved this by providing 
its member hospitals with high-quality products 
and services, leading innovation and performance 
improvement and influencing Ontario health 
system policy.

In 1996, the OHA received a one-time payout of 
approximately $50 million through the divestiture of 
Blue Cross Insurance. This opportunity provided a 

number of investment options; however, the OHA 
chose to set up an endowment fund and establish 
The Change Foundation to lead transformation in 
the Ontario health system. Sheila Jarvis, chair of the 
OHA board in 2005 and of The Change Foundation 
board from 2011 to 2013, explained that this money 
was designed to “enable the health care system in 
Ontario, through the lens of hospitals, to explore 
new and innovative ways of doing business.”2 The 
funds enabled the OHA to develop an opportunity 
to achieve a sustainable approach to health system 
innovation from which all organizations in the health 
system could benefit. The vision was to promote a 
high-achieving Ontario health care system for the 
future.

In 2006, the OHA itself developed a new strategic 
plan to better achieve a high-performing health 
system in the future. It consisted of five key strategic 
directions:

 ■ Create strong and lasting partnerships that 
advance health system integration; 

 ■ Improve knowledge transfer of leading practices 
to strengthen health system performance;

 ■ Strengthen governance throughout the health care 
sector; 

 ■ Improve executive and management leadership 
capacity within the health sector through a new 
leadership institute; and

 ■ Provide thought leadership on health system 
issues based on facts, evidence and/or hospital 
expertise.3

Time for a change at The  
Change Foundation
By Alexander Smith

CASE 

7
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History of the change  
foundation

The Change Foundation began primarily as a granting 
agency offering small amounts of funding to a wide 
range of projects; its mandate was “promoting, 
supporting and improving health and the delivery 
of health care” (see Exhibits 1 and 2). Gail Donner, 
chair of The Change Foundation board from 2007 to 
2009, explained: 

The organization would tell people, “get a 
good idea underway” with the idea that over 
time they would then be eligible for significant 
funding. That’s why we have the name, 
“Change Foundation” – it was a jumpstart 
for projects with less experience or with a 
good idea but not enough resources to work it 
through.

The Change Foundation was a separate entity from 
the OHA. It had a separate board and CEO, who 
reported to the OHA on their progress every year 
to make sure that they were achieving the mandate 

that the OHA had given them. However, despite 
the separation, the OHA remained in a position of 
control over The Change Foundation and had the 
ability to remove the board and change its bylaws 
if it was unhappy with the progress that was being 
achieved. The Change Foundation worked to 
achieve its mandate through two key core functions: 
knowledge creation and knowledge transfer. 

Knowledge creation
Knowledge creation was achieved at The Change 
Foundation through two key programs: the Change 
Initiatives Grants Program and the Research 
Program.

The Change Initiatives Grants Program was a 
joint program between The Change Foundation and 
the Ontario Ministry of Health and Long-Term Care 
(MOHLTC). It was designed to broadly support 
innovations that improved health care in Ontario. Each 
year, The Change Foundation established priorities 
for health system innovation that were then released 
to the research community, and grant applications 

ExhIbIT 1 ThE ChANgE FOuNdATION bAlANCE ShEET

March 31,

2006 2005
Assets
Cash 12,379 872,638 
Investments 57,981,932 54,881,106 
Accounts Receivable 27,456 30,522 

58,021,767 55,784,266 
Capital Assets 5883 4951 

58,027,650 55,789,217 
Liabilities
Accounts Payable 665,139 353,363 
Deferred Revenue 1,398,342 1,533,847 
Employee Future Benefits 110,300 110,300 
  2,173,781 1,997,510 
Fund Balances
Invested in Capital Assets 5883 4951 
Externally Restricted 44,625,008 44,020,082 
Unrestricted 11,522,978 9,766,674 
  55,853,869 53,791,707 

58,027,650 55,789,217 

Source: The Change Foundation, “Annual Report 2005/2006,” www.changefoundation.ca/about-us/annual-reports/ 
(accessed on February 26, 2014).
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were reviewed for strengths in achieving these priority 
targets. In 2005, for example, this goal was to “support 
Ontario Health System Transformation by enhancing 
organizational integration through LHINs [Local 
Health Integration Networks] and supporting disease 
management.”4 Ten research projects received funding 
totaling $822,000 in 2005 (see Exhibit 3). This 
 funding was supported through additional matched 
funding from the MOHLTC. Between 1997 and 2005, 
75  projects were funded at a total of $5.9 million. 

The Research Program consisted of a series of 
research project publications by The Change Foundation. 
These projects varied greatly, from establishing the 
Provincial Disease Management Network to collecting 
best practices in hospital and community integration 
in mental health. Through partnering with external 
individuals and organizations, The Change Foundation 
completed research projects and produced policy 
papers consistent with its mandate. Since 2004, the 
Research Program had focused on “promoting system 
transformation through integration.”5

Knowledge transfer
In addition to producing research both in-house and 
through grants, The Change Foundation promoted 
the transfer of health research into clinical  practice. 
Specifically, it focused on the roles of social 
marketing, electronic media and complexity theory 
on research knowledge transfer. The Knowledge 
Transfer Program partnered with the OHA through 
participation in and co-sponsorship of OHA events 
and conferences. The majority of projects within 
this stream focused on education and leadership 
development. The Change Foundation offered 
international study tours for health executives to 
provide senior health leaders the opportunity to learn 
new health policy and practices from the United 
Kingdom,  Australia, Sweden and Norway.6

In 2003, the mandate of the Knowledge Transfer 
Program was expanded to focus on developing 
leadership capacity among health executives and 
emerging health leaders. The Change Foundation 

4The Change Foundation, “Annual Report 2005/2006,” www.changefoundation.ca/about-us/annual-reports/ (accessed February 26, 2014).
5Company records.
6The Change Foundation, Annual Report 2005/2006, op. cit..

ExhIbIT 2 ThE ChANgE FOuNdATION STATEMENT OF OPERATIONS

Source: The Change Foundation, “Annual Report 2005/2006,” www.changefoundation.ca/about-us/annual-reports/ 
(accessed February 26).

Year ended March 31, 2006

Revenues
Investment Income 2,515,918 
Amortization of Deferred Revenue 735,005 
Other 212,281 
Realized Gain on Investments 2,015,267 

Total Revenues 5,478,471 

Expenditures
Investment Expenses
Investment Management Fees 34,465 
Operating Expenses
Grants 1,482,150 
Research and Analysis 623,567 
Education 220,196 
Development Projects 844,458 
Administrative 516,399 

Total Expenses 3,721,235 
Net Operating Income 1,757,236 
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partnered with the University of Toronto’s Rotman 
School of Management and the King’s Fund to 
develop a four-week training program for future 
health leaders focused on change management and 
integrative thinking. 

In 2005, the mandate of the Knowledge Transfer 
Program was further expanded with the OHAfrica 
Project. Initiated by the OHA, OHAfrica challenged 
Ontario hospitals and other health organizations 
to help manage the AIDS pandemic in Africa. This 
involved sending teams of health care practitioners to 
Lesotho to introduce antiretroviral drugs. The Change 
Foundation committed to contributions totaling 
$1.5 million over three years to start this work and 
ultimately establish the program’s independence. By 
2006, OHAfrica had placed over 1200 people on life-
saving antiretroviral drugs in Lesotho.7

OHA review of The Change 
Foundation

In 2004, nearing the tenth anniversary of The 
Change Foundation and with a new strategy for the 
OHA in development, a new strategic plan needed 
to reflect on achievements to date to determine 
the foundation’s future role. The OHA had begun 
to question the foundation’s effectiveness: was it 
making the impact on health system transformation 

that had been anticipated? The association felt that 
the research projects that were being completed 
were too small in scale to achieve health system 
change. It began to question whether or not funding 
small grants was the right approach to achieve 
transformation and change, as the recipients did not 
always have the scientific research competencies 
to produce high-quality research. One of the core 
values of the OHA was to be evidence-based, so the 
quality of the evidence produced was of the utmost 
importance. 

Ultimately, the OHA was also concerned with 
impact. The OHA and The Change Foundation had 
already had two joint board and executive committee 
meetings to discuss these issues. Several board 
members had been replaced in an attempt to lead 
organizational change, but without starting anew 
and removing the existing legacy structures and 
processes, change was limited. 

The OHA decided that more significant change 
had to occur at The Change Foundation, and as part 
of this new strategy, it replaced members of the 
foundation’s board with OHA members in an interim 
capacity. Jarvis explained:

This was a very typical governance strategy 
and the board of the OHA, we appointed some 
of our own board members to be the new 
board of The Change Foundation, recognizing 

 ■ Integrated Delivery of Community Health 
Information to the Hospitals through the CHIN 
[Community Health Information Network], 
2005: Community Care Access Centre (CCAC) 
of Waterloo Region with Grand River Hospital 
and the University of Waterloo, $43,000 grant.

 ■ Enhancing Self-Management of Diabetes and 
Depression in Primary Care through Peer 
Support, 2005: Hamilton HSO Mental Health 
& Nutrition Program, a service of St. Joseph’s 
Healthcare Hamilton with Hamilton Branch, 
Canadian Diabetes Association; Diabetes 
Hamilton; and Mental Health Rights Coalition 
(2005), $40,000 grant.

 ■ Virtual Tours of Placement Destinations, 2005: 
Hotel-Dieu Grace Hospital with Windsor 

Regional Hospital, Windsor Essex CCAC, 
Windsor-Essex County Real Estate Board and 
the Hospitality Network, $100,000 grant.

 ■ Time to Treat Initiative for Lung Cancer 
Patients and PERLA (Patients with Early 
Resected and Locally Advanced), 2005: Lung 
Cancer Clinic Lung Cancer Canada with 
Toronto Sunnybrook Regional Cancer Centre 
(Sunnybrook & Women’s Health Sciences 
Centre) and Toronto East General Hospital, 
$100,000 grant.

Note: Ten grants were funded in 2005. This list represents a 
sample only. 

Source: The Change Foundation, “Annual Report 2005/2006,” 
www.changefoundation.ca/about-us/annual-reports/ (accessed  
February 26).

ExhIbIT 3 SAMPlE gRANTS AwARdEd IN 2005

7The Change Foundation, Annual Report 2005/2006, op. cit..
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it was really an interim measure, while we 
thought about a strategic plan for The Change 
Foundation and then went out to recruit a new 
CEO with a new and fresh mandate.8

The Change Foundation draft 
strategic plan 2006

With pressure coming from the OHA, The Change 
Foundation’s interim CEO and board underwent 
a strategic planning process consisting of two 
main phases: a SWOT (strengths, weaknesses, 
opportunities, tensions) analysis and environmental 
scan to understand the climate at the time and a 
Strategic Directions Think Tank to select the key 
strategic priorities.

Draft Strategic Plan: Phase 1 – SWOT 
analysis
The strategic planning process consisted of over 30 
interviews with key stakeholders and several focus 

groups to identify the organization’s strengths, 
weaknesses, opportunities and tensions. 

One of the key components of the strategic 
renewal process was to examine the state of 
health care research organization in Ontario 
in  order  to  bet ter  unders tand The Change 
Foundation’s contributions. A benchmarking 
review of foundations in Ontario revealed that 
health care research was funded by four main 
types of organizations: full-service foundations, 
granting and knowledge transfer organizations, 
research institutes and think tank/policy forums 
(see Exhibit 4). The provincial health research 
landscape was growing, with a broad range 
of organizations focused on health research 
that ranged in size from small players to large 
organizations with endowment funds in excess 
of $200 million. No single model of foundation 
existed, as each organization used different 
core processes and mechanisms to achieve its 
mandate.

Robin Osborn, vice-president and director 
of the International Program in Health Policy 
and Innovation at the Commonwealth Fund, 

ExhIbIT 4 hEAlTh CARE RESEARCh ORgANIzATION TyPES

Type of 
organization

1. Full service 
“value added” 
foundations

2. Granting & 
knowledge 
transfer 
organizations

3. Research  
institutes

4. Think tanks/ 
policy forums

Core Activities  ■ Grant making
 ■ Conduct in-house 

research, work 
with grantees

 ■ Knowledge 
translation and 
exchange

 ■ Policy analysis and 
forums

 ■ Leadership 
development and 
fellowships

 ■ Grant making 
 ■ Support 

knowledge 
creation, capacity 
building

 ■ Knowledge 
transfer and 
exchange

 ■ Non granting 
 ■ Conduct research 

using salaried, 
in-house researcher; 
compete for peer 
reviewed funding 

 ■ Knowledge transfer 
and exchange

 ■ Non granting
 ■ Research 

synthesis & 
policy analysis

 ■ May 
commission 
research

 ■ Create forums 
for debate, 
discussion 
and informed 
decision making

Examples  ■ The 
Commonwealth 
Fund

 ■ The King’s Fund

 ■ CHSRF
 ■ CIHR Institute of 

Health Services & 
Policy Research

 ■ Institute for Clinical 
Evaluative Sciences 
(ICES)

 ■ Institute of Work & 
Health

 ■ Institute of 
Research & 
Public Policy 
(IRPP)

 ■ Nuffield Trust 

Source: Company records.

8Sheila Jarvis interview, op. cit..
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outlined seven key components of a “value-added 
foundation”: 

 ■ A clear mission;

 ■ Determination to focus;

 ■ Well-defined strategies;

 ■ Rigorous grant making;

 ■ Solid intellectual grounding in chosen fields;

 ■ Communication to influential audiences; and

 ■ Concern for accountability and performance.9

The findings of the SWOT analysis can be found 
in Exhibit 5. 

9Company records.

ExhIbIT 5 ThE ChANgE FOuNdATION SwOT ANAlySIS 2006

Strengths Weaknesses

 ■ Secure financial base ($50 million+ endowment)
 ■ Capacity to connect with upper echelon of thought leaders 

in Ontario’s health care system
 ■ Relationship with the OHA
 ■ Several strong partnerships established including MOHLTC, 

The King’s Fund, Canadian College of Health Service 
Executives

 ■ Potential to recruit to renewed mandate and focus
 ■ Flexibility in by-laws 

 ■ Lack of focus and priority setting, engaged 
in too many disparate activities for the size 
of the organization

 ■ Granting program has been criticized 
for lacking sufficient rigour, appropriate 
peer review and transparency in decision 
making

 ■ Limited internal capacity to deliver on high-
profile, high-quality research projects

Opportunities Tensions/Challenges

 ■ Changing environment, MOHLTC Transformation Agenda, 
advent of LHINs 

 ■ Need for a provincial forum for analysis, debate of known 
and emerging health issues; need to engage decision 
makers in long-term sustainability of the health system

 ■ Appetite for greater understanding and innovations in health 
system delivery and design, need for synthesis/creation of 
knowledge on health system integration and change 

 ■ Potential to engage thought leaders and health service 
researchers nationally and internationally

 ■ Interested intellectual and funding partners to tackle 
questions on system integration and change

 ■ Operationally (action) oriented research 
projects vs. more scholarly, scientifically 
excellent research

 ■ Broader health system focus vs. flow 
management, “on the ground” models of 
service integration

 ■ Granting program vs. in-house and 
commissioned research

 ■ Think tank/policy forum vs. knowledge 
creator and capacity builder

 ■ Independence vs. interdependence with 
OHA

Source: Company records.

Draft Strategic Plan: Phase 2 – 
strategic directions think tank
In May 2006, after the initial SWOT analysis was 
complete, The Change Foundation held a Strategic 
Directions Think Tank, which included 40 senior health 
leaders, policy and decision makers, grant makers, 
educators and health services researchers, to define the 
strategic priorities of the organization going forward. 

The outcomes of  the  s t ra tegic  planning 
process solidified The Change Foundation as 
a hybrid between a granting and knowledge 
transfer organization and a think tank/policy 
forum organization. Guided by a new mission, 
vision and value statement (see Exhibit 6), The 

Change Foundation sought to achieve a more 
focused approach to granting, a renewed focus on 
developing a role as a think tank organization and 
a new focus on capacity building through five key 
strategic priorities.

P r i o r i t y  1 :  S u p p o r t  t h e  s u c c e s s f u l 
implementation of integrated health systems 
in Ontario. In 2006, Ontario established a 
new regionalized health care system with the 
implementation of LHINs. The 14 regional health 
authorities managed all planning, integration and 
funding for all Ontario hospitals, long-term care 
homes, community care access centres, mental 
health agencies and community support agencies. 
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ExhIbIT 6 MISSION, VISION, VAluES

Source: Company records.

Vision Mission Values

A sustainable, high-performing 
and accessible health system for 
Ontario.

The mission of The Change 
Foundation is to inform and guide 
effective policy and practice that 
will contribute to building a high 
quality, integrated health system in 
Ontario. The Change Foundation 
carries out this mandate by 
promoting independent analysis 
and informed debate of known 
and emerging health issues, 
supporting outstanding research 
and facilitating knowledge transfer.

In fulfilling its vision and mission, 
The Change Foundation embraces 
the following core values:

 ■ Innovation & Excellence
 ■ Partnership & Collaboration
 ■ Transparency & Objectivity
 ■ Relevance & Timeliness
 ■ Trust & Respect

This was to be a major change in the Ontario 
health care system, and there was opportunity 
for research organizations to study its structural 
governance and support the transition.

The Change Foundation had experience in health 
system integration, with several studies exploring 
international models of regionalization that could 

be transferred to the Ontario situation. Any potential 
research would be required to meet the following 
priority research themes: relevance, future orientation, 
multidisciplinary, potential for leveraging partnerships 
and potential to influence policy.10 

Key goals and implementation strategies for 
priority 1 are outlined in Exhibit 7. 

10Ibid.

ExhIbIT 7 KEy gOAlS ANd IMPlEMENTATION 
STRATEgIES FOR PRIORITy 1

Source: Company records.

Goals Implementation strategies

Establish an expert 
understanding of 
the health system 
integration and share 
that knowledge.

 ■ Collect and organize intelligence and insights around system integration from 
national and international sources.

 ■ Translate learning from other jurisdictions to the Ontario context. 
 ■ Partner with other foundations in Ontario, Canada, the United States and Europe 

to learn from the experience of others on an ongoing basis. 

Identify, promote 
and share best 
practices in health 
system integration.

 ■ Produce case and field studies showcasing innovative practices in health system 
integration.

 ■ Create the “tool kits” to help organizations achieve integration and to work with 
partners to disseminate knowledge.

 ■ Establish innovative models for improved care delivery from around the world and 
foster cross-national research and collaboration.

 ■ Use small grants to target action projects that apply an innovative idea, with a 
view to evaluating the project. 

 ■ Sponsor a Future Ideas Conference in partnership with the OHA, MOHLTC, LHINs 
(explore partnership with CITY TV Ideas conference).
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ExhIbIT 8 KEy gOAlS ANd IMPlEMENTATION 
STRATEgIES FOR PRIORITy 2

Source: Company records.

Goals Implementation strategies

Conduct action-
oriented analyses of 
pressing or emerging 
policy issues. 

 ■ Survey and report on national and international trends in policy, funding and 
delivery of integrated health systems. 

 ■ Conduct an ongoing scan of the policy landscape and health delivery issues.

Connect research, 
policy and practice. 

 ■ Convene meetings with local, national and international researchers, policy 
 makers, academic experts and health leaders. 

 ■ Establish a Multi-sectoral Advisory Board to identify key issues and research 
 questions that need to be addressed.

 ■ Participate in the international network of policy-oriented health care researchers 
and foundations.

Communicate 
results to influential 
audiences.

 ■ Target knowledge transfer to specific target audiences’ needs and interests; 
 package information to attract target audiences.

 ■ Develop publishing and distribution strategies geared to the needs of influential 
audiences for easy to use information.

Priority 2: Serve as a catalyst for multi-sectoral 
and informed public policy debate. The Change 
Foundation would operate as a “research broker” 
connecting people, evidence and action together. 
To achieve this strategic priority, The Change 
Foundation would begin by proactively seeking the 
pressing issues with which policy makers would 
be dealing within the next 12 to 18 months. The 
foundation would then connect research teams, 
policy makers and health leaders to conduct and 
support research collectively. Finally, The Change 
Foundation would leverage the integrated research 
approach through the dissemination of research 
results to the influential policy makers leading 
action. 

Key goals and implementation strategies for 
priority 2 are outlined in Exhibit 8.

Pr ior i ty  3 :  Fos ter  l eadersh ip  capac i ty 
building. The Change Foundation recognized that 
there had been insufficient support and resources 
directed at the next generation of health leaders. 
Many other organizations also recognized this, 
and the health leadership training industry was 
becoming  saturated – including by the OHA, which 
was looking to expand its leadership development 
programming. Therefore, The Change Foundation 
would discontinue leadership training and become a 

catalyst to support it. The foundation had experience 
working with international partners who provided 
innovative models of education such as visiting 
scholar, fellowship and cross-training programs that 
were not present in Canada. There was a unique 
opportunity to adapt these programs to the Ontario 
context and evaluate their effectiveness. 

Key goals and implementation strategies for 
priority 3 are outlined in Exhibit 9.

P r i o r i t y  4 :  P r o m o t e  o r g a n i z a t i o n a l 
excellence. The changes in the strategic direction 
towards a think tank model required a new set of 
employee competencies, either in The Change 
Foundation’s existing employees or new ones. The 
required competencies would be assessed and the 
optimal approach to acquiring these skills would be 
evaluated. During the strategic planning process, 
The Change Foundation was being led by an interim 
CEO; therefore, a new permanent CEO would need 
to be hired to lead the new organization. 

The Change Foundation did not receive adequate 
recognition for many of the successful and well-
known research projects that it funded. The Ottawa 
Model for Smoking Cessation, for example, was 
a celebrated model for health promotion in over  
140 sites across Canada. Very few knew, however, 
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ExhIbIT 9 KEy gOAlS ANd IMPlEMENTATION 
STRATEgIES FOR PRIORITy 3

Source: Company records.

Goals Implementation strategies

Collaborate with 
others in designing 
a High Performing 
Leadership Program 
for Ontario.

 ■ Collaborate with provincial health associations, government, academic and other 
training institutions to maintain a focus on the leadership challenge and solutions. 

 ■ Partner with others to develop innovative solutions to fill gaps in leadership 
development and support. 

Support the 
development of 
talented leaders.

 ■ Partner with other foundations in developing fellowships in health care policy.
 ■ Create fellowships and visiting scholars programs to selectively support  

The Change Foundation’s priorities for leadership development.

ExhIbIT 10 KEy gOAlS ANd IMPlEMENTATION 
STRATEgIES FOR PRIORITy 4

Source: Company records.

Goals Implementation strategies

Implement a board 
renewal strategy

 ■ Establish a Board Governance Committee to implement a board renewal strategy 
that is consistent with the foundation’s role and strategies.

Enhance staff 
competencies to 
support changing 
role of the 
foundation.

 ■ Assess the skills and competency requirements for the CEO position and retain a 
permanent leader for the renewed organization.

 ■ Ensure a strong and supported professional staff to add value to the work of 
grantees.

Forge partnerships 
at the local, national 
and international 
level.

 ■ Collaborate with organizations that advance the vision, mission and strategic 
 priorities of The Change Foundation.

 ■ Partner with policy makers and decision makers to inform and advance health 
policy and health system change.

Enhance the reach 
and profile of The 
Change Foundation.

 ■ Develop a communications strategy, including infrastructure requirements such as 
an enhanced website.

 ■ Develop signature products that are associated with The Change Foundation and 
promote them broadly.

that The Change Foundation was linked to the study. 
There was no model for monitoring outcomes and 
communicating them to the necessary stakeholders. 
The Change Foundation would focus on building its 
provincial and national reputation by profiling its 
successes to secure itself as a reputable research hub.

Key goals and implementation strategies for 
 priority 4 are outlined in Exhibit 10.

Priority 5: Implement a sustainable future 
plan for the OHAfrica project. The Change 
Foundation would continue its commitment to the 
OHAfrica Project and support its sustainability 
after three years by the creation of a new charitable 
organization focused on the existing work in Lesotho. 

Key goals and implementation strategies for 
 priority 5 are outlined in Exhibit 11.
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New leadership at The Change 
Foundation

The Change Foundation board and the OHA 
approved the strategic plan in September 2006. 
Donner explained: 

The board was a transitional board, some 
from the previous and some newly recruited 
board members. I think the newly recruited 
members were quite determined to see it 
change, but getting some external review 
and also holding this large think tank really 
helped people understand that the timing was 
right for us to morph into something more 
valuable to the system.

The first step of the strategy was hiring a new full-
time CEO. The board sought Cathy Fooks, executive 
director of the Health Council of Canada where she 
had responsibility for reporting about health care 
renewal to Canadians. 

Fooks joined The Change Foundation in 
January 2007 after the draft strategic plan had been 
developed. She had previous experience with the 
foundation as a member of a project committee that 
examined the quality of the work being funded and 
how to implement it to a system level. She very 
quickly noticed several problems with the committee 
and the way it was run – most notably that it 
consisted of members who were leading the very 
projects the foundation was funding – and decided 
to leave it. In 2006, when she was approached by a 
headhunter with the proposition to lead The Change 
Foundation in a new direction, with full board 
support, she became very interested: “[It was] an 

opportunity to really start afresh and that is what 
I love to do.” She elaborated:

The at tract ion for  me was the tabula 
rasa – this notion that I could go into an 
organization that was financially stable . . .  
which is really unusual for a foundation. I 
had a complete green light from the hiring 
committee. . . I had the authority and the 
ability to rethink from the beginning. In 
some ways, it was like coming into a new 
organization without having to do the 
infrastructure and financial build.

However, Fooks also knew that there would be 
several challenges if she were to accept the CEO 
position. First, she knew there would be a lot 
of ambiguity in her first year as the organization 
went in a new direction. Major changes would 
be happening: staff would have to be moved 
out, strategic priorities would be changing and 
operations and projects would have to be closed. 
Second, the position would require her to lead 
transformational change, which required a unique 
skill set. Third, there was some uncertainty about 
the relationship that The Change Foundation had 
with the OHA. Fooks knew that there was a chance, 
however small, that the foundation could spend an 
entire year developing a new strategic plan that the 
OHA would not approve. 

During her interview with several of The Change 
Foundation’s board members, Fooks was presented 
with the draft strategic plan for the organization and was 
asked what suggestions or changes she had to make. 
She immediately knew that significant changes had to 
be made to the draft plan and considered her options.

ExhIbIT 11 KEy gOAlS ANd IMPlEMENTATION 
STRATEgIES FOR PRIORITy 5

Source: Company records.

Goals Implementation strategies

Implement OHAfrica 
as a special purpose 
corporation that is 
self-sufficient within 
three years.

 ■ Create a new charitable organization with a specific focus on sustaining the work 
underway in Lesotho by OHAfrica.

 ■ Develop and implement a three-year transition plan for financial and operational 
independence of the new organization from the OHA and the Change 
Foundation.
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Rebuilding the strategic plan:  
A new direction

Fooks recalled,

My impression was that the organization had 
small effects at a very local level. They had 
done a lot of smaller grants – hundreds of them 
– without a lot of rigorous evaluation . . . the 
problem was, when you roll it up to a system 
level, there wasn’t an impact. So we’re called The 
Change Foundation, but what did we change?

The board and staff at The Change Foundation 
realized that they were not reaching the system-level 
impact with which they had been tasked, that is, to be 
a major contributor to the strategic planning process. 
However, Fooks noted that there seemed to be a 
common view within the organization that the way 
to achieve system-level impact was to promote and 
advertise the research projects more; she thought it 
was much more involved than that. 

When The Change Foundation was founded 
in 1996, it was one of the major health research 
funding agencies in Ontario. Fast forward to 2006, 
and the market was much more crowded, with much 
larger agencies such as the Canadian Institutes of 
Health Research (CIHR) and the Canadian Health 
Services Research Foundation (CHSRF), which 
had endowment funds upwards of $200 million 
in comparison to The Change Foundation’s $50 
million. In addition to the financial barriers, Fooks 
thought that, in comparison to some of the larger 
organizations, The Change Foundation did not have 
the in-house talent to be able to manage all of its 
projects. The foundation had just seven full-time staff 
in comparison to hundreds at CIHR. She wondered 
if the new strategic plan would be able to meet the 
foundation’s mandate of “promoting, supporting and 
improving health and the delivery of health care.”

Options
Fooks knew that there were five main strategic 
directions that the foundation could take going 
forward. She carefully weighed which direction  
or combination of directions the organization 
should take: 

1. Merger with the OHA. The OHA could bring 
The Change Foundation in-house and manage its 

mandate internally. The Change Foundation would 
act as the research/policy department of the OHA. 
The foundation’s CEO would also hold a vice 
president position in the OHA. Fooks made it very 
clear in her interview that she was not interested in 
this option. 

2. Close the change foundation. The Change 
Foundation had a large endowment that would remain 
in effect as long as necessary. It was not taking in 
any active donations, so there were no donors who 
needed to be satisfied. The foundation could be 
closed for a period of time until a new opportunity 
presented itself.

3. Merger with another foundation. Several 
similar organizations such as the Wellesley Institute or 
the Atkinson Foundation were similar in size to The 
Change Foundation and had similar mandates. By 
entering into conversations with these organizations, a 
larger foundation could be created to lead even greater 
system-level change in Ontario health care. 

4. Focus The change foundation as a granting 
organization. It was clear the foundation was 
trying to do too much and was very unfocused. 
However, with some refinement, the grants program 
could be made more efficient, more high-profile 
and more focused. This option would also require a 
detailed funding plan. Decisions would be required 
outlining what types of projects would be funded, 
what research areas should be prioritized and 
what were the existing research gaps. Since the 
foundation’s resources were limited, a decision was 
also required to determine whether it should choose 
a variety of smaller projects or one key area that no 
one was talking about now, but would be in two to 
three years, to address a key gap.

5. Change the foundation model. The Change 
Foundation could cease its granting practices and 
transition to another health research organization 
type. Potential models could include leadership 
capacity building (supporting/educating health 
leaders), think tank (policy influencing), brokering 
best practices (evaluating clinical or managerial 
practices) or many others. However, despite 
strong management and research departments, The 
Change Foundation lacked many of the skill sets 
necessary for alternate models (e.g., policy experts, 
stakeholder engagement experts, communications 
team, etc.).
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Regardless of  the decision made,  Fooks 
knew that each option carried with it a set of 
consequences that would have to be considered and 
overcome. For example, if The Change Foundation 
chose to focus on one target research area, its 
risk would increase as there was no fallback if 
the research did not go as planned. Therefore, 
integrated quality assurance would be an essential 
priority. If The Change Foundation chose a new 
health research organization type, staffing levels 
would have to change to reflect the new needs of 

the new model. Seemingly simple decisions could 
lead to significant organizational changes. 

Summary
With multiple target audiences and strategic 
priorities, inconsistent project involvement and a 
vague mandate, mission, vision and values, Fooks 
had reservations about this plan. As she sat down in 
her new CEO office, she began to write her proposal 
to the board.
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S cott Banda, chief executive officer (CEO) of 
Federated Co-Operatives Limited (FCL), sat down 

at his desk in June 2013 to read through the results of 
the second employee engagement survey conducted 
by FCL’s human resources department. Since Banda 
took over the CEO position at FCL in February 2010, 
the company had undertaken massive, system-wide 
changes intended to address major areas of weakness. 
FCL’s information technology (IT), marketing, and 
people-management processes were described by 
both insiders and outsiders as being outdated, and 
the organizational culture that Banda inherited was 
described as hierarchical and controlling. 

Banda returned from a meeting with FCL’s senior 
leadership team (SLT) where there was a discussion 
about the progress that had been made and the 
obstacles that were overcome to date. The SLT also 
held a frank conversation about where progress was 
still lacking and the challenges that were ongoing. 
There was still a long way left to go in updating 
FCL’s IT and marketing, and improving its people-
management processes. Given that the vast majority 
of organizational changes fail, Banda knew there was 
still a lot to be done for success.1

The pace and magnitude of  change fel t 
overwhelming to him (and to his SLT) at times 
and based on the comments he was reading in 
the engagement survey, many employees felt the 
same way. The next day, Banda was scheduled to 
address FCL’s home office employees in the city 
of Saskatoon in Saskatchewan, Canada, at a Q&A 
session. Banda scheduled this kind of session 
once each quarter because he believed that direct 
and open two-way communication with FCL’s 
employees was integral to changing the deeply 

embedded command-and-control culture. The recent 
introduction of engagement surveys was another way 
to ensure employees would feel comfortable about 
voicing their concerns to the senior leadership team.  

As Banda ruminated over  the employee 
engagement survey comments and the concerns the 
SLT raised that morning, a number of questions 
surfaced. Had FCL taken on more than it could 
manage? Should they slow down the changes 
being made to processes and systems? What major 
obstacles could derail the process in both the short 
and long-term? Had the SLT developed a vision 
for what success would ultimately look like? How 
would they implement all of this change while at the 
same time avoiding employee burnout and still keep 
the business running smoothly? Would it even be 
possible to change such an embedded culture? There 
were no easy answers to these questions.

Federated Co-Operatives Limited
The origins of FCL could be traced back to the early 
20th century when farmers established purchasing 
associations. By 1970, several provincial wholesale 
co-operatives amalgamated to serve a network of 
retail co-operatives across Western Canada, with a 
home office located in Saskatoon.2 FCL provided 
central wholesaling, manufacturing, marketing, and 
administrative and technical services to its retail 
member-owners. FCL was a second-tier co- operative 
because it was owned by 210 retail consumer co- 
operatives spanning Manitoba, Saskatchewan, 
Alberta, and British Columbia, which in turn were 
owned by individual member-owners who purchased 
the goods and services supplied by these local retail 
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outlets. FCL and these 210 co-operatives made  
up what was known as the Co-operative Retailing 
 System (CRS). 

As a second-tier co-operative business, FCL had 
a different ownership and governance structure than 
its investor-owned competitors. In co-operatives, 
the owners used the services or purchased the goods 
that the co-operative business supplied. Selection 
of board members at FCL was done through a 
democratic election process, where retail members 
were allocated votes based on the amount they 
purchased from FCL. The democratic election of 
board members made it difficult to ensure consistent 
levels of board members’ experience and expertise. 
The democratic governance structure also made 
decision-making processes cumbersome. As a result, 
attempts at system-wide change proved difficult. 
According to Banda:

Our members own us. . . . We’re not a head 
office; we are a home office for all the various 
retail co-ops. . . . It’s not a top-down decision-
making structure. . . . Trying to get all the 
retails to move in the same direction all at once 
is incredibly challenging. 

The vice-president of corporate affairs, Vic Huard, 
stated:

The way the governance model works and the 
expectations around democratic elections of 
board members . . . offer a fascinating peek 
into the “you get what you get” version of 
governance. 

In addition to the challenges associated with 
co-operative governance, FCL was a complex 
business.  I t  had operations across multiple 
industries including energy, food, home and 
building supplies as well  as feed and crop 
protection. FCL also owned and operated a 
large petroleum refinery complex, including an 
upgrading component, in Regina, Saskatchewan. 
FCL’s complexity increased with the geographic 
scope of its operations and the vast difference in the 
size of its retail members. (FCL members included 
retail co-operatives in Calgary and Saskatoon as 
well as in smaller towns and rural areas.) Part of 
the complexity also included the large array of 
centralized technical services FCL offered to its 

retail members in the areas of logistics, technology, 
marketing, and human resources. Huard elaborated:

We’re not in one particular business line and 
we’re not an integrated company. . . . We 
have to balance the competing interests of 
the various sizes of retails, geographic scope, 
and democratic governance processes. . . . 
Making decisions and implementing programs 
is challenging. 

Notwithstanding these challenges, FCL was 
successful. In 2013, FCL was named the largest 
company in Saskatchewan (with sales of $9.4 
billion), and was consistently listed among the 
largest 50 companies in Canada.3 Though it may 
have been tempting to become complacent with this 
level of financial success, FCL competed with large 
organizations across a variety of industries in both 
the wholesale and retail sectors, including, but not 
limited to, companies such as Wal-mart, Sobeys-
Safeway, Loblaws, Costco, Esso, Shell, Rona, 
Home Hardware, and Cargill. And the competition 
was intensifying. Banda said, “We have to compete 
with major organizations . . . and so if we aren’t 
generating the profit at the end of the day from our 
business model, we wouldn’t be here.” 

However, a major difference between a for-profit 
co-operative and an investor-owned firm was what 
happened with the profits. Vice-President Treasurer, 
Randy Boyer, described the difference:

For our large private and publicly traded 
competitors, profits are returned to the 
shareholders who have a much different 
reason for investing in those entities: it’s 
primarily for economic gain. In our case, 
those profits are returned to our retail co-op 
shareholders, who also happen to be our 
customers, for investment in their local retail 
co-operatives, or for further distribution to 
their own individual member-owners across 
Western Canada. 

Co-operatives also historically developed in 
locations where other private organizations would 
not invest, or would divest. FCL was deeply 
embedded in geographic communities and often 
served broader social objectives in addition to 
meeting the economic objectives of its members. 

3All currency amounts are in CA$ unless otherwise specified. CA$1.00 = US$0.7146 on January 6, 2016. 
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According to Banda: “Our owners are our members, 
so they’re vested in the business. They live in the 
communities in which our co-ops operate. They buy 
the goods and services we provide.”

A company falling behind
Even with increasing competition, FCL was doing 
well, at least when measured by its financial position. 
This resulted in a lack of urgency for change. The 
adage “If it isn’t broke, why fix it?” became the 
philosophy of many who did not feel change was 
necessary. FCL’s strategy had been focused on 
providing value by returning the largest possible 
patronage refunds to its members, often at the 
expense of investing in innovation, employees, or 
social responsibility. As a result, FCL’s processes 
and systems were outdated (senior executives didn’t 
even have computers or personal email until the mid-
2000s), and the sustainability of the status quo was 
being called into question. Banda was often quoted 
as saying that one of the major threats facing any 
organization is irrelevance. A change in culture was 
seen as necessary to move the organization forward.

Faramarz Farahani, vice-president of information 
technology, who was hired from outside the 
organization by Banda, commented, “When I joined, 
there was a very dormant culture. There had been a 
very homogenous senior leadership team that was 
very comfortable with where they were.”

The director of organization development, Teresa 
Quilty, added:

People describe the old culture to me as being 
one that I’ve called a “culture of followership.” 
There were a few senior leaders that really held 
most of the decision-making authority and the 
rest of the organization followed. Even people 
in management roles really were followers. 
They were following orders and they were just 
getting things done. 

Banda was promoted from vice-president of  corporate 
and legal affairs to CEO in February 2010. Though 
Banda had been raised around the  co-operative 
movement and had been with FCL since 2002, the 
internal support for Banda’s appointment was not 
unanimous. In his interview with the FCL Board of 
Directors for the CEO position, Banda commented 
that although what FCL was doing had worked for 
them in the past, the competitive landscape was 
quickly changing. He was worried about the future 

sustainability of the company and identified a need 
for change. Banda bluntly stated to the Board at the 
time, “If you are looking for the status quo, then I’m 
not your guy.”

Areas of change
Although Banda self-admittedly did not have a 
master plan, immediately upon being instated as 
CEO, he initiated change in three major areas: talent 
management, branding, and IT. A complete overhaul 
of FCL’s talent management processes included 
changes to the organization’s structure, talent 
acquisition, and board and leadership development. 
Not everyone agreed with the direction Banda 
wanted to take the company, and there was initially 
some turnover at the highest levels. Reflecting on 
this, Banda said:

The first step was with senior management. 
One of the changes we made was changing 
our team from a senior management team to 
a senior leadership team because within our 
company, we were very tactical. It was an 
evolution to get the leaders of the organization 
to really lead the teams. . . . God knows I didn’t 
have all the answers and I knew we had to 
empower our people.

Banda hired Quilty as the new Director of 
Organizational Development, who in the short-term 
reported directly to Banda. A major task for Quilty 
was to develop a framework that identified the 
different levels of leaders in the organization. For 
Quilty, leadership was critical:

We don’t create competitive advantage through 
things like products. Things like culture and 
brand are much more difficult to imitate. . . . 
It’s really about building capacity. . . . The 
area to focus on was with leaders because 
leaders have a disproportionate impact on the 
organization. If you can make small changes in 
the leadership and help them be effective, that 
has a huge ripple effect. 

At the same time, the challenges in upgrading FCL’s 
IT systems were staggering. Farahani, said: 

Our IT was very outdated. To be honest with 
you, when I came, I never thought that I would 
run into so many issues. There are many other 
organizations out there that have run into or 
are currently facing one of these issues, but 
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not an organization that has all of them at the 
same time. 

One of the first major IT projects was to migrate 
off the mainframe legacy application system. This 
was made all the more difficult because the change 
would inevitably result in job losses, which could 
derail the change early in the process. However, 
instead of laying off these employees, FCL struck an 
outsourcing deal with a company that took on almost 
all of the outsourced, unionized employees and kept 
them in Saskatoon as part of the contract.

Finally, both internal and external marketing 
communications were vastly outdated. Paper-based 
communication was still used to inform the retail 
outlets and employees about changes. Vic Huard, 
vice-president of corporate affairs – and in charge of 
FCL’s marketing and communications – noted that 
because so much was happening all at once, internal 
messages were often reactive rather than proactive, 
and there were often too many messages coming out 
at the same time. To address this, FCL developed a 
strategic communications calendar so that important 
messages were not lost or ignored.

Externally, FCL conducted an online and  telephone 
survey of 1600 randomly selected individuals across 
Western Canada to determine how well the primary 
co-operative visual mark – known in the CRS as 
“The Shield” – was recognized and what feelings 
it evoked. This marketing research showed that the 
co-operatives’s visual brand was highly recognizable 
and elicited positive emotional responses. However, 
there was an inconsistency in visual branding, identity, 
and messaging within FCL’s various commodities 
and across the different retail co-operatives. There 
was also, initially, a sense among some of the retail 
outlets that promoting their image as a  co-operative 
was not all that important. “There was always a sense 
of pride, but it was kind of ignored. People felt that 
it’s not really that important to be proud of being a 
co-op. . . . We saw ourselves as a business. We didn’t 
tell our story very well,” explained Huard. 

FCL worked on a completely new marketing 
and branding strategy to be rolled out over the next 
couple of years. Although IT and branding were 
obvious priorities, Banda also saw the need for a 
deeper culture change at FCL. He believed that this 
would ultimately determine whether changes in other 
areas would be successful. Banda stated:

People who don’t want to change are a major 
risk to a successful change process. We’re over 

23,000 employees [in the CRS] and we’re going 
to try and change a culture. It’s one thing to 
change an IT or talent management system, 
but we were fundamentally changing a culture, 
trying to empower our people, to provide leaders 
with the ability to lead their organization, 
to really reframe our brand as that local 
alternative, and to celebrate our business model.

According to Huard, change across each of these 
areas was made more difficult by the co-operative 
structure:

The challenge is that you don’t direct anything. 
You lead by example, you lead by influence, 
you lead by persuasion, by demonstrating 
excellence, but you can’t make it happen 
because, put bluntly, they own us – “they” 
being the retails. The concept of a system-wide 
approach to anything is much more challenging 
here than it is in an integrated company.

Notwithstanding these challenges, the co-operative 
model also offered advantages over other types of 
organizations with regard to the ability to plan for 
the long-term. There was a commitment and loyalty 
among co-operative member-owners and employees 
that did not always exist elsewhere. Banda elaborated:

We have a stable shareholder network. These 
member-owners are committed and are 
invested very deeply in our organization, and 
that gives us the ability to plan. . . . It’s a 
function of the [co-operative] model. . . . We 
have a very strong economic, philosophical, 
emotional attachment that exists in our 
members that makes them very loyal. . . . To 
contrast that with a publicly traded company 
where the shareholders and the capital base 
[are] constantly moving and evolving – that 
puts a lot of pressure to drive to those quarterly 
results. In our organization, to initiate a major 
brand re-introduction which is a three- to five-
year, maybe a ten-year process, you’ve got to 
have some capacity to have the vision, but you 
also have to have an organizational model that 
allows you to do that. 

Quilty said:

We have so many people in the organization 
that are really truly dedicated, that live the 
values and really believe in our values – 
they’re very meaningful to them. People here 

65856_case08_ptg01_761-768.indd   764 07/02/20   9:38 PM



CASE 8 FEdErAtEd Co-opErAtivES LimitEd: ChAngE mAnAgEmEnt   765

really care and want to make a difference. 
I’ve seen that here more than [in] any other 
organization I’ve worked in. 

Because the co-operative was local and rooted in 
communities, and board delegates and members 
were elected from local communities across Western 
Canada, FCL also had information that may not 
otherwise be as easily accessible to other types of 
organizations. “Another advantage of our model and 
structure is that we’re local. . . . We have the best 
local intelligence network of any other organization. 
Our network can feed us information a lot quicker 
than anyone else can if we utilize it,” Banda 
explained.

The major challenges
Given that the company had fallen so far behind, the 
magnitude of change appeared daunting to Banda:

I underestimated the size of the task. It was 
one thing to say we [needed] to evolve our 
technology but I honestly didn’t know what 
that meant . . . the size and the scale and the 
scope of what had to be done there and how 
fast I thought we could evolve some of these 
processes. We pushed hard. In hindsight, 
I think I’d back up and just slow that down 
a little bit.

Quilty noted, “Just the cumulative volume and pace 
of change [is] what [is] probably most challenging 
for us right now. We certainly bit off a lot and I think 
many of us say that we’re trying to do 30 years of 
change in about three years.” 

Farahani explained, “We have 36 active projects 
in IT. Out of those, seven of them are considered 
multi-million dollar, multi-year foundational projects 
which impact how we operate. When you put those 
numbers together you realize that you really have to 
be focused because it is challenging.”

Banda believed employee involvement early in the 
change process was critical to its ultimate success. 
He involved employees early in everything from 
changing the dress code (to a less formal guideline) 
to the selection of the organizational values. “We let 
the employees pick the values of the organization 
because they’re the ones that have to live with them. 
I believe in excellence, integrity, and responsibility; 
but we decided on and locked down the values in a 
way that they’re not mine; they’re ours.” 

Employees appeared to be excited. There was a 
feeling that something big was happening with this 
once sleepy, landmark company. Yet many also felt 
overwhelmed, as Quilty acknowledged:

It’s a challenging time that we’re in right now. 
People are very excited about the change; they 
know that it’s good. Even intuitively they just 
go, “Yeah this feels good; it’s exciting; we like 
where we’re going.” But it’s hard. There’s a lot 
happening and we don’t always know how to do 
it. I think for many employees who have been 
here a long time – and we have lots of long-
term employees – we’re now asking things of 
them that have never been asked of them before. 

The vice-president of human resources, Gary 
Mearns, added:

Probably 20 per cent of your employee group 
immediately adopt these changes and love 
them because they just like change generally. 
You’ve got a big cohort in the middle that are 
saying, “Well I kind of see the change as being 
something that’s valued, but prove it to me first 
and then I’ll jump on-board.” And then there’s 
a certain group that will resist change no 
matter what just because it is a change. We’ve 
seen examples of all of that in our management 
ranks where there’s been the greatest amount 
of change. . . . And there’s no question: the 
pace of change has been phenomenal the last 
two or three years and it’s been challenging for 
everybody because of that. 

Furthermore, there wasn’t always a clear roadmap 
for how to undertake a change of this scope and 
magnitude. As Quilty put it:

This is true for any organization: senior leaders 
set a direction and they set some challenging 
goals – stretch goals – and that’s where we 
want to get to. That’s their job and that’s hard 
to do, to know where we should go to. But then 
the task becomes, how do we execute that? 
“How do we execute?” is a whole competency 
set that is not in wide supply and people often 
don’t know how to execute change well. Most 
change literature says something like 70 per 
cent of change efforts fail. . . . They either fail 
to be on time or to meet the scope that they had 
set out, to get the result they really wanted, 
to have the impact that they had hoped as an 
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organization, or to be on cost. The odds are 
stacked against us: achieving everything on 
time, on budget, and the way we want. 

These problems were amplified by the fact that 
the organization was engaged in a lot of hiring. 
According to Mearns, “A total of three-quarters of 
our HR home office team had been in their roles less 
than two years. When you get that many people that 
are new, it’s challenging. They are learning as they 
go about their jobs, but we’re also expecting them to 
be involved in the changes.”

Responding to these concerns, Banda was 
becoming known for adopting an approach that 
emphasized learning, which reduced employee fears 
about making mistakes. Quilty described Banda:

Our CEO has sent the message loud and clear 
to give permission for all of us to learn and 
figure things out and make mistakes. I think 
this is very wise and has been great leadership 
on his part. He’s not saying, “Hey, we’re 
going to go and try anything and make lots of 
mistakes,” but [he] recognizes that people are 
trying to do the right thing. Often people get 
concerned that they have to come up with the 
right answers now. That’s a natural behaviour 
that people have. By him giving us a little bit 
of space to acknowledge that the fact is we are 
just learning, the fact is we don’t know all the 
answers – it’s realistic. 

The growth in management and increase in staff 
at FCL raised a concern about hiring a number of 
people who may not understand the unique nature of 
the co-operative business model, and how this would 
impact the operation of the company. There was a fear 
that losing touch with what it meant to be a co-operative 
could undermine many of the strengths that came from 
the model itself, which differentiated FCL and its retail 
member co-operatives from their competitors. Banda 
appreciated this so focused on hiring values-based 
people from outside the co-operative sector who could 
quickly learn how to work within, promote, and defend 
the co-operative model.

Indicators of success
Although the senior leaders agreed that the change 
process would be ongoing and would take at least 
another three to five years before it could slow down, 

they began to articulate what future success would 
look like in three key areas.

Talent management
“A key measure will be that we are not only 
attracting and retaining [high performers], but that 
we’re promoting those people as well – the people 
who are high performers and high-potentials and that 
are contributing the most to the way we need to be in 
the future. . . .  Those potential leaders are the ones 
who actually become our future leaders,” said Quilty. 

Branding
On branding, Huard explained:

Are we selling more product? Are we gaining 
more market share? Are we effectively working 
at building relationships on a one-on-one basis 
with customers at the store level and getting 
a bigger share of their wallet? That’s really 
important. There’s a lot of wallet-share growth 
that can happen if we do things better. Are we 
seeing membership numbers at the individual 
co-op retails go up at an accelerated pace? Are 
we seeing more young people getting involved as 
members of their co-ops and getting interested 
in serving on their local co-op boards? Are we 
getting the message through to young people 
that there’s a good reason to join [a] co-op 
and shop there? Those are hard metrics around 
brand and really important ones. 

Alignment
With regard to alignment, Banda said:

One of the biggest potential threats to 
our organization is lack of unity. A major 
indicator of success will probably be the 
degree of alignment in the [CRS]. When we 
have the various business units that we have 
and a retail sector that’s as big as it is all 
pushing our brand in the same direction, 
all pushing technology and supporting 
technology initiatives in the same direction, 
all working on the same talent management 
structure, and using the ability of our business 
model to plan for the future . . .  then we’ll be 
in pretty good shape. 
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It was also identified as critically important that 
throughout these changes, FCL remain true to being 
a co-operative, which meant also rediscovering 
internally what that meant. As Huard put it, repeating 
Peter Couchman, CEO of the Plunkett Foundation, a 
co-operative development organization based in the 
United Kingdom, “You can choose to be a business 
that happens to be a co-operative, or you can choose 
to be a co-operative business. We’re choosing to be a 
co-operative business.” 

Co-ope ra t ives  a round  the  wor ld  o f t en 
differentiated themselves from other organizations 
based on a common set of values, which included self-
help, self-responsibility, democracy, equality, equity, 
and solidarity. Inspired by the Rochdale Pioneers, the 
founders of the modern-day co-operative movement, 
co-operatives often also chose to uphold ethical 
values of honesty, openness, social responsibility, 
and caring for others.4 FCL created an operational 
balanced scorecard to continuously remind them of 
these values, and a co-operative’s multiple objectives. 
The new scorecard placed an emphasis on the long-
term sustainability of the second-tier co-operative, 
and on its broader social responsibilities. According 
to Quilty:

Our balanced scorecard is based on five 
pillars in our organization. Our five pillars 
have to do with not only financial success, but 
also people, market performance and growth, 
operational efficiency and effectiveness, and 
social responsibility. Those pillars are our 
way of saying we need to pay attention to 
all five areas for us to be sustainable as on 
organization and to be successful over the long 
term. 

And for Banda, a continued focus on checking in 
with employees was critical:

An employee once asked me, “How do you 
know when you’ll have gotten there?” I had 
no idea how to answer that question at the 
time, but I said, “I’m going to sit in the lobby 
of this building and watch the employees 
walk in. When you walk in with a smile on 
your face because you know you’re valued at 
FCL, you know you can contribute everything 

you can contribute, and you know we’re 
going to recognize that contribution and 
make this place feel like home for you, then 
I would have done it.” This was an off-the-
cuff answer three years ago, but that’s really 
the answer. Our success will ultimately come 
down to the culture change and engagement 
of our people. 

The road ahead
While Banda was convinced FCL was headed in the 
right direction, he was concerned about employee 
burnout, and his SLT was showing signs of fatigue. 
The organization was starting to introduce certain 
elements of change to the unionized employee 
groups, bringing with it a new set of challenges. 
And there was the constant need to keep the retail 
member-owners engaged with the process by 
showing them how they would benefit from the 
changes being undertaken at FCL. Banda often 
questioned whether they should slow down the pace 
of change a little bit. However, there had been a 
number of early wins and Banda didn’t want to lose 
momentum.

Banda knew the importance of trying to outline 
a roadmap for employees to show not only where 
they were headed, but also how to get there. 
However, given the scope, scale, and pace of 
change, the situation was constantly evolving. 
Banda thought that, at best, he might be able to 
lay out some guiding principles to aid decision-
making. He attempted to achieve this through 
constantly orienting FCL’s senior leadership and 
employees to the greater purpose and values of the 
co-operative business (see Exhibit 1).

Finally, Banda pondered the potential impact of 
the large number of new employees at FCL. Although 
some of the turnover in management had helped the 
culture change, there was a shortage of talent, not 
only with the relevant business knowledge and skills 
in key areas, but also with a deep understanding of 
the co-operative business model. This could pose a 
major threat to FCL’s ability to sustain and leverage 
its unique advantages in an increasingly competitive 
environment.

4 “What Is a Co-op? Co-operative Identity, Values, and Principles,” International Co-operative Alliance, accessed July 18, 2015, http://ica.coop/en/
whats-co-op/co-operative-identity-values-principles.
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With all of this in the back of his mind, Banda 
carefully considered what to say to FCL’s home office 
employees the following day at the Q&A session. 

Based on some of their responses to the engagement 
survey, many were obviously worried about similar 
issues. 

FCL’S VISION
Federated Co-operatives Limited will set the world 
standard in consumer co-operative excellence.

FCL’S MISSION
To provide responsible, innovative leadership and sup-
port to the co-operative retailing system, for the benefit 
of members, employees, and Canadian communities.

FCL’S VALuES
 ■ Excellence: Strive to be the best.

 ■ Integrity: Be honest and trustworthy.

 ■ Responsibility: Accountability matters.

FCL’S ASpIrATIONAL 
STATEMENT
Strong co-operative governance is the foundation 
upon which we pursue a common purpose with 
our retail owners. Working together, we sustain a 
vibrant Federation by creating shared value.

We leverage our financial strength to steward 
the sustainable growth of our Co-operative Retail-
ing System. At Co-op, our members/customers 
feel at home, because we are part of the fabric of 
the communities we serve. We foster meaningful 
careers and inspire our employees to bring our 
brand to life every day. We model and celebrate a 
culture of teamwork, learning and innovation.

Source: Company documents.

EXHIBIT 1 FCL’S VISION, MISSION, VALuES

The authors acknowledge and thank the Centre for the Study of Co-Operatives at the University of Saskatchewan for providing 
funding to support the development of this case.
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It’s not Netf lix that’s making the changes. It’s 
the Internet.

– Reed Hastings, Netf lix CEO1

A t the 2017 Golden Globe awards, Netflix 
CEO Reed Hastings applauded from his front 

row seat as he watched screenwriter Peter Morgan 
approach the podium. Netflix content executives 
Ted Sarandos and Cindy Holland were seated 
beside Hastings. Peter Morgan’s Netflix-produced 
original series “The Crown” had just won the award 
for best television drama. The biographical series 
about Queen Elizabeth II prevailed over formidable 
competitors including HBO’s “Westworld” and 
“Game of Thrones.” With a budget of 100 million 
British pounds, “The Crown” was also one of the 
most expensive dramas ever made. 2 This fact was not 
lost on Hastings. Standing behind the microphone, 
Morgan looked out into the audience for the Netflix 
executives. “Ted, Reed, Cindy–Thank you,” he began 
the acceptance speech.3

After returning to his hotel that evening, Hastings 
reflected on the career that had taken him, a former 
vacuum cleaner salesman, onto the red carpet. His 
thoughts quickly wandered back to Netflix’s business 
matters. The annual report would be released in 
two weeks. With Netflix’s stock trading at record 
highs, investors were looking for numbers to justify 
Netflix’s $55 billion market capitalization. Winning 
Golden Globes is noteworthy, but Netflix lived as 
much on Wall Street as it did in Hollywood and 
Silicon Valley. Netflix had a negative free cash flow 
of $1.7 billion in 2016.4 How could Netflix ensure 
that it was spending money on the right content? 
Netflix was now operating its streaming service 
in 190 countries worldwide and needed to cater its 
licensed and original content to a much more diverse 
audience than ever before. Also on Hastings’ mind 

was Netflix’s sometimes contentious relationship 
with internet service providers (ISPs). Netflix relied 
on ISPs to deliver its high-bandwidth content to 
subscribers. How could Netflix ensure that the ISPs 
would provide the high-speed connections required 
to deliver streaming content to its subscribers? 
Finally, Netflix was facing tougher competitors. 
Amazon, HBO, and Hulu were investing heavily 
in streaming content too. As Netflix approached its 
twentieth year, how could Netflix keep subscribers 
loyal and acquire new ones?

A brief history of Netflix

I got the idea for Netflix after my company was 
acquired. I had a big late fee for “Apollo 13.” 
It was six weeks late and I owed the video store 
$40. I had misplaced the cassette. It was all my 
fault. I didn’t want to tell my wife about it. And 
I said to myself, “I’m going to compromise the 
integrity of my marriage over a late fee?”

– Reed Hastings, Netflix CEO5

Reed Hastings late fee story may include a bit of 
corporate legend and marketing exaggeration. In 
an interview, Netflix’s other founder and former 
CEO, Marc Randolph stated that Hastings’ late fee 
story “never happened.”6 Instead, Netflix’s DVD 
rental-by-mail business was a carefully planned 
enterprise made possible by advances in video-on-
demand and home internet technologies.

Video-on-demand
Through the 1980s most television shows were 
commissioned and carried by major networks such 
as ABC, CBS, and NBC. The networks had started 
in radio and followed the same business model with 
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the arrival of television. Using licenses granted by 
the Federal Communications Commission (FCC), 
networks broadcast to viewers free of charge and 
earned money by selling advertising spots.7

With the advent of cable television, themed 
channels like Nickelodeon, CNN, ESPN, and HBO 
emerged. Cable companies and channels made 
money by charging viewers monthly subscription 
fees and selling advertising. The broadcasters’ 
advertising revenues declined, but they were able 
to compensate by charging cable companies for 
carrying their content.8

With the introduction of the video cassette 
recorder (VCR) in the 1980’s, viewers gained the 
ability to watch video content on their own schedule. 
They could either purchase prerecorded cassettes 
or make their own tapes from television broadcasts. 
Instead of being locked into the broadcasters’ 
schedules, viewers could now consume content at 
their convenience and skip commercials.9

Prerecorded cassettes initially retailed for around 
$50, spurring mom-and-pop retailers to form 
local video rental clubs. The retailers purchased 
the tapes and rented them to customers to recover 
purchase costs and earn a profit.10 By 1988, video 
rental revenue was $5.15 billion, surpassing movie 
box office receipts.11 In the mid-1990s, the DVD 
(digital versatile disc) was co-developed by several 
electronics companies. DVD discs delivered better 
video quality than VHS tapes and did not require 
rewinding after viewing.

Home internet
On December 1, 1996, internet service provider 
America Online abandoned its pay-by-the-hour 
billing system. Instead, its seven million customers 
were offered unlimited internet access for a flat 
$19.95 monthly fee. Other internet service providers 
quickly followed suit. The “all you can eat” pricing 
freed customers from hourly usage fees, but quickly 
clogged telephone lines with dial-up modem 
traffic.12

In 1997, 37 percent of US households owned 
a computer, and 18 percent of US adults used the 
Internet at home.13 The 56-kilobit dial-up modem 
was introduced in January 1997, potentially doubling 
users’ connection speeds. Most connections, however, 
were limited to 40 kilobits per second by telephone 
line quality.14 At the turn of the millennium, Internet 
service providers began offering substantially faster 
broadband service through digital subscriber lines 
(DSL) and cable modems. Broadband technology 
enabled streaming of high-quality video. By 2005, 
broadband adoption had surpassed dial-up Internet 
service (Exhibit 1).15

Reed Hastings and Marc Randolph
After high school, Reed Hastings spent a year 
selling Rainbow vacuum cleaners door-to-door 
before enrolling in Bowdoin College where he 
majored in mathematics. He followed college 
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with a Peace Corps assignment teaching math in 
Swaziland before returning to school again, this 
time earning a master’s degree in computer science 
from Stanford.

In 1991, Hastings founded Pure Atria Software to 
commercialize a software debugging program he had 
written. The company grew quickly under Hastings’ 
leadership and acquired Integrity QA, where Marc 
Randolph was the Vice President of Marketing. 
After the acquisition, Hastings and Randolph began 
working and commuting together. 

Marc Randolph began his career fulfilling mail 
orders for songbooks at the Cherry Lane Music 
Company. The job allowed him to experiment 
with different catalog designs and order forms to 
determine which generated the most sales. He moved 
on to designing software for managing Cherry Lane’s 
music magazine subscriptions. In 1984, he helped 
start MacUser magazine which eventually led to his 
career in software marketing.

In late 1996, Pure Atria’s board decided to sell the 
company to Rational Software for $585 million.16 
Randolph, knowing that his job would likely be cut 
after the merger was completed, began planning 
a new venture. Based on his prior experience in 
direct mail sales, Randolph realized that the recently 
released DVD format would dramatically change 
the movie distribution. Unlike VHS tapes, the new 
DVD discs were thin and easy to mail. In 1997 with 
funding from Hastings, Randolph began developing 
a business based on mailing DVDs.17

Building Subscribers
Netflix’s website went live on April 14, 1998. 
Netflix built an underground following before 
launch by seeking out technology writers in Internet 
Usenet groups (an early form of blogging). Netflix 
offered them the chance to be the first to write 
about Netflix after it launched in return for beta 
testing their rental system. This provided Netflix 
with the opportunity to work out operational issues 
and granted it immediate access to tech-savvy 
customers on launch day.18

To attract new subscribers with the requisite DVD 
player, Netflix convinced electronics manufacturers 
to package a Netflix coupon with new DVD players. 
The coupon was mutually beneficial. DVDs were 
still not commonly available, but with the coupon, 
manufacturers could provide their customers access 
to a library of hundreds of rental DVDs.19

Personalized website
Netflix’s website was designed to duplicate the 
best parts of the video store experience. Netflix’s 
personalized recommendation engine replaced store 
clerk suggestions. It also pushed customers to older, 
in-stock movies instead of suggesting new releases. 
This enabled Netflix to fulfill demand with cheaper 
inventory and gave Netflix a reputation for having 
rare niche and foreign films.20

One day we hope to get so good at suggestions 
that we’re able to show you exactly the right 
film or TV show for your mood when you turn 
on Netflix.

 – Reed Hastings, Netflix CEO21

Christina Kish, Netflix’s head of marketing, was 
inspired to create the Netflix Queue based on her 
frugal reading habits. Kish often visited bookstores 
to find new books, making a list of the titles she liked 
for later use at the library. Similarly, Netflix’s Queue 
allowed users to designate films that interested them 
and mark them for later viewing.22

Business Model Evolution
Netflix’s early business model mirrored that of brick-
and-mortar video stores. Netflix customers could 
browse through DVDs on Netflix’s website and have 
them mailed directly to their homes. DVDs rented 
for $4 each, plus an additional $2 shipping fee. If the 
renter wanted to keep the DVD they could purchase it 
at a discount.23 Initially, Netflix was also one of the few 
places where customers could buy DVDs, making sales 
a primary source of revenue. However, this income 
stream was under threat as retailers like Amazon 
and Walmart began stocking DVDs.24 Randolph and 
Hastings met with Amazon’s Jeff Bezos and agreed to 
a cross promotion deal with Amazon. Netflix would 
direct DVD buyers to Amazon in exchange for ad 
placement on Amazon’s website.25

In 1999, Netflix began testing different ways to 
increase rentals and drive customer loyalty. Netflix’s 
Home Rental Library concept sent customers six 
DVDs at a time for a $20 per month subscription. 
After returning all the discs, customers could select 
six more DVDs to rent. Netflix’s Serialized Delivery 
concept continued using Netflix’s per disc rental 
pricing but allowed customers to create a short list 
of future movie rentals. As soon as the customer 
returned a DVD, Netflix would send another movie 
from their list. Customers in the market test groups 
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liked both concepts, so Randolph decided to combine 
them into a concept called the Marquee Plan.  
Customers were offered four movies for a $15.99 per 
month subscription. Hastings labeled the program 
“near DVD-on-Demand” and positioned it as an 
alternative to Blockbuster’s due dates and late fees.26 
Within six months the program tripled rentals to more 
than 100,000 per week. Netflix announced a change 
to the Marquee Program in February 2000 to allow 
unlimited rentals with up to four DVDs out at a time.27

Imagine watching whatever DVD movies you 
want, keeping them for as long as you want, 
and watching as many as you want, all for 
a flat fee of $19.95 per month...Similar to 
AOL’s transformation of the Internet with its 
unlimited access plan for a flat fee, Netflix is 
changing the rules of the movie rental market.

– Reed Hastings, Netflix CEO28

Netflix takes on Blockbuster
David Cook founded Blockbuster in the mid-1980s. 
Cook owned a Texas-based software company 
catering to customers in the oil and gas industry. 
When the 1980s glut in the oil market began taking a 
toll on his software business, Cook decided to shift his 
focus to the video rental market. Using his experience 
with databases, he created an automated video rental 
tracking system. He opened the first Blockbuster store 
in 1985 and used the tracking system to optimize 
video availability. By 1992, Blockbuster was opening 
a new store every 24 hours and acquiring rival video 
store chains domestically and internationally.29

To improve the availability of new releases, 
Blockbuster established revenue sharing agreements 
with studios. Instead of buying videos outright, 
Blockbuster negotiated steep discounts for videos and 
gave studios 40 percent of rental revenue.30 The DVD 

was introduced in March 1997, and although it was a 
consumer success, with nearly 400,000 DVD players 
sold in the first six months, Blockbuster viewed the 
format as a threat to its VHS-based business and 
refused to stock it in stores until late 1998.31

By 2000, Blockbuster had grown to 7700 stores 
and generated $535 million in earnings on $4.96 
billion in revenue.32, 33 In contrast, Netflix had 
300,000 subscribers and was expecting losses of $57 
million.34, 35 Running low on cash, Netflix’s Hastings 
proposed an equity alliance to Blockbuster: 

We offered to sell a forty-nine-percent stake and 
take the name Blockbuster.com. We’d be their 
online service

– Reed Hastings, Netflix CEO36

Blockbuster declined the offer. Blockbuster’s 
management believed that spontaneity drove the video 
business; it doubted that Netflix’s mail-based business 
would succeed.37 Furthermore, Blockbuster was 
already working on a product that would potentially 
make VHS and DVD rentals obsolete. In partnership 
with Enron Broadband, Blockbuster was creating a 
video-on-demand movie streaming system.38 During 
a trial launch of the system, customers were able to 
purchase a $100 device that allowed them to watch 
rented movies without a trip to a Blockbuster store.39 
However, within months, Blockbuster’s attempt to 
create a video-on-demand service with Enron fell 
apart. In 2001, Blockbuster took a $450 million charge 
to replace obsolete VHS inventory with DVDs.40

Netflix’s continued growth astounded Blockbuster 
and analysts alike. A report from Kagan Research 
indicated a maximum of 3.6 million potential users 
for online rental services, paling in comparison to 
Blockbuster’s 65 million members. One Gartner 
analyst described Netflix as, “a good niche business.”41 
By 2002, however, Netflix was profitable and had 
launched an initial public offering (Exhibit 2).42

EXHIBIT 2 NETflIX PrE-IPO TImElINE

Source: Depiction of publicly available data.
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Netflix, McDonald’s, and Redbox
While Blockbuster continued to ignore Netflix, the 
online-movie rental business experimented with 
physical retail locations. Netflix’s Marc Randolph 
and Mitch Lowe wanted to give Netflix users 
the same instant gratification that Blockbuster 
customers received when visiting stores by using 
self-service kiosk machines.43 Lowe had in fact 
attempted this idea unsuccessfully years earlier 
with VHS tape rentals after becoming frustrated 
with his own video store’s employees and overhead 
expenses.44 Due to the high cost of the machines, 
however, Randolph and Lowe decided to test the 
idea with a Netflix counter operated by a single 
employee inside a Las Vegas grocery store. This 
‘Netflix Express’ concept tested well. McDonald’s 
contacted Netflix and was interested in using the 
rental kiosk idea to draw more customers into 
their restaurants. Despite its promise, Netflix’s 
Reed Hastings shelved the idea. The video 
business appeared to be heading towards online 
distribution and the self-service kiosks looked 
like a step backward. Not ready to give up on the 
idea, Lowe quit his job at Netflix and went to work 
for McDonald’s Ventures, where he helped create 
McDonald’s Redbox DVD rental kiosk business.45 
Randolph left Netflix in 2003 and was replaced 
by Hastings as CEO. By 2004, McDonald’s had 
installed Redbox kiosks in all 50 states.46

Blockbuster goes postal
Blockbuster finally acknowledged Netflix’s threat to 
their business in 2004: 

...in August 2004 we jumped into the online 
business in a big way. A few months later we 
made a dramatic change by eliminating late 
fees, which had been a major customer irritant. 
Those moves put Blockbuster back into growth 
mode...We were planning to spend $200 million 
to launch Blockbuster Online and another 
$200 million to eliminate late fees.

– John Antioco, Blockbuster CEO47

Blockbuster Online launched in August 2004 
at $19.99 per month undercutting Netflix’s $22 
per month rate for new customers. Blockbuster 
Online subscribers could select DVDs to rent on 
Blockbuster’s website instead of visiting stores. The 
subscription included unlimited DVD rentals by 
mail, and customers were allowed to have up to three 
DVDs out at a time. Two free in-store movie rentals 

per month were included with the subscription as 
well.48 Netflix responded by cutting its three-out 
subscription price to $17.99.49 Not to be outdone, 
Blockbuster then dropped their price to $14.99.50 
Blockbuster advertised the new service heavily 
with television commercials and in-store coupons. 
Within four months Blockbuster achieved 750,000 
subscribers, a number that had taken Netflix four 
years to reach.51 In April 2005, Hastings commented 
on an investor conference call that Blockbuster had 
thrown everything at them except the kitchen sink. 
Blockbuster’s management obliged and shipped 
Hastings a kitchen sink from a hardware store the 
next day.52

In November 2006, Blockbuster announced 
a hybrid mail and in-store rental model dubbed 
Blockbuster Total Access. Total Access allowed 
Blockbuster Online subscribers to exchange their 
DVDs at store locations as well as by mail. The 
program also offered subscribers a shorter shipping 
cycle. If they returned their online rental to a 
Blockbuster store, it would automatically release the 
next movie in their queue for shipment.53

Customers shouldn’t have to choose between 
renting online versus in-store, and they should 
never have to be without a movie. Now thanks 
to Blockbuster Total Access, they don’t have to.

– John Antioco, Blockbuster CEO54

Blockbuster’s success with Total Access crippled 
Netflix’s subscriber growth. Wall Street analyst 
Michael Pachter declared, “I don’t know how Netflix 
can win this thing. The only way they can get back to 
growth is if Blockbuster goes away.”55

Leadership changes at Blockbuster
A compensation dispute between Blockbuster’s 
CEO, John Antioco and billionaire activist share-
holder Carl Icahn resulted in Antioco’s departure 
from Blockbuster in July 2007.56 Jim Keyes, a 
former chief executive from 7-Eleven replaced 
Antioco. Keyes was renowned for his data-driven 
decision making. He extended this practice 
even to 7-Eleven’s doughnut orders, which were 
adjusted daily based on historic sales data and 
weather forecasts. When Keyes left 7-Eleven, he 
had overseen 36 consecutive quarters of revenue 
growth. His retail success was badly needed at 
Blockbuster. The chain had closed 9 percent of 
its stores in 2006 and was planning to close an 
additional 242 in 2007.57
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The opportunity for Blockbuster is to provide 
true total access whether in the form of physical 
stores or mail delivery or digital distribution.

 – Jim Keyes, Blockbuster CEO.58

During a July 2007 corporate retreat, Keyes presented 
a store-focused strategy. Stores would be transformed 
into entertainment destinations with prepared foods, 
retail electronics, and kiosks where customers could 
load rented movies and games onto flash drives.59  
In April 2008, Keyes made an unsolicited offer to buy 
Circuit City for $1 billion in an attempt to transform 
Blockbuster into an electronics retailer. Circuit City’s 
board rejected the offer, doubting Blockbuster’s ability 
to finance such the deal.60

The company announced a big price increase 
for online customers, cut way back on 
marketing, and decided to intensify the focus 
on the store-based business… I sold my stock 
and bought a bunch of Netflix shares…

 – John Antioco, former Blockbuster CEO61

Streaming
In January 2007, Netflix launched an on-demand 
streaming service. A new Netflix website feature 
allowed subscribers to watch one thousand titles 
instantly on their computers.62 Blockbuster acquired 
similar capabilities that August by purchasing 
Movielink, a streaming service backed by Universal, 
Paramount, Sony Pictures, MGM, and Warner 
Brothers. The move resulted in an 8 percent gain of 
Blockbuster’s stock price.

In May 2008, Roku, a company incubated at 
Netflix’s headquarters, launched a set-top box that 
allowed Netflix subscribers to watch streaming 
content on their televisions. Later that year, Microsoft 
and Netflix announced that the streaming software 
would be included in an upgrade to the Xbox 360. 
Over the next three years Netflix made deals to 
incorporate their software on over two hundred 
internet-connected devices.63

Let everybody fight it out, kill each other, and 
spend lots of money on set-top boxes tethered 
to big screen TVs.

– Jim Keyes, Blockbuster CEO64

Acquiring streaming content was a challenge for 
Netflix. The film industry had long-term contracts in 
place with the cable subscription channels. In 2008, 

Netflix struck a deal with Starz to license content 
Starz had previously acquired. Content providers, 
however, soon recognized that Netflix offered them 
not only a good way to generate revenue from old 
content, but also the ability to generate interest 
for current shows. For example, by providing past 
seasons of “Breaking Bad” on Netflix, AMC was 
able to increase ratings of the current season.65 
Moreover, “Breaking Bad” drew many more viewers 
on Netflix than when shown originally on AMC. One 
reason is that Netflix allowed binge watching (of all 
62 episodes), without any advertising interruptions.

The television business is based on managed 
dissatisfaction. You’re watching a great television 
show you’re really wrapped up in? You might get 
50 minutes of watching a week and then 18,000 
minutes of waiting until the next episode comes 
along. I’d rather make it all about the joy.

 – Ted Sarandos, Netflix Chief Content Officer66

Blockbuster kiosks
Blockbuster and other traditional video stores were 
feeling the effects of Redbox’s rapid expansion across 
the US The machines were drawing customers away 
from brick-and-mortar establishments with more 
convenient locations and lower prices. “These machines 
are to the video industry what the Internet was to the 
music business – disaster,” commented Video Buyers 
Group’s Ted Engen.67 In August 2008, Blockbuster 
announced a partnership with NCR to develop its own 
DVD rental kiosks as it continued to close unprofitable 
stores. “We’re actually adding points of service rather 
than deleting,” Keyes stated about the move to kiosks.68

The end for Blockbuster
Blockbuster filed for bankruptcy in September 2010. 
Dish Network acquired Blockbuster’s remaining 
1700 operating stores in 2011 at auction. After the 
acquisition, Dish continued closing stores and finally 
pulled the plug on physical locations in 2013.69 
Fittingly, the last movie rented at a Blockbuster was 
Seth Rogen’s apocalyptic comedy “This is the End.”70 
Dish operated a Blockbuster branded streaming 
service until it launched Sling TV in 2015.

Blockbuster turned out to be the worst investment 
I ever made.

 – Carl Icahn71
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Qwikster
While Netflix triumphed over Blockbuster, it was not 
immune to missteps. In 2011, Netflix announced that 
it would split DVD and streaming subscriptions with 
a new entity, Qwikster, handling DVD by mail. For 
customers subscribing to both services, prices would 
jump 60 percent. “I was obsessed with not getting 
trapped by DVDs the way AOL got trapped, the way 
Kodak did…” explained Hastings.72 Upset over the 
sudden price increase, 800,000 subscribers abandoned 
the service causing a massive drop in Netflix’s stock 
price (Exhibit 3). Realizing the mistake, Netflix 
quickly reversed the decision a few weeks later.

It is clear from the feedback over the past two 
months that many members felt we lacked 
respect and humility in the way we announced 
the separation of DVD and streaming, and 
the price changes. That was certainly not our 
intent, and I offer my sincere apology.

 – Reed Hastings, Netflix CEO73

Original content
Netflix released its first original series, “House 
of Cards,” in 2013. Netflix commissioned two 

seasons upfront for $100 million, a bold move 
that was enabled by Netflix’s detailed knowledge 
of their customers. Directed by David Fincher, 
the American adaptation of a British political 
drama by the same name, stars Kevin Spacey and 
Robin Wright. Netflix’s data indicated that the 
original British production of “House of Cards” 
was popular with Netflix users, as were director 
David Fincher’s films like “Fight Club” and films 
starring Kevin Spacey.74 Ted Sarandos, Netflix’s 
Chief Content Officer remarked, “I didn’t use data 
to make the show, but I used data to determine the 
potential audience.”75

Netflix was the only network that said, “We 
believe in you. We’ve run our data and it tells 
us that our audience would watch this series. 
We don’t need you to do a pilot. How many 
[episodes] do you wanna do?”

– Kevin Spacey76

Netflix followed “House of Cards” with other 
hits including “Orange is the New Black” and 
“Stranger Things.” By 2016, Netflix had 30 films 
or shows in production and planned to release 
600 hours of original content, doubling its 2015 
output.77
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Netflix and internet service providers
Netflix accounts for 35 percent of peak internet traffic, 
delivering over 125 million hours of video per day.78, 79 

This heavy network usage has sometimes led to strained 
relationships with the Internet service providers (ISPs) 
that carry Netflix’s data. To help alleviate traffic on ISP 
infrastructure, Netflix has moved streaming content 
storage closer to customers. In 2011, Netflix developed 
its Open Connect system. Netflix locates Open Connect 
content servers near or inside ISPs’ facilities to make 
interconnection with the ISPs’ infrastructure simpler. 
Netflix distributes new content to select Open Connect 
servers during off-peak times. The content is then 
automatically duplicated onto additional adjacent Open 
Connect Servers. This provides the ISPs with several 
local copies of streaming content and considerably 
reduces Netflix’s use of ISP infrastructure.80

Throughout 2013 and into 2014, Netflix customers 
that used Comcast’s Internet service experienced 
noticeably reduced video streaming quality. Comcast 
publically blamed Netflix for the slow speeds stating, 
“The only company who decides how Netflix traffic 
is delivered to us is Netflix. They choose the path the 
traffic takes to us. They can choose to avoid congestion 
or inflict it.” In the spring of 2014, Netflix agreed to 
pay Comcast a carriage fee for handling its traffic. The 
payment resulted in an almost immediate speed increase 
for the affected Netflix customers. Other ISPs including 
Time Warner Cable, AT&T, and Verizon negotiated 
similar payment arrangements with Netflix.81

Netflix prevailed over the ISPs in 2015 when 
the Federal Communications Commission voted to 
regulate broadband as Title II telecommunications 
service under the 1934 Communications Act. This 
“net neutrality” decision eliminated ISPs leverage 
over Netflix by requiring ISPs to treat all Internet 
traffic equally. ISPs would no longer be permitted to 
throttle data or create paid fast lanes.82

In the fourth quarter of 2016, Netflix launched 
offline viewing. The new feature allows users to 
watch downloaded content on iOS and Android 
devices where broadband access is limited such as 
subways, airplanes, and emerging market countries.83

Competitors
Redbox
Redbox rents new-release DVDs, Blu-ray discs, and 
video games from self-service kiosks located near 
the entrances of grocery and drug stores. Devised as 

a way to increase traffic to McDonald’s restaurants, 
Redbox thrived as bricks-and-mortar video stores 
floundered. Redbox parent company, Outerwall 
(formerly Coinstar), runs several other kiosk-based 
businesses including coin counting and electronics 
recycling. Redbox’s success has been attributed 
to their low rental prices, low cost structure, and 
providing newer releases than streaming services.84

Redbox’s meteoric rise flattened in 2014. In a 
move towards managing for efficiency, Redbox 
removed 500 of its over 40,000 kiosks. Analyst 
Steven Frankel commented, “Redbox has definitely 
reached full maturity. The only question is: how steep 
is the decline?”85 Redbox ceased Canadian operations 
in 2015 to focus on the US market, “where demand 
for physical media remains strong.”86 In April 
2016, Redbox reported that rentals for the quarter 
had dropped to 137.7 million from 173 million the 
previous quarter and that quarterly revenues had 
fallen to $421.5 million from $519.5 million.87 
Apollo Global Management took Outerwall private 
in September 2016.

HBO Now
In 1972, Home Box Office (HBO) launched its service 
in Wilkes-Barre, Pennsylvania.88 The pay-TV channel 
split revenues with local cable affiliates to provide 
them an incentive to promote the service. Three years 
later, HBO was transmitting to cable affiliates by 
satellite and had over 275,000 subscribers.89 In 1976, 
HBO began financing films in return for distribution 
rights to satisfy its growing appetite for content at 
prices it could control.90 In the 1990s, HBO decided to 
compete based on quality content resulting in award-
winning series such as “The Sopranos.” This focus on 
content has continued with current series like “Game 
of Thrones” and “Westworld.”

HBO entered the streaming market in 2008 with 
HBO Broadband. Access to the service, however, 
was limited to HBO cable subscribers.91 In April 
2015, HBO launched HBO Now, a stand-alone 
streaming service. The move was announced during 
investor presentation for HBO’s parent company, 
Time Warner. “It is time to remove all barriers to 
those who want HBO,” declared HBO chairman 
and chief executive Richard Plepler.92 By February 
2016, HBO Now counted over 800,000 subscribers, 
representing a growing portion of HBO’s 50 million 
US subscribers.93 HBO budgeted about $2 billion 
for content in 2015, with about half going towards 
originals.94
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We have a pretty hefty [content] budget, a 
couple of billion dollars. We’re not spending 
our programming money on library product. 
We’re doing original shows....We’ve been 
increasing it, and we’ll keep increasing it.

– Jeff Bewkes, Time Warner CEO95

Hulu
In 2007, NBC and Fox teamed up to create Hulu. 
Hulu’s online service allows viewers to stream cur-
rent and past television shows as well as original 
content such as “The Awesomes.” Initially, Hulu 
was free and supported by advertising revenue much 
like broadcast television. In 2010, Hulu introduced 
Hulu Plus, a paid subscription version of the service 
offering additional content and fewer commercials. 
Hulu announced the end of its free service in August 
2015. Subscribers can now choose between a $7.99 
per month plan with commercials or an $11.99 per 
month plan without advertisements.

For the past couple years, we’ve been focused on 
building a subscription service that provides the 
deepest, most personalized content experience 
possible to our viewers. As we have continued to 
enhance that offering with new originals, exclusive 
acquisitions, and movies, the free service became 
very limited and no longer aligned with the Hulu 
experience or content strategy.

 – Ben Smith, Hulu Senior VP96

Hulu is now owned by Comcast, Time Warner, 21st 
Century Fox, and Walt Disney and has plans to launch 
a live TV service in 2017 with channels from its 
parent companies. In 2016, Hulu had approximately 
12 million subscribers.97

Amazon Video
Amazon entered the video-on-demand business in 
2006 with Amazon Unbox. The service allowed both 
rental and purchase of downloadable movies and 
television shows. In 2011, Amazon rebranded the 
service as Instant Video and bundled it as an added 
perk with its $99 per year Prime membership.98 In 
April 2016, Amazon announced that it would begin 
offering video as a standalone service for $8.99 per 
month.99 An estimated 14.5 million of Amazon’s 
40 million Prime members use Amazon Video.100 
Amazon spends roughly $3 billion annually on 
streaming content including deals with HBO and 

Epix.101 Amazon released its first original series 
“Alpha House” in 2013 and has since followed 
it by many more including the Emmy Award-
winning series “Transparent” and “Man in the High 
Castle.”102

When we win a Golden Globe, it helps us sell 
more shows…in a very direct way. Because if 
you look at Prime members, they buy more on 
Amazon than non-Prime members, and one of 
the reasons they do that is once they pay their 
annual fee, they’re looking around to see, “How 
can I get more value out of the program?” And 
so they look across more categories — they 
shop more. A lot of their behaviors change in 
ways that are very attractive to us as a business.

– Jeff Bezos, Amazon CEO103

Sling TV
Dish Network launched Sling TV in January 2015 
at the Consumer Electronics Show. Sling TV 
reaches its audience over the local cable companies, 
delivering live shows and on-demand content directly 
to subscribers via the Internet. Sling TV offers three 
different bundles that include popular channels like 
ESPN, Disney, AMC, and Comedy Central as well 
as local content from ABC, NBC, and Fox Stations. 
The bundles range in price from $20–$40 per month 
and subscribers are not required to sign long-term 
contracts. Sling TV is estimated to have 700,000 
paying subscribers.104

When we launched, we were focused on 
“cord nevers.” Now, we are a true full cable 
replacement.

– Roger Lynch, Sling TV CEO105

YouTube Red
Google’s YouTube launched an advertisement-
free subscription service dubbed Red in October 
2015. The service allows users to save videos for 
offline viewing and includes access to Google Play 
Music. Subscribers of the $9.99 per month service 
will also have access to premium original content 
not available on the advertising supported side of 
YouTube. YouTube is pairing some of its most 
popular video creators with Hollywood talent to 
create unique content. For example, YouTube star 
Felix “PewDiePie” Kjellberg has teamed up with the 
producer of The Walking Dead to create the scripted 
horror show Scare PewDiePie.106
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To us what is important is we are not doing 
what everybody else is doing, competing for 
the same sources of material, the same creative 
elements. We are looking for people who are 
proven to work really well on our platform.  

– Robert Kyncl, YouTube Chief Business Officer107

Challenges
Relevant content
In 2017, Netflix plans to spend $6 billion on original 
and licensed content, up from $5 billion in 2016 
(Exhibit 4).108 The majority of this spending goes 
towards television shows and movies licensed 
from others.109 For example, Netflix has global 

licensing agreements for Fox’s “Gotham,” AMC’s 
“BreakingBad,” and ABC’s “How to Get Away with 
Murder.” Within the next few years, Netflix aims for 
half of its content be original.110 “For a dollar spent and 
an hour viewed, you get more hours of viewing per 
dollar spent on original programming versus licensed 
content,” noted Netflix’s Ted Sarandos in 2015.111 As 
Netflix expands worldwide, it has invested in global 
originals such as: “The Crown,” “Marseille,” and 
“Narcos.” Netflix is also making forays into unscripted 
(reality) television. “Ultimate Beastmaster,” a global 
competition series produced by Sylvester Stallone 
is scheduled to debut in 2017.112 Netflix has avoided 
sports and news content, but is pushing children’s 
programming. About 20 of Netflix’s 70 upcoming 
global originals are intended for children.113

Income Statement (in millions, except per share data)

Fiscal Year 2012 2013 2014 2015 2016

Revenues 3609 4375 5505 6780 8831

Cost of revenues 2652 3117 3753 4591 6030

Gross profit 957 1257 1752 2188 2801

Marketing 439 470 607 824 991

Technology and development 329 379 472 651 852

General and administrative 139 180 270 407 578

Operating income 50 228 403 306 380

Interest expense (20) (29) (50) (133) (150)

Interest and other income (expense) 0 (3) (3) (31) 31

Loss on extinguishment of debt 0 (25) 0 0 0

Income before income taxes 30 171 349 142 261

Provision for income taxes 13 59 83 19 74

Net income 17 112 267 123 187

Earnings per share (adjusted for stock splits) 0.04 0.26 0.62 0.28 0.43

Excerpts from Statement of Cash Flows (in millions) 

Fiscal Year 2012 2013 2014 2015 2016

Free cash flow (58) (16) (127) (921) (1660)

EXHIBIT 4 NETflIX KEy fINANCIAl dATA 2012–2016
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As competitors like Amazon and Hulu invest more 
in content, Sarandos will be competing not only for 
viewers, but also for talent. “It’s a race, but there are 
going to be many winners,” opined Hastings. “If you 
can build an iPhone app, you start a TV channel. We 
are going to have to see how that plays out.”114

International growth
Of Netflix’s 93.8 million subscribers, 49.4 million 
(or 53 percent) are in the US (Exhibit 5).115 Netflix 
announced in January 2016 that it would be radically 
expanding its services internationally from 60 to 190 
countries. Netflix is noticeably absent from China, 
a market where Hastings commented that Netflix is 
still, “in the relationship building phase.” Netflix is 
adding services in Arabic, Korean, and Chinese to the 
17 languages currently supported. Netflix’s original 
programming will be available in all countries; 
however, the availability of licensed content varies 
by country.116 Netflix’s expansion has drawn the 
attention of a number of government authorities. The 
European Commission, for example, is considering a 
European content quota and subsidy pots for national 
production.117

The big imbalance in Netflix is we’re majority 
US viewing and subscribers. And if you look at 
YouTube, Facebook, and others, they’re about 
20 percent US and 80 percent international.

– Reed Hastings, Netflix CEO118

Relationships with internet service 
providers 
The Federal Communications Commission’s 
net neutrality decision was a short-lived victory  

for Netflix. To work around the new rules, ISPs 
have begun imposing “data caps” on users. 
Once users exceed their data cap, additional 
data usage incurs added fees.119 Another ISP 
practice concerning to Netflix is “zero-rating,” an 
arrangement where the ISP does not count traffic 
from preferred data providers towards customers’ 
data caps. Netflix explained their concerns in a 
September 2016 FCC filing, “Because of a low 
data cap, an online service [like Netflix] may 
need to pay an ISP to zero-rate its traffic to enable 
that ISP’s customers to access the online service. 
Such arrangements create an incentive for ISPs 
to maintain artificially low caps.”120 In January 
2017, net  neutrali ty opponent Ajit  Pai  was 
appointed to head the FCC, calling into question 
the future of Netflix’s current relationships with 
Internet service providers.121

Decision time
Hastings woke up early the next morning and 
caught a private jet back to San Francisco. As 
the jet climbed over the California coastline, 
Hastings reflected on Netflix’s history. Netflix 
had successfully taken on Blockbuster. Much 
like Blockbuster, Netflix had grown quickly 
and become a household name. Hastings hoped 
that Netflix had learned from the mistakes of 
Blockbuster and would avoid the same fate. 
Netflix needed to address the challenges of 
relevant content, international growth, and the 
Netflix’s relationships with the Internet service 
providers in the face of rising competition. 
What could he do to ensure Netflix’s continued 
success?

Excerpts from Balance Sheet (in millions) 

Fiscal Year 2012 2013 2014 2015 2016

Total content assets, net 2934 3838 4939 7219 11001

Total content liabilities 2443 3122 3693 4815 6527

Total assets 3962 5404 7043 10,203 13,587

Total liabilities 3217 4070 5185 7979 10,907

Total stockholders’ equity 745 1334 1858 2223 2680

Source: Netflix Annual Reports (various years).
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“You’ll be able to travel for free, forever, on 
pure sunlight.”

Elon Musk, CEO and chief product architect of  
Tesla Motors

“The present is theirs; the future, for which I 
really worked, is mine.”

Nikola Tesla

When Elon Musk drove to work with his Model S  
electric car on February 24, 2014, he knew that 

he was also steering a revolution in the automobile 
industry. It took Tesla Motors, Inc. only 10 years and 
30,000 vehicles to pass the market valuation of car-
making giant Fiat and reach half of the value of General 
Motors – a company that had manufactured 450 million 
cars over its more than 100 years of existence. Riding 
on significant tailwinds from bullish analyst reports on 
Tesla’s visionary business model and its most recent 
announcements to connect the car to the Internet and 
build the world’s largest “Gigafactory” for batteries, 
Tesla’s market capitalization rose to $30 billion. The 
analyst Adam Jonas from Morgan Stanley recently 
attested that “Tesla may be in position to disrupt 
industries well beyond the realm of traditional auto 
manufacturing,” and noted that “it’s not just cars.”1 
Tesla’s once boldly formulated vision to “create the 
most compelling car company of the 21st century by 
driving the world’s transition to electric vehicles”2 (EVs) 
may these days not even be bold enough anymore.

So far, Tesla’s journey to become one of most 
admired pioneers in the electric mobility domain has 
been a jolty one accompanied by liquidity issues, 
supply uncertainty, and ongoing skepticism about 
its long-term viability in an immature market and 
the looming competition of powerful incumbents. 
In his first company blog post in August 2006, 
Tesla Chairman Elon Musk revealed the “secret” 
master plan underlying the firm’s ambitious 

endeavor: enter at the high end of the market, 
where customers are prepared to pay a premium, 
and then drive down the market as fast as possible 
to achieve higher unit volume and lower prices 
with each successive model. Beyond that, Musk 
revealed that Tesla aims to provide zero-emission 
power-generation options.3 Since its inception until 
today, Tesla has taken groundbreaking decisions 
that deviate from traditional business models in 
the automobile industry. Thus far, however, profits 
have been marginal. With the path taken and many 
decisions lying ahead, Tesla’s business concept 
may turn out to be a revolution or a big bust. While 
Tesla’s short history has largely been a story of 
success, many issues that must be resolved still 
remain. Musk and his team face serious challenges 
and have to answer pressing questions, such as 
‘How to configure a viable business model that 
would defend against powerful incumbents?’ and 
‘How to reap arising opportunities in a radically 
changing business landscape and position the 
 business for future growth?’ These are important 
questions that require answers.

Background on Tesla

The early years
Tesla Motors was founded in Silicon Valley by 
 Martin Eberhard and Marc Tarpenning in 2003. 
They were soon joined and funded by Elon Musk, 
who has served as chairman since 2004. Musk was 
well-exposed to entrepreneurial endeavors, notably 
as a co-founder of PayPal, SpaceX, and SolarCity. 
The company’s initial goal was to produce fully 
electric sports cars not for ultimate cost, but rather 
for performance, aesthetics, and sex appeal.4 Early 
on, Musk took a decisive role in designing and 
developing the first prototypes of Tesla’s Roadster, 
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which were introduced to the public in July 2006 and 
achieved an unprecedented range of 245 miles (394 
km) on a single charge in company tests.

The market launch was accompanied by intense 
media attention and backed by celebrities such as 
Leonardo DiCaprio, Jay Leno, and George Clooney, 
who paid $109,000 in advance to receive one of the first 
100 Roadsters, which were scheduled to be delivered 
in 2007; however, the first Roadster was not delivered 
until February 2008.5 An internal audit revealed that 
the cost of building the car had climbed to $140,000, 
vastly overrunning the projected cost of $65,000. Tesla 
lost money before a single unit was delivered, and the 
company faced financial trouble. The board of directors 
unanimously decided to dismiss Eberhard. Tarpenning, 
who was vice president of electrical engineering, 
supervising the development of electronic and software 
systems for the Roadster, also left the company in 2008. 
Musk took over as CEO in October 2008.

When Musk took over responsibility, Tesla was 
selling fewer than 200 Roadsters and filling a niche 
in an industry that churns out millions of vehicles 
per year. The parts for the Roadsters were sourced 
separately and largely assembled one by one, in a 
garage behind a showroom in Menlo Park, California, 
based on the Lotus Elise template. The Roadster, 
however, was simply the launchpad for Musk’s next 
step to build the more sophisticated Tesla Model S, 
a stylish four-door sedan. In the summer of 2008, 
he hired Mazda’s lead North American designer, 
Franz von Holzhausen, and told him that he wanted 
a four-door car that seated seven (offering seating for 
five adults and two children). “That’s an SUV, not 
a sedan,” von Holzhausen responded, while Musk 
pointed to an opportunity to design something new.6

On the brink of bankruptcy
When the economic crisis hit in 2008, and financial 
markets dried up, Tesla’s cash reserves reached a 
critical level. Despite the continuous improvement 
of financial figures due to increased production 
efficiencies and renegotiated supplier contracts, the 
company was facing “near-death experiences.”7 Musk 
was constrained by his second venture, SpaceX, which 
consumed a large amount of resources, and he could 
little afford any further investments. At the last possible 
hour, on Christmas Eve in 2008, Tesla managed to 
secure financing to keep the business going.

Prospects increased dramatically in 2009. Musk’s 
strategy to sell battery packs to finance Tesla’s 
operations paid off when Herbert Kohler, Daimler’s 

head of advanced engineering signaled interest to 
come and see what Musk had to offer. In less than six 
weeks, Jeffrey Straubel, Tesla’s chief technical officer, 
managed to convert Daimler’s Smart into an electrically 
powered vehicle. Convinced of the compatibility of 
the battery packs, Daimler signed a deal buying 1000 
battery sets worth more than $40  million. In March 
2009, von Holzhausen unveiled the prototype of the 
Model S, which allayed all concerns of Daimler and 
led to the company’s acquisition of a 9 per cent stake 
for $50 million. Besides gathering the urgently needed 
fresh capital, this deal made Tesla worth more than 
$500 million and gave credibility to what was until 
then just a bold experiment. It also helped to stage a 
successful initial public offering, paving the way for 
Tesla’s subsequent expansion.

Three months after the unveiling of the Model S, 
the federal government granted Tesla an alternative 
vehicle loan of $465 million to market the model, 
which brought the company another step closer to mass 
production. However, the payout was restricted by 
the precondition that sufficient production capacities 
existed. Fortune was on Musk’s side, when just in 
time Akio Toyoda, president of Toyota, offered up his 
manufacturing plant in Fremont,  California, for sale, 
after its crisis-shaken partner General Motors withdrew 
from joint operation. Musk seized the moment, bought 
these facilities dimensioned for 500,000 vehicles 
a year,8 and shifted production from Lotus sites in 
England to Fremont in 2010. Unlike the Roadster, the 
Model S was developed as a flexible platform allowing 
multiple variations comparable to most advanced 
systems such as Volkswagen’s modular production.9

From rich man’s toy to mass market
In January 2010, Tesla Motors announced its filing 
of a registration statement with the Securities and 
Exchange Commission for an initial public offering 
(IPO) – the first American automaker going public 
since Ford in 1956. Around the same time, Tesla and 
Toyota formalized an agreement to jointly develop 
an electric version of the Toyota RAV4. Toyota also 
announced the purchase of $50 million worth of 
Tesla stock at the forthcoming IPO.

Six months later, Tesla placed its shares well above 
the expected range at $17 (Ticker: TSLA); even so, 
shares surged 41 per cent on the first day of the IPO and 
closed at $23.89. Despite having accumulated a loss of 
more than $300 million since its founding, Tesla was 
valued at $2 billion and managed to raise nearly $230 
million of fresh capital. The company continued to run 
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losses that peaked in 2012 when it was $396 million 
in the red due to massive investments in the factory 
ramp-up, building new stores across the country, and 
training workers. In June 2012, Tesla delivered its first 
Model S after three years of development. The first 
quarterly profit of $11.2 million was reported in 2013. 
In total, 4750 deliveries of Model S were booked in 
the first quarter of US sales – more than any of the 
similarly priced gasoline-powered cars from the top 
three German luxury brands: Mercedes-Benz S-Class, 
BMW 7 Series, and Audi A8.

Early in 2012, Tesla unveiled an early prototype, 
the Model X crossover, produced on the Model S 
platform in 2015. The carmaker also announced 
it would soon begin to add lower-priced vehicles, 
which according to Musk “should be quite affordable 
... on the order of $35,000.”10 With a stabilized 
financial situation, enthusiastic capital markets 
and customers, and a promising launch of its core 
product, a multitude of paths and challenges opened 
up for Tesla’s future business model configuration. 
Tesla’s impressive growth, however, has not yet 
translated into significant profits (Figure 1).

The Model S
In 2013, Tesla sold 22,477 units of its Model S, thus 
outperforming all forecasts. The Model S comes with 
a variety of battery-pack options – 40 kWh, 60 kWh 
and 85 kWh, with base prices (before tax credit) of 
$52,400, $62,400, and $72,400, respectively.11 With 
ranges above 265 miles, the Model S more than doubles 
the next-best market offer – BMW’s i3 five-door urban 
car, which allows the driver to cover a distance of 

90 miles. The reach of the Model S far exceeds what 
is demanded by customers, who in 80 per cent of cases 
have to cover less than 50 miles daily.12 To complement 
range capabilities for long-distance travel, Tesla offers 
fast-charging technology at its Supercharger facilities. 
The fast-charge capability allows Model S owners to 
replenish 50 per cent of the battery pack in as little 
as 30 minutes. Moreover, the Model S incorporates 
a modular battery pack at the floor of the vehicle, 
which enables it to make use of the battery-swapping 
technology – to exchange a discharged battery for a 
fully charged one instead of charging the vehicle’s 
battery – at swapping facilities that will reportedly be 
installed in the future.

According to Tesla’s 10-K reporting, the Model S  
provides a lower cost of ownership as compared 
with other vehicles in its class, when purchase 
price, cost of fuel and the cost of maintenance 
over a six year ownership period are taken into 
consideration.13 This calculation assumes the 
residual values, warranties, insurance costs and 
promotions, and customer incentives of other cars 
in the luxury sedan-class. At current conditions of 
11.2 cents per kilowatt-hour and $3.32 per gallon 
(average prices for electricity and gasoline across 
US, see Figure 4), the cost of fuel for the Model S  
is expected to be approximately $1800 per year 
less than would be the case for a comparable 
premium internal combustion engine sedan.14 
Fewer moving parts and the absence of certain 
components, such as oil, oil filters, spark plugs and 
engine valves, mean lower maintenance expenses 
than comparable premium conventional internal 
combustion engines (ICEs).

FIgurE 1 Tesla motors quarterly earnings 2009–2013
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The Model S is designed on the basis of an 
adaptable platform architecture and common electric 
powertrain that is intended to be leveraged by creating 
more electric vehicle models in the future. The 
powertrain and battery pack have a modular design, 
which will make it possible for future generations of 
electric vehicles to incorporate a significant amount of 
this technology. The upcoming Model X is designed 
as a crossover to fill the niche between the roominess 
of a minivan and the style of an SUV, powered by 
an all-wheel drive system. Tesla also plans to launch 
the Model E (Gen 3), a compact car with a range of 
perhaps 400 miles that would cost just $35,000.15

The electric vehicle market
The market for EVs is split into three segments:

 ■ Hybrid electric vehicles (HEVs): Vehicles that 
generate all their electric energy onboard the 
vehicle. HEVs include all varieties of hybrids 
that use electric motors for traction, including 
series hybrids, parallel hybrids, through-the-road 
hybrids, and mild hybrids.

 ■ Plug-in hybrid electric vehicles (PHEVs): 
Vehicles that are propelled by an electric motor 
that receives power from the grid but also have an 
ICE to extend the range of the vehicle.

 ■ Battery electric vehicles (BEVs): Vehicles that 
use energy sourced from the grid. They get all 
their power from battery packs and thus have no 
internal combustion engine.

Hybrids (HEVs) have emerged as a viable 
alternative to ICEs since the introduction of the 
first commercially available hybrid-electric vehicle, 
the Toyota Prius, in 1997. The sedan had the lowest 
consumption in its category (3.6l/100km). After 
the company captured the Japanese niche market, 
it launched its Prius II in California in 2000. At 
present, more than 1 million HEVs are sold each 
year, however, at lower rates than in previous years.16

The market for plug-in electric vehicles (PEVs) 
comprises both plug-in hybrid electric vehicles 
(PHEVs) and battery-electric vehicles (BEVs). With 
180,000 PEVs sold worldwide in 2012, this market 
is still in its infancy, accounting for only 0.02 per cent 
of the global passenger car market.17 Unlike HEVs, 
which are charged through energy recuperation while 
driving (for example, a brake system), PEV diffusion 
is strongly dependent on the availability of charging 
infrastructure at home, at work, or other public 
places. Until now, the reason for this has largely been 

insufficiently developed charging infrastructure, which 
hinders battery-only propulsion technologies (i.e., 
BEVs) from competing with ICE vehicles, and thus 
the markets remain small, limited, and niche in scope. 
One of the biggest hurdles to BEV adoption is “range 
anxiety”: Owners worry about being stranded by the 
side of the road with a fully discharged battery.18

The global market
Particularly over the past 10 years, the world has seen 
a significant rise in vehicle electrification driven by 
volatile oil prices, massive decline of urban air quality, 
and public attempts to decarbonize transportation. 
The BEV sales are expected to reach 6 million units 
by the end of 2020, and more than 10 million by 2025 
(Figure 2). These figures imply growth at a compound 
annual growth rate (CAGR) of approximately 31.5 per 
cent from 2013 to 2020, almost tenfold as compared 
with the ICE market, which has an anticipated CAGR 
of 3.7 per cent throughout the same period.19 BEVs 
are expected to generate even greater sales by 2023 
and expand their share at the expense of PHEVs 
in subsequent years. These forecasts indicate that 
PHEVs could act as a bridging technology between 
conventional power trains (ICEs) and PEVs. Overall, 
the global market for PEVs is projected to surpass 
$415   billion in 2020 and $636 billion in 2030,20 
accounting for 5.5 per cent of global car sales by 2020 
and 15 per cent by 2025.21 Owing to technological, 
economic, and regulatory uncertainty, however, 
studies vary widely about PEVs’ future share of new 
vehicles, with figures ranging from 1 per cent to 
33 per cent over the 2020–2030 timeframe.

At present, four main regions crystallize as the 
lead markets with, on aggregate, roughly two-thirds 
of all PEVs registered worldwide: The United States, 
China, Japan, and Western Europe (Figure 3), which 
is also where the major PEV production is expected to 
shift.22 In fact, the most likely customers for electric 
vehicles were found to be in India and China, where 
between 50 per cent and 60 per cent of car owners 
were willing to buy PEVs, forming a stark contrast 
to other countries, such as Japan (4 per cent), France 
(5 per cent), Germany (9 per cent), and the United 
States (12 per cent).23 PEVs are particularly popular 
in dense urban areas with above-average wealth, 
limited commuting distances, developed charging 
infrastructure, and a high fleet penetration. Currently, 
a large amount of sales is attributed to fleets, such 
as electric taxis (for example, in Shenzhen and 
Hangzhou in China) or car-sharing schemes (such as 
Autolib in France or Car2Go in Germany).
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FIgurE 2 PHEV vs. BEV sales breakdown, world markets: 2011–2025
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Batteries make up more than one-third of the 
overall vehicle price of around $12,000–$15,000. 
Therefore, the market for PEV batteries including 
materials required for production, plays a particularly 
crucial role for PEV manufacturers. In the best-case 
scenario, this market was expected to grow to between 
$9 billion and $10 billion in 2015 and to $50 billion 
by 2020. Market consolidation is ongoing, since 
R&D expenses are high, and production capacities 
today are estimated to be twice the demand. Five 
frontrunners are set to control 70 per cent of the 
lithium-ion (Li-ion) world market: AESC, LG Chem, 

Panasonic/Sanyo, A123 and SB LiMotive.24 While 
markets for the PEV battery are predominantly 
located in Europe, the United States, and Japan, we 
might see an increasing shift toward China in the 
future, where rare earths and critical raw materials 
are found.

The US market
According to Pluginamerica.com, 183,620 PEVs 
were sent onto US roads from December 2010 
through the end of February 2014. More than half of 

Source: adapted from Morgan Stanley Research.

FIgurE 3 PHEV and BEV sales in 2012

2012 World PHEV Sales, by Country
Source: EVI, MarkLines Database.
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these PEVs were sold in 2013, doubling sales from 
2012.25 As of 2013, EVs account for less than 1 per 
cent of cars sold in the United States, which means 
there is “a huge amount of untapped demand,” as 
Musk notes in a company report.26 The market for 
PEVs is highly concentrated in five cities buying 
more than half of all PEVs sold in the United States: 
Atlanta, Los Angeles, New York City, San Francisco, 
and Seattle. With a well-established charging 
infrastructure, tax cuts, and exclusive parking and 
traffic lane access, the incentive in these cities to 
go electric is very appealing. A study on electric 
mobility found that current EV buyers or leasers 
are more than twice as wealthy as most Americans 
(national median income $51,914), male (79 per 
cent), highly educated, and on average 46 years old. 
Those that are interested in buying EVs are younger, 
less wealthy, less idealistic about environmental 
issues and have high expectations concerning the 
quality and performance of EVs.27

Recent growth has been fueled by significant 
price cuts for electric cars, as automakers race for 
economic scale effects and falling battery prices. For 
instance, BMW announced it will charge $41,350 
for its new i3 (before tax credits), while Ford and 
 Nissan reduced prices on their Focus and Leaf models 
by $4000 and $6400, respectively, for 2014. With 
an additional $7500 in tax credits for several PEV 
 models (including the Tesla Model S), the total cost of 
ownership (TCO), which comprises the costs over the 

whole lifecycle of vehicles, is significantly lowered, 
allowing electric vehicles to exceed the pricing 
thresholds that are acceptable for mass markets. 
Besides governmental incentives and infrastructure, 
the oil price and technological advancements, and 
particularly battery expenses, which account for a 
substantial portion of PEV costs, are critical for PEV 
versus ICE buying decisions (Figure 4).

The best-selling BEV model today is the Chevy 
Volt, with over 48,000 vehicles now on US roads 
competing with 15 other light-duty models of PEVs 
that are currently on the market. With the exception of 
the Cadillac ELR (six sold in 2013, starting at $76,000) 
and the Porsche Panamera S-E (86 sold in 2013, 
starting at $99,000), the BEV market is dominated by 
economy and compact-class cars (Figure 5).

Including all gasoline hybrids and fuel-cell EVs, 
consumers can choose among more than 56 models 
of electrically powered vehicles.28 The scheduled 
introductions of several PEVs suggest that Tesla is 
about to face more headwinds, as major carmakers 
are moving into the electric luxury segment after 
Tesla had largely had this segment to itself since 
the launch of its Model S in 2012. In an attempt 
to counter the loss of trendsetting and affluent 
customers, several deep-pocketed rivals have 
announced PEV launches, such as the BMW i8 
($135,000), Audi R8 e-tron ($150,000), Volkswagen 
XL1 ($146,000), Porsche 918 Spyder ($845,000), 
and the Mercedes-Benz SLS AMG Electric Drive 

FIgurE 4 US EV projected competitiveness with conventional vehicles
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($544,000), among many other smaller-sized 
models, such as the Mercedes B-Class (less than 
$40,000). Recently, Rudolf Krebs, the VW Group 
executive in charge of electric vehicle programs, 
revealed VW’s plan to roll out 40 different PEVs 
over the next several years.29 The future is not 
looking rosy for every manufacturer, however. By 
the end of 2013, Fisker Automotive, Tesla’s main 
rival located next-door in Anaheim, California, filed 
for bankruptcy after suffering from safety recalls, the 
insolvency of a battery supplier, and severe losses of 
shipments during 2012’s  Hurricane Sandy.30

The role of government
The global market for electric mobility is promoted 
through various governmental policies and programs 
incentivizing sales and facilitating technological 
transition. Several governments support their 
national markets through subsidies to purchase costs, 
production facilities, research and development, and 
charging infrastructure development, but also through 
the purchase of fleets for public organizations and 
favorable regulation (for example, special lanes, 

taxation, and parking). In terms of incentivizing 
vehicle adoption, the United States clearly takes the 
lead with more than $30 billion of overall funding 
from 2010 to 2017, far exceeding the second-largest 
program that is in place in China ($5.4 billion from 
2006 to 2016).31

Governments also released ambitious roadmaps 
designed to increase widespread acceptance of 
electric mobility by targeting individual customers, 
commercial ,  and publ ic  f leets  (Figure  6) .  
Disincentives on ICEs, such as emission-based 
taxation and fuel economy regulation, have also 
been put in place and tilted economies toward 
electric vehicles. For instance, in Europe, CO2 

emission limits were set at an average of 130g/km 
and will be phased in between 2012 and 2015. The 
European Commission intends to tighten this limit 
to 95g/km by 2020. In China, new fuel-efficiency 
standards have been announced, changing prospects 
for electric cars there for the better.

In addition, public organizations work alongside 
private ones to address a lack of standardization in 
areas such as charging infrastructure, billing, and 
software, which inhibits customer acceptance 

FIgurE 5 2013 monthly sales chart for the major BEV automakers 

2013

Inside EVs

JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC Total

Chevrolet Volt 1140 1626 1478 1306 1607 2698 1788 3351 1766 2022 1920 2392 23,094

Nissan LEAF 650 653 2236 1937 2138 2225 1864 2420 1953 2002 2003 2529 22,610

Tesla Model S 1200 1400 2300 2100 1700 1350 1800 1300 1000 800 1200 1500 17,650

Toyota Prius PHV 874 693 786 599 678 584 817 1791 1152 2095 1100 919 12,088

Ford C-Max Energi 338 334 494 411 450 455 433 621 758 1092 941 827 7154

Ford Fusion Energi 0 119 295 364 416 390 407 600 750 1087 870 791 6089

Ford Focus Electric 81 158 180 147 157 177 150 175 110 115 130 158 1738

Toyota RAV4 EV 25 52 133 70 84 44 109 231 167 91 62 28 1096

Mitsubishi i-MiEV 257 337 31 127 91 39 46 30 20 28 12 11 1029

smart ED 2* 0 0 0 60 53 58 182 137 111 153 167 923

Fiat 500e* 0 0 0 0 0 0 150 160 50 40 125 120 645

569Honda Fit EV 8 15 23 22 15 208 63 66 35 40 23 51

Chevrolet Spark EV 0 0 0 0 0 27 103 102 78 66 87 76 539

Honda Accord PHV 2 17 26 55 58 42 54 44 51 71 68 38 526 

86Porsche PanameraS-E 0 0 0 0 0 0 0 0 0 35 4 47

Cadillac ELR 0 0 0 0 0 0 0 0 0 0 0 6 6

4577 5404 7982 7138 7454 8292 7842 11,073 8027 9695 8698 9660 95,84295,842

Source: http://insideevs.com/final-2013-plug-in-sales-rankings-for-the-us-are-in-who-did-well-who-did-
not-infographic/.
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and higher sales. Government-backed demonstration 
and commercialization programs have been 
established to provide a testing ground and spur the 
uptake of electric mobility technology. Thus far, 
government action at all levels has greatly influenced 
PEV sales and the integration of these new vehicles 
into the electrical grid.

Tesla’s business model

Key resources

Battery technology. Tesla considers its core 
competencies to be the engineering of electric 
powertrains, including the battery pack, power 
electronics, motor, gearbox and the control 
software that enables the components to operate 
as a system. The battery pack system has been 
designed to allow for interchangeability of battery 
cell chemistry of independent manufacturers. 
Tesla aims to capitalize on substantial battery 
cell investments and advancements to quickly 
drive down the cost of batteries. The company 
itself compares and tests available lithium-ion 
cells on energy storage capacity, longevity, and 
power delivery to choose among the suppliers 
and chemistry types with the best value and 
performance for its battery packs.32

Battery technology plays a particularly important 
role: It constitutes a central competitive lever in the 
EV market because of its high share of the overall 
cost and its significance for customer acceptance, 
as it reduces “range anxiety,” charging time, and 
concerns about security. While  battery costs are 
declining at a rapid pace, they are expected to make 
up a major cost factor in the future ( Figure 7). Prices 
dropped more than 50 per cent in the past four years 
from $1000 per kWh in 2010 to less than $400 per 
kWh in 2014 ( Figure 4). Based on the assumption of 
a 10 per cent learning rate per year and continuously 
improving economies of scale, most recent analyses 
see further price cuts until at least 2020.33

Software technology. The Model S is equipped 
with the largest automotive touch screen in the world 
and the ability to add new features and capabilities 
using over-the-air software. This software also 
 permits innovative car repair and performance 
updates. The ability to send updated software 
wirelessly to vehicles helped Tesla to instantly fix  
29,222 Model S’s that posed a fire risk because of 
overheating charger plugs. In other cases, Tesla 
created updates following customer requests, such as 
changing the suspension settings, which give the car 
more traction at high speeds, or a re-installed “creep” 
function that some customer were used to in ICEs, 
which slowly moves cars forward when the brake 
pedal is released. Commenting on wireless repairs, 

FIgurE 6 PEV sales targets of selected countries
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Musk tweeted that no vehicles were “physically 
recalled,” and that in fact “the word ‘recall’ needs to 
be recalled.”34 Tesla also introduced apps that allow 
car owners to manage the charging process, track 
their movements on a map, analyze their driving 
behavior, and heat or cool the interior before driving.

Charging infrastructure. Since 2012, Tesla 
has implemented company-owned Supercharger 
stations that rapidly recharge batteries in high-
traffic corridors across North America, Europe, 
and Asia. Tesla’s current charging network allows 
coast-to-coast  travelling across the United States. 
European customers, Musk announced, “will be 
able to travel almost anywhere in Europe using only 
Superchargers” by the end of 2014. Supercharger 
technology provides a charge of between 90 kWh 
and 120 kWh, enough power for three hours of 
driving with only 20 minutes of charging, which 
means stops are frequent as on any road trip, 
as Musk said.35 While investments of $100,000  
to $175,000 per Supercharger station seem high, 
Tesla actually racks up more than it invests through 
the credits it earns for each zero-emission vehicle 
(ZEV) sold in California.36 It is estimated that Tesla 
may earn up to $250 million in ZEV credits in 2014, 
thanks to its Model S. These revenues far exceed the 
funding required for the 237 Supercharger stations the 

company plans for the United States and Canada in 
the coming years.37 Most charging, however, occurs 
at home through a standard plug (92 hours for a full 
charge) or a high-power wall connector (10 hours for 
a full charge), which may also be extended with a 
twin charger (five hours for a full charge) doubling 
the charging capacity.

Tesla, however, not only relies on charging 
technology but also experiments with battery swapping 
as an option alongside its Supercharger network. The 
switching station concept pioneered by Better Place, 
the now-bankrupt electric vehicle company, would 
provide an alternative to charging. Unlike Better Place, 
Tesla announced it would install battery swap stations 
in addition and next to its existing Supercharger 
locations, enabling the customer to choose between 
two options: charging batteries for free (30 minutes), 
or swapping batteries (90 seconds) for a service fee 
amounting to roughly $60 to $80, the equivalent of 15 
gallons of gas at current rates. Car owners may then 
opt to return for the older pack to the station, have 
them delivered for a fee, or keep the replacement pack 
with Tesla charging the value difference of the battery 
pack based on its age. Tesla estimates the cost per 
battery swap station to be around $500,000.38

Energy management and storage. While the 
production and storage of energy and solar power in 

FIgurE 7 Expected distribution of the price of an EV in 2020, by component
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particular do not form an explicit business segment, 
Tesla has teamed up with partner SolarCity (SCTY) 
to distribute solar panels through the website to 
complement its product portfolio. Both firms are 
collaborating to develop a smart energy storage 
system by using stored electricity to reduce peak 
demand – the highest amount of electricity used 
within the billing period. The business approach is to 
balance the generation and consumption of electricity 
by producing it through solar panels or retrieving it 
from the grid during daytime in order to store and 
discharge it into the EV (for example, Model S) at 
night. Besides offering grid-independent backup 
power in case of outages, both the demand and 
prices for energy are lowered. Tesla provides battery 
systems to store the electricity and promotes solar-
power systems among its customers, and SolarCity 
installs the hardware and contributes its software to 
optimize utility charge savings for customers.

Human resources. Musk considers human capital 
to be of the highest importance, and he has a hands-on 
role in personally interviewing and hiring many of 
the job candidates.39 The company’s value, to a large 
degree, is made up of the quality of the talent and 
intellectual property (IP) it has generated over the 
years. According to Musk, working for Tesla is like 
“you are choosing to be the equivalent of Special 
Forces,” as employees are expected to work at least 50 
hours a week. Employees are asked to challenge the 
status quo and allocate sufficient time for innovation. 
The firm’s culture rather resembles that of a technology 
startup than of a traditional car manufacturer. Tesla’s 
engineering team is about 80 per cent smaller than the 
average team of a car manufacturer as the company 
tries to compensate for quantity with quality by hiring 
only the best engineers. In 2013, Tesla was listed ninth 
among the “most innovative companies” in a global 
innovation study.40

To draw on best practices from diverse fields of 
business, Musk hired an experienced top executive 
team with exceptional skills, including Franz von 
Holzhausen (Design: VW, Mazda, GM), George 
Blankenship (Sales: Apple, GAP), Chris Porritt 
(Engineering: Aston Martin), Doug Field (Product 
Design: Apple), Gilbert Passin and Rich Heley 
(Manufacturing: Toyota, Apple), Kristin Paget (IT: 
Apple, Microsoft), and Simon Sproule (PR: Renault-
Nissan). Arnnon Geshuri, Tesla’s HR director, who 
came from Google in 2009, assembled a highly 
talented team and created a culture geared toward 
interdisciplinary collaboration. Most of Tesla’s 

facilities are located in California, allowing the 
firm to capitalize on the pool of highly qualified 
employees graduating from top universities 
and some of the world’s most innovative firms. 
Today, the company employs approximately 6000 
employees, nearly twice as many as in 2013. To meet 
its aggressive expansion targets, Tesla is expected to 
grow at the same pace in the future.

Strategic partnerships

Daimler. In 2009, Daimler acquired a stake in 
Tesla and took a seat on the company’s board of 
directors. Today, both firms are intensely connected 
and leverage their joint strengths through Tesla’s 
agility and Daimler’s experience in order to drive 
the global commercialization of EVs. Over time, 
this collaboration increased to become a strategic 
partnership, which today covers knowledge exchange 
in various fields, such as engineering, production 
and supply chain. Musk noted that, in retrospect, 
 Daimler’s investment was most decisive for the 
firm’s survival injecting capital when Tesla faced 
illiquidity. Today, both firms maintain strong ties 
and Bodo Uebber, Daimler’s chief financial officer, 
recently said that Daimler is still looking “for more 
cooperation”41  with Tesla.

Toyota Motor. The alliance between Tesla Motors 
and Toyota Motor Corporation was established in 
2010 to cooperate on the development of EVs, parts, 
manufacturing system, and engineering support. 
 Toyota intends to close the gap with other  automobile 
firms that went ahead with pure EVs in the market. 
Moreover, Toyota wants to learn from the Tesla’s 
challenging spirit, quick decision-making, and 
flexibility. In 2013, this partnership produced what 
was described by the press as the “cheapest Tesla 
on the market,” the RAV4 EV – a small Toyota SUV 
outfitted with a Tesla-built battery and an all-electric 
drivetrain.

Panasonic. In 2009, Tesla entered into a partnership 
with Panasonic Corporation to secure battery-cell 
supply and insulate itself from lithium-ion supply 
market uncertainty. The following year, both firms 
intensified their partnership, and Panasonic became 
a shareholder when it invested $30 million in Tesla 
Motors. In late 2013, both parties updated an earlier 
agreement to expand Panasonic’s supply to nearly 
2  billion cells over four years. Owing to fierce 
competition and declining battery prices – partly caused 
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by an oversupply of key raw materials – the lithium-ion 
battery business added to Panasonic’s near-record net 
loss in the past year. Nevertheless, the company views 
the battery business as a key source of its turnaround 
strategy and future growth assuring it will increase 
production capacity of battery cells to serve Tesla’s 
growing demand as it ramps up EV output.42

SolarCity. Tesla maintains strong ties to SolarCity, a 
corporation based in San Mateo, California, and chaired 
by Musk, that designs, installs, and sells solar energy 
systems. The bulk of SolarCity’s business comes from 
the leasing business, where SolarCity provides a system 
for free in exchange for a 20-year lease contract without 
the usually high upfront costs for customers. Partnering 
with SolarCity, Tesla aims to deploy its battery know-
how to create a complete off-the-grid kit for home solar-
power storage. This partnership is somewhat of a family 
affair, since Musk is the cousin of SolarCity co-founder 
and COO Peter Rive.

Early on, Rive revealed his plan to design systems 
for powering homes and cars. SolarCity’s first foray 
into electric car-charging stations followed in 2009, 
when the company collaborated with Tesla to install 
solar-powered charging equipment on US Route 101 in 
California between San Francisco and Los Angeles.43 
Musk indicated the partnership could be intensified 
by pairing solar-power systems and grid storage 
components with the Supercharger stations to reduce 
marginal energy costs caused by “demand charge” – 
fees for demand during large spikes. Implementing 
solar power, however, would double the capital cost of 
Supercharger stations, excluding grid storage systems.44

AT&T, TeliaSonera, Telefonica. In the past few 
months, Tesla announced several partnerships with 
mobile communications operators. The company 
collaborates with AT&T in the United States, and 
TeliaSonera and Telefonica in Europe to wirelessly 
enable and connect its vehicles for safety diagnostics, 
remote monitoring, and repair via machine-  
to-machine (M2M) interconnection.

Key value-creation activities

Design, engineering & production. The design 
and engineering activities for external clients, such 
as battery packs, drive units, gearboxes and software, 
account for roughly 10 per cent of the company’s 
revenue with a decreasing tendency. Tesla designs, 
tests and manufactures fully electric powertrain 
systems for other automakers, such as for its strategic 

partners Toyota (RAV4) and Daimler (Mercedes-Benz 
and Smart). Automotive production contributes about 
75 per cent to the firm’s income. This last segment 
includes vehicles and related sales (vehicle options, 
accessories, and vehicle service). Another revenue 
stream is the sales of regulatory credits, such as ZEV 
emission credits or reimbursements received as part 
of the federal efficiency program (15–20 per cent). 
Since the production of the Roadster was phased out, 
the Model S is the only vehicle in Tesla’s product 
portfolio, although there is an option to reserve the 
upcoming Model X crossover. As cars are built to 
order, there is no storage and very little inventory 
involved in the Tesla production system.

Sales, servicing and charging. To sell its cars, Tesla 
relies on a non-traditional direct sales approach aiming 
to create an “experience” via company-owned stores, 
galleries, and service networks – and less on traditional 
advertising concepts as the media. Stores are designed 
to be informative and enjoyable without inventory on 
site, in contrast to traditional dealerships that maintain 
a large fleet of cars. The company employs “product 
specialists” rather than dealers, who are trained 
to explain Tesla’s products and answer questions 
about EVs in general –  without any ulterior motives 
(commission) or authority to sell the company’s 
products. Jim Chen, Tesla’s vice president for 
regulatory affairs, points out that the direct-distribution 
approach, including incentives for dealers to push 
EVs, is rather weak because of the small car volumes 
and servicing profits generated by Tesla’s products as 
compared with combustion engine vehicles.

Orders may only be placed over the Internet, thus 
cutting out sales representatives and the apparatus 
that goes with them. Since many of the sales are 
processed online, Tesla developed a highly interactive 
and comprehensive homepage that features several 
configurators that meticulously calculate reach, 
charging time, and savings, among many other 
things, before visitors proceed to virtually assemble 
their desired vehicle in the “design studio.” The 
company’s homepage is also an important marketing 
instrument featuring “customer stories” that advertise 
Tesla’s model through real-life experiences. Stores 
are positioned in visible and high foot-traffic retail 
locations, like shopping malls, to inform potential 
customers before car-buying decisions are made. 
Tesla’s approach is to interact with future customers 
and “educate” them about the benefits of going 
electric early on. In this context, its buoyant blogs 
constitute a critical channel of customer feedback and 

65856_case10_ptg01_784-805.indd   794 07/02/20   9:41 PM



CASE 10 Tesla MoTors’ business Model configuraTion   795

are an invaluable source for product improvement 
and innovation. In addition, Musk blogs and makes 
frequent use of social media to communicate the firm’s 
advancements, reach out to the Tesla community, and 
generally create awareness for the firm.

Service is a top priority for Tesla. Its goal is not 
only to fix things but to make them better than they 
were throughout the product lifecycle (for example, 
through software updates). To address concerns about 
owning and driving EVs, 24-hour roadside assistance 
(ranger service), remote diagnostics, and system 
monitoring were introduced. Tesla Service Centers 
are planned to be erected across North America so 
that Tesla customers will have to travel less than 50 
miles to reach a Tesla Service Center. Technicians, 
concerned with repair and maintenance around the 
world, are tightly connected to the research and 
development facilities located in Silicon Valley and 
draw on this large pool of knowledge via online 
channels to quickly resolve any problems.

A central part of Tesla’s service proposition is its 
widely accessible charging infrastructure, which has 
been aggressively expanded over the past few years. 
Activities around the charging process have not been 
designed to create additional revenue (profit centers), 
but rather to create some added value to boost its 
Model S sales. Customers pay a $2000 access fee for 
the Supercharger network and thereby receive access 
to electricity “for free, for life.” Beyond that, Tesla 
distributes additional home-charging devices that 
enabling faster charging processes.

Major challenges

Infrastructural patchwork. Publicly available 
electric vehicle supply equipment (EVSE) has 
been deployed across different locations, such as 
residential, office, retail, and street. EVSE expands 
quickly, particularly in the United States and Japan, 
with each maintaining approximately 20,000 non-
residential charging stations, followed by China 
with roughly half the amount (Figure 8). Countries 
that currently hold over 90 per cent of world EV 
stock announced cumulative targets of more than 
2.4 million chargers by 2020. Access to most non-
residential charging stations is still restricted 
because of subscriptions and roaming charges, or 
limited to certain EV models. Moreover, various 
charging standards, such as the CHAdeMO (Nissan, 
Mitsubishi) or the SAE plug (GM, BMW) were 
established by the market players, hampering access. 

Officials said Tesla is already working on an adapter 
that is compatible with SAE Combo Chargers and is 
also willing to license its Supercharger technology 
if conditions are right. “We’re not trying to create 
a closed system,” Musk clarified. “We just need to 
solve the problem of long-distance travel, and we 
can’t wait for others to agree with our strategy.”45

Regulatory guesswork. The EV sector has received 
substantial backing from governments around the 
world in an attempt to stay ahead of the technology 
race, lessen dependence on oil and damaging pollution. 
Public money for tax incentives, subsidies, as well as 
favorable regulatory conditions, spurred innovation 
and the diffusion of EV technology over the past few 
years. Tesla has considerably benefited from revenues 
through ZEV credits in the past ($119  million in 2013 
only). Recent developments show that regulatory 
conditions may quickly change and have serious 
implications for Tesla’s business model.

Several states, such as New Jersey, Texas, 
 Virginia, Maryland and Arizona, prohibited or 
restricted car manufacturers from selling vehicles 
directly to consumers, while others, such as New 
York, Minnesota, and Georgia, are about to follow 
the ban. Pushed by a strong ICE lobby, this decision 
threatens to shake Tesla’s direct-sales model in 
favor of incumbent dealerships. The argument is 
that franchise laws were put in place to prevent a 
manufacturer from unfairly opening stores in direct 
competition with an existing franchise dealer and that 
a franchise middleman keeps carmakers from ripping 
off consumers and protects price competition. “I’d 
rather fight one federal battle,” Musk said, who is 
preparing to go to Washington soon.

Technological risks. Tesla has been a technological 
pacesetter over the past few years. In contrast to 
its large incumbent rivals, Tesla faces a twofold 
challenge: scaling up production and its proprietary 
infrastructure, and keeping pace with technological 
advances. Both tasks demand high capital and 
human resource investments. Tesla’s research 
and development budget ($270 million in 2012;  
$250 million in 2013) makes up only a fraction of 
what is available to competing incumbents (Figure 9).  
For instance, an already massive research effort 
is underway to explore autonomously driving (or 
self-driving) cars by firms like Google, BMW, and 
Volvo. A recent tweet by Musk, which called for 
applications of engineers interested in autonomous 
driving, indicates that Tesla is taking this challenge 
very serious.46
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FIgurE 8 Non-residential EVSE stock in selected countries, by fast and slow chargers in 2012
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FIgurE 9 Estimated R&D spending (global and US) by selected automakers for 2013 (in billions 
of dollars)
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An unsophisticated production process, relatively 
loose supplier relationships, and little experience 
with assembled parts contribute to Tesla’s exposure 
to multiple risks of delivery failure (such as quality 
defects or supply shortages). Moreover, there is 
some real concern about the safety of Tesla’s battery 
technology after its Model S repeatedly caught fire. 
Most of Tesla’s technology is new and has not had 
comprehensive market testing. While many problems 
can be fixed through software updates, some hardware 
issues remain. In a recent case, a Model S blazed while 
parked in a garage, prompting the company to send the 
owners new charging adapters and software upgrades 
to prevent overheating. To pre-empt damage to the 
company’s reputation, Musk announced to amend the 
current warranty policy to cover damage due to fire. 
Today, Tesla faces recalls and even a federal inquiry 
into the security of its cars, which might call its quality 
and safety into serious question after it received record 
scores for being the “safest car in America” (National 
Highway Traffic Safety Administration) and the “best 
car in history” (Consumer Reports – 99 out of 100 
points). The benchmark against which Tesla’s quality 
is measured is high.

Market challenges. On several occasions, Musk 
has emphasized the importance of the battery supply 
as the bottleneck of the company. Particularly, the 
supply of lithium and cobalt as the most crucial raw 
materials carry significant risk for Tesla’s business. A 
large portion of the global supply of cobalt originates 
in the unstable Democratic Republic of Congo. While 
interruptions in delivery could cause rapid price 
increases, producers are able to swap out cobalt for 
other materials, like manganese. This is different 
for lithium, which is an indispensable ingredient of 
Tesla’s current battery technology, posing a serious 
threat to Tesla’s battery supply chains.47 While an 
oversupply of lithium exists today, the situation might 
change in the future as an increasing share of supply 
flows into competing demand for smart phones, 
tablets and other computing devices. Musk expressed 
his concerns about the company’s supply base and its 
ability to keep up with Tesla’s fast-paced growth.48

But there could be more problems ahead for 
Tesla. With new models introduced from high-end 
competition (such as BMW, Audi, and Mercedes), 
and a large amount of models already available in the 
mid- market segment (for example, Nissan,  Chevrolet, 
and Toyota), Tesla risks being squeezed into a niche 
position. To respond to this threat, it seems crucial 
for Tesla to expand its capacity and operational 

efficiency to lift economies of scale and distribute 
production cost on a larger output volume. However, 
with roughly around 25,000 cars produced, Tesla 
has a long way to go to receive supply conditions 
comparable to those of its far larger competitors.

Above all, the question remains whether market 
demand will allow further scaling or lock Musk’s 
firm in a luxury niche. Tesla’s business model 
has been  configured, and its operation has been 
developed to serve the mass market. At some point, 
Tesla will sell automobiles with a sticker price 
for less than $40,000. However, scaling is crucial 
not only to reduce production costs and lower 
sales prices for mass commercialization but also 
to reach the profitable operation of many other 
activities included in Tesla’s business model – most 
importantly, to achieve an increased utilization of 
battery charging and swapping infrastructure, and to 
fully exploit the potential of its sales network.

Product risks. Analysts expressed doubts about the 
viability of Tesla’s current business model for potentially 
high costs of ownership involved due to the uncertainty 
of Model S value retention. To eliminate these doubts 
and lower upfront payment hurdles, Tesla announced an 
alternative financing option offered in cooperation with 
US Bank and Wells Fargo. A lease/ownership hybrid is 
available, where customers get 10 per cent off the car 
with funding from banks and then pay a monthly fee, 
and includes an option to sell the car back to Tesla at a 
minimum of 50 per cent of its original cost after three 
years of use. However, current predictions see battery 
cost declining by half over the next three years, thus 
posing a severe risk to the delicate resale-value promise. 
Applying a current industry average of around $400/
kWh, the battery pack on its own is worth $34,000, 
roughly 46 per cent of the total cost of the vehicle. If 
prices drop as forecasted, Tesla’s value will deteriorate 
faster than expected, causing guarantees to come at 
significantly higher costs to the company.

Looking ahead
Most recently, Musk announced to build a $5 
billion US factory by 2020 and claims it will 
make more lithium-ion batteries than all other 
plants on earth combined. A press release stated 
that Tesla aims to leverage demand for lithium-
ion batteries to reduce costs faster by achieving 
economies  of  scale  and minimizing costs 
through innovative manufacturing. The target is 
to reduce battery costs by 30 per cent by 2017.  
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The battery factory is planned in cooperation 
with strategic battery manufacturing partners (for 
example, Panasonic) to share the risk, optimize 
co-located processes, and reduce overhead costs.

Analysts are also confident that Tesla’s Silicon Valley 
location will give it a head start in autonomous driving 
technology. The iPad-like control panel of the Model S 
and a recent meeting with Apple’s head of M&A set off 
speculation that the two firms might soon join forces 
for deeper iOS integration in battery technology. Musk 
remained silent about concrete plans, however, only 
leaking that any scenario of a partnership or acquisition 
would need to bring Tesla closer to its pronounced goal 
of becoming a mass-market car manufacturer.

Musk has also revealed that he has been in talks 
with Google to bring driverless technology to Tesla’s 
vehicles. Musk says he believes autonomous driving 
is the next logical step in the evolution of cars but 
thinks Google’s technology (which uses sensors 
instead of an optical system) is too costly. “I think 
Tesla will most likely develop its own autopilot 
system for the car, as I think it should be camera-
based,” Musk said and added, “However, it is also 
possible that we do something jointly with Google.”49

Tesla seems to be headed toward a more digitally 
interconnected business model. In April 2014, Telefonica 
made official that it will support the wireless connectivity 
for Tesla cars across the United Kingdom, Germany, the 
Netherlands and Spain. Telefonica will provide Internet 
connectivity for various in-car “infotainment” and 
telematics services (driver habits and usage), including 
navigation, streamed music, Internet browsing, and 
remote vehicle diagnostics. It follows similar carrier 
deals Tesla recently signed with AT&T in the United 
States, and TeliaSonera for Sweden,  Denmark, Finland, 
Estonia, and Latvia. Generating data from car drivers 
has become a strategic issue for Tesla to convert cars 
from mere metal to mindful companions.

On 24 February 2014, Tesla raised almost $2  billon 
on the market to help fund a giant battery factory. 
Tesla now holds more cash than it ever had in the brief 
history of the company. Cash and cash equivalents 
at first quarter end of 2014 increased to almost $2.6 
 billion – a considerable sum for future investments.
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 “These guys want us to die so bad they can 
taste it.”

– Elon Musk on short-sellers of Tesla shares,  
June 2017

Since 2014, Tesla developed at high speed. There 
was almost no week without a new announcement 
by its CEO, Elon Musk. Many things happened 
that shows Tesla wants to revolutionise the mobility 
business and wants to be more than a car producer – 
much more. His vision and goals are very ambitious, 
and the pressure on execution is extreme.

All our patents belong to you
11 June 2014 saw the removal of a wall of Tesla 
patents in the lobby of its Palo Alto headquarters. 
Musk said that Tesla would “will not initiate patent 
lawsuits against anyone who, in good faith, wants to 
use our technology.”1 A key goal is to accelerate the 
adoption of sustainable transportation with an open- 
source approach to Tesla’s patents. Tesla announced 
that it will continue to file for patents of future 

technologies, but only to prevent other companies 
from patenting its own innovations. A major 
argument for open patents is that the electric car 
technology platform was not adopted by traditional 
manufacturers swiftly enough. “Our true competition 
is not the small trickle of non-Tesla electric cars 
being produced, but rather the enormous flood of 
gasoline cars pouring out of the world’s factories 
every day,” Musk noted. Experts comment that Tesla 
intends to expand the current size of an increasingly 
competitive market (Figure 1). As the pie grows, 
everyone gets a larger slice. At the same time, Tesla 
is using its patent pool to turn its own electric vehicle 
(EV) technology into industry standards.2

Others argue that Musk tries to continuously 
anchor the Tesla brand in the public’s view to achieve 
and retain top-of-mind awareness, all the time, by 
doing things differently to conventional industry 
logic. Creating big buzz allows Tesla to pursue a 
$0 marketing budget strategy – no spending on 
advertising, agencies, or dealers.

A close look reveals that Musk’s announcement to 
open its patents was made only a few weeks before 

Case study update: From Tesla Motors to Tesla
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Toyota’s decision to phase out its collaboration with 
Tesla. Just one week, later Toyota unveiled its first 
hydrogen fuel-cell car and announcing that it would 
offer its powertrain technology patents royalty-free 
starting from 2020.3

Master plan part deux
In 2006, Musk unveiled his initial master plan for 
Tesla, setting out to start manufacturing electric cars 
and increasing their scale so as to be affordable to 

a mass market. In 2016, a decade later, he outlined 
his Master Plan Part Deux for the electric car and 
battery-storage company’s future: (1) create stunning 
solar roofs with seamlessly integrated battery storage; 
(2) expand the EV product line to address all major 
segments; (3) develop a self-driving capability that is 
10 times safer than manual via massive fleet learning; 
and (4) enable your car to make money for you when 
you aren’t using it.4 The business has always been 
about the “bigger picture”, Musk said. The update to 
his master plan is evidence of this (Figure 2).

China
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FIgurE 1 Plug-in sales and growth in major markets in 2016

Source: ev-volumes.com.

Create stunning solar roofs
with seamlessly integrated

battery storage

Expand Tesla lines to fill
other vehicle segments:

pickup trucks, semi trucks,
buses, etc.

Develop a self-driving
capability that is 10X
safer than manual via
massive fleet learning

Enable autonomous Tesla
cars to be part of a shared
fleet, making money for
Tesla owners while they
aren’t using their cars

FIgurE 2 Master Plan Part Deux

 Source: visualcapitalist.com.
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In July 2016, Musk revealed that, in 2018, Tesla 
will turn towards two new EV types: “heavy-duty 
trucks and high passenger-density urban transport”.5 
In October 2016, Tesla announced that all Tesla 
vehicles produced – including the Model 3 – will have 
the hardware needed for full self-driving capability at 
a safety level which is twice as safe as a human driver, 
or better. Once the new features are sufficiently 
validated, Tesla will roll out the autopilot features via 
over-the-air updates, pending regulatory approval.6

Building an ecosystem for the 
mass market

Automobiles
Driven by two high-end products – the Model S and 
Model X – worldwide sales jumped from just over 
5000 vehicles in 2012 to more than 76,000 in 2016. 
Revenues have also jumped up to $7 billion as a 
result, from a mere $200 million five years earlier. 
This success seems to have continued in 2017. Tesla 
posted a $2.7 billion in revenue for the first quarter of 
2017 – this is more than double the $1.15 billion the 
company posted in the same period the year before. 
This success has been appreciated by the capital 
markets, in which Tesla overtook Ford and GM in 
value. Its market capitalisation reached $57 billion 
(4 August 2017) – more or less the same worth as 
BMW (€52 billion), which produces 30 times more 
vehicles than Tesla.

The Model 3
The new Model 3 is Tesla’s attempt at a mass-
market electric car with a range of approximately 
350 km and a top speed of 208 km/h. Musk has 
tried to cool high expectations by informing 
customers that the modestly-priced Model 3 is not 
the ‘next big thing’ from Tesla. Musk has said the 
company is now “anti-selling” its newest car by 
reminding customers how much better the Model 
X SUV and Model S luxury sedan are – if they’re 
willing to pay much more.

At the end of July 2017, Tesla delivered (on 
schedule) the first 30 Model 3s to clients in a big 
event at the Tesla factory in Fremont. To date, the 
company has missed every one of its deadlines 
for new car launches. Aware of these challenges, 
Musk sought to counter them with a new strategy 

aiming for “a simpler design”. Tesla took the wise 
decision to simplify the production process, part 
of which includes limiting the number of possible 
configurations from the outset.

For the Model 3, there was already a waiting 
list of more than 500,000 pre-orders, each reserved 
with a deposit of only $1000. The Model 3 will 
retail for as low as $35,000 (basic model), which 
is about half the base sticker price of its high-
end Model S. The reaction of the press was very 
positive. But improvements in the autopilot 
functionality are needed to stay ahead of the – 
growing – competition.

Production of 500,000 Model 3 vehicles is 
planned for 2018 – getting a relevant long-term 
market share as a target to decrease the costs per 
vehicle. Currently, the challenge is to make such 
mass production happen. In August 2017, workforce 
representatives already complained in a letter to the 
board about the comparably low salaries (starting 
at $18/h) and insufficient working conditions that 
resulted in many accidents.

Energy
Several companies are competing globally (Figure 
3) to get a large share of the increasing global 
battery demand. In April 2015, Tesla unveiled the 
Tesla Powerwall – a set of high-capacity batteries 
that can be used for home energy storage and to 
charge EVs. The batteries store the electricity 
generated by solar panels; this can then be used at 
night or during peak grid times to save money on 
one’s electricity bill. The system is connected to 
the Internet. According to Musk, the system can be 
used to create smart micro-grids. From May 2015, 
Powerwalls were sold to companies, including 
Solar City and Ouxo Energy, which managed the 
installation. In early 2017, the Powerwall 2 was 
introduced at $5500; when fully charged, it can run 
many homes for two or three days without outside 
power.

Tesla also introduced a larger battery called the 
Powerpack developed for businesses, in industrial 
applications, and even public utility companies. 
It comes in 100 kWh battery blocks developed 
as an “infinitely scalable system”. In early 2017, 
Tesla and a public utility provider in California 
completed an 80 MWh energy storage station that 
holds enough energy to power more than 2500 
households for a day.
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Tesla’s future battery supply will be secured by 
the Gigafactory, the world’s largest factory and a 
cooperative effort between Tesla and Panasonic. It 
began mass-producing cells in January 2017. Some 
estimates put Tesla at a cost advantage, stating that 
prices per kWh are 30% cheaper than its closest 
competitor.7 Jeff Evanston, Tesla’s VP of Investor 
Relations, revealed the last-known official number 
on Tesla battery costs to be under $190 per kWh as of 
April 2016. A Bloomberg forecast estimates that cell 
prices will drop to $100/kWh by 2020.8

SolarCity
In November 2016, Tesla completed its $2.6 billion 
acquisition of SolarCity, to move beyond cars and 
become a vertically integrated sustainable energy 
company. Musk noted: “Just like with electric cars 
where electric cars originally didn’t look good, they 
had low range… they were like a golf cart, so people 
had a real hard time buying electric cars. And I think 
something similar needs to happen to solar. We really 
need to make solar panels as appealing as electric 
cars have become.”

Tesla leverages its brand and retail network via 
SolarCity’s network of solar installers by turning Tesla 
stores into one-stop shopping visits, where customers 
can purchase solar panels, electricity storage, and 
electric vehicles. By integrating its Solar Roof with the 
Powerwall, Tesla’s technology allows one to produce, 
store, and use solar energy at any time.

This change was reflected in the company rebrand, 
dropping ‘Motors’ from its name. The change indicates 
a rebrand from a primary focus on the company’s 
signature EVs to clean energy solutions. Musk revealed 
that Tesla’s solar roof would cost less than a regular roof 
– even before accounting for energy production.

In April 2017, Tesla started taking orders and 
has sold out its stocks a mere 16 days after starting 
pre-sales. Two of the four solar roof tile styles were 
available with a deposit of a mere $1000. Made of 
tempered glass, Solar Roof tiles are more than three 
times stronger than standard roofing tiles. Tesla 
offers an infinite warranty on the product as a roof 
tile and guaranteed that they will provide 30 years 
of solar power. Musk promised that, “when you have 
this installed on your house you will have the best-
looking roof in the neighborhood”.9, 10

A boring company
For some time, there has been talk of Musk building 
and running hyperloops – a network of tunnels to 
carry cars at high speed on electric sleds, for instance, 
under Los Angeles. In July 2017, Musk did first tests 
with a car elevator with a Tesla Model S, and a first 
tunnel segment was completed. A key challenge for 
the project is the costs of drilling tunnels (about 
$1.6 billion per mile in L.A.). To make this more 
efficient, Musk is working with the German company 
Herrenknecht, a specialist and world market leader in 
tunnel boring machines.11

FIgurE 3  The largest battery producers by GWh (2016 – 2020)* 

2016 capacity 2020 forecast1 GWh* Lithium-ion
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New partnerships
 (1) Tencent: In March 2017, Tencent, Asia’s second 
most valuable tech firm, bought a 5% share in Tesla 
for $1.8 billion.12 While Tencent’s intention is not 
clear, the alliance could significantly boost Tesla’s 
presence in China. As one of the biggest investors 
in Chinese ride-sharing giant Didi Chuxing, 
Tencent is known to be interested in developing 
artificial intelligence (AI) technology for driverless 
cars. In June 2017, Tesla closed a deal for local 
production of its cars near Shanghai – a move that 
will significantly lower costs. It will also help Tesla 
avoid China’s 25% import tax currently placed 
on Tesla cars produced in the US Since Tencent 
has strong backing from the Chinese government, 
it may play a crucial role in Tesla’s international 
expansion to increase its global EV market share 
(Figure 4).13

 (2) Panasonic: Panasonic has intensified its 
partnership with Tesla, becoming the exclusive 
supplier of batteries for Tesla’s Model S in a joint 
factory in Buffalo, NY. More recently, Panasonic has 
expressed interest in extending its partnership with 
Tesla beyond batteries into self-driving technology, 
as the Japanese conglomerate continues to shift 
its focus to the – profitable – automotive business. 
Teaming with Panasonic could help Tesla to move 
more sensor technology in-house to build more 
integrated systems with lower component costs over 
time.14

 (3) Grohmann: In late 2016, Tesla acquired the 
German engineering firm Grohmann Engineering, 
reconstituting it as Tesla’s new Advanced Automation 
facility based in Germany. Tesla Grohmann 
Engineering is a new subdivision of the automaker 
dedicated to driving “exponential improvements” in its 
production process in terms of both speed and output 
quality, while simultaneously reducing the cost per 
vehicle.

The outlook: clouds loom ahead
Betting on batteries is a risky business. Worldwide, 
prices dropped by 22% in 2016. A further price 
decline of up to 20% is expected for 2017, according 
to forecasts by Bloomberg New Energy Finance. For 
makers of EVs, this is not a good thing; for battery 
producers, it will create serious challenges. Building 
the largest factory worldwide that nearly doubles the 
world’s production of lithium-ion batteries is seen by 
many as a big bet.15

Integrating SolarCity with Tesla made Musk the 
chief executive of three enterprises, further stretching 
his already stretched attention span and financial 
resources, which may not be infinitely elastic. Some 
of this risk is mirrored in sceptical analyst reports and 
Tesla’s stock, which dropped from $240 to $140 in 
early 2016 before more than doubling its value again 
(Figure 5).

Tesla is among the most heavily shorted stocks in 
the world, with over $10 billion, or approximately 
24% of all free-floating shares, betting against it. So 
far, in 2017, Tesla short-sellers have suffered paper 
losses of 27%, equivalent to $2.25 billion, according 
to the financial analytics firm S3 Partners. However, 
if Tesla experiences delays in realising its projected 
timelines and its cost and volume targets for Model 3  
production, the sceptical scenario may come true. 
Analysts criticise that, even with a 100% share of the 
segment Tesla owns, it is still losing money after 13 
years.

At the same time, competitors are ramping 
up their efforts. Daimler is on its way to become 
Tesla’s biggest battery rival by focusing on 
three key areas: electric SUVs, home batteries, 
and electric trucks. New competitors such as 
Nio, Lucid, or Faraday are worth close scrutiny. 
According to PitchBook, Chinese venture capital 
investors have poured more than $1.4 billion into 
EV and battery startups in the past three years, 
compared to $2.1 billion in total global venture 
capital funding for the sector.16

Backed by aggressive government policies – 
ranging from subsidies for EVs to restrictions on 
foreign rivals – China’s battery companies are 
starting to dominate an industry. For instance, CATL 
says that, by 2020, it plans to produce more than the 
Gigafactory does (Figure 3).17 Driven by high levels 
of air pollution China introduced large governmental 
incentives heavily favoring Chinese EV car 
manufacturers that are increasingly on the rise. The 
largest Chinese EV car manufacturer BYD now 
owns a 30% share in plug-in sales of the dynamically 
growing Chinese EV market (Figure 1).

Irrespective of how the story ends, Elon Musk is 
an archetype of an entrepreneur. Today, Tesla is a 
global pioneer at the forefront of new technologies 
and business models. Musk combines vision, 
ambition, and execution in unique ways. His 
activities are challenging incumbents worldwide. 
He focuses on the big picture, on clients’ needs by 
pushing industry envelopes. Let’s see what the next 
surprises will be…
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FIgurE 4  Top-selling electric vehicles by volume, growth rate, and segment in 2016. 

Global EV volumes.com Segment 2016 
Qtr-4

Change
YoY

2016
Jan-Dec

Change
YoY

1. Tesla Model S E 12,721 224% 50,935 12%

2. Nissan Leaf EV C 11,813 13% 49,818 17%

3. BYD Tang PHEV SUV 4617 264% 31,405 171%

4. Chevrolet Volt EREV C 9370  139% 28,295 167%

5. Mitsubishi Outlander PHEV SUV 6935 253% 27,850 236%

6. BMW i3 EV / EREV MPV 8294 16% 25,576 10%

7. Tesla Model X SUV 9512 14473% 25,372 111,756%

8. BYD Qin PHEV D 3477 239% 21,868 231%

9. Renault Zoe EV B 5813 217% 21,626 116%

10. BYD e6 EV MPV 7716 1147% 20,609 1193%

11. Zhidou D1/D2 EV A 7774 187% 20,392 1231%

12. BAIC E-Series EV B 3357 245% 18,814 114%

13. BAIC EU 260 EV D 8658 12532% 18,805 15616%

14. Geely Emgrand EV D 9822 - 17,181 -

15. Zotye Z100 / Cloud EV A 8692 10% 16,417 16%

16. Chery eQ EV A 7290 1111% 16,017 1121%

17. Ford Fusion Energi PHEV D 4291 149% 16,009 162%

18. BYD e5 EV D 6476 1398% 15,639 1997%

19. JAC J3 iEV B 4657 15% 15,409 148%

20. SAIC Roewe e550 PHEV D 2072 235% 15,145 141%

21. VW Passat GTE PHEV D 5803 130% 13,251 1183%

22. Zotye E200 EV A 7368 - 13,154 -

23. VW Golf GTE PHEV C 2968 251% 12,372 228%

24. Volvo XC90 PHEV SUV 3322 114% 12,129 1316%

25. BMW X5 PHEV SUV 2932 118% 12,103 1363%

26. Audi A3 e-Tron PHEV C 3853 11% 11,610 25%

27. JMC E100 EV A 3472 114% 10,823 1105%

28. BYD Qin EV300 D 3858 - 10,656 -

29. VW e-Golf EV C 2281 246% 10,610 231%

30. Mercedes C350e PHEV D 2727 218% 9947 179%

Others 68,634 127% 183,726 128%

Total 250,575 22% 773,563 42%

Source: ev-volumes.com.
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FIgurE 5  Tesla stock price: 2012 to 2017
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The present: 2014

R icardo Semler lets out a sigh of frustration. 
Leaning over his favourite Les Paul guitar in 

the basement of his house in the mountains near São 
Paulo, surrounded by a pile of musical equipment 
that would be the envy of any rock star – drum 
sets and keyboards and sound mixers, Fenders and 
Gibsons lined up like soldiers at attention in racks 
around the room. He frowns as he works through 
the Led Zeppelin song for the tenth or twentieth or 
hundredth time. How does Jimmy Page make the 
music sound so effortless, so powerful, so true? he 
wonders. But then he smiles to himself, because the 
kind of skill and passion that he hears in the rock 
legend’s guitar work is exactly what Ricardo Semler 
has been getting from the thousands of colleagues 
and employees he has worked with over the years. 
And despite the naysayers who have always scoffed 
at his trying to run a business like a rock band, he has 
ended up succeeding more often than not. 

Ricardo smiles because he’s come so far and yet 
has ended up exactly where he started: in his basement 
playing his guitar. Today it is 2014, and his home 
country Brazil is busy preparing for its long-awaited 
time on the world stage: the World Cup in a few months 
and the (summer) Olympics in 2016. The Brazilian 
 economy, cooling a bit after years of torrid growth, is 
still the envy of much of the rest of the world. In  Brazil, 
things are happening. The world is arriving soon. 

And even though Ricardo Semler is tucked away 
in his own little world, trying to unlock the mysteries 
of an enigmatic guitar genius, you could say that he, 

too, is working, working in much the same way he 
has been doing for decades at the head of some of the 
world’s most innovative and profitable organizations: a 
multinational company called Semco that he reluctantly 
took over from his father, a hugely profitable NGO, a 
Brazilian business association, a luxury eco-resort, and 
a set of successful charter schools. 

The one thing common to all these organizations 
is that they are run using Ricardo’s overarching 
leadership philosophy, a philosophy that has 
ignited controversy and acclaim in a roughly equal 
measure – but one that has proven successful by any 
standard, whenever and wherever he has tried it. The 
philosophy could  be summed up as follows: that 
leadership is often most effective when the boss is 
hunched over his guitar on a Wednesday afternoon; or 
feeding the ducks with his kids during the visit of an 
important client; or hiking in the mountains in Africa 
during a shareholders’ meeting; or off somewhere 
else that is nowhere near the office, nowhere near 
his employees, not doing any special thinking about 
contracts or investments or strategic planning or the 
future of global business. In a word – gone. 

The past: The origins of Semco
Antonio Curt Semler left Austria just before World 
War II to make a new life in South America. He took 
advantage of Brazil’s first ‘economic miracle’ in the 
1950s and 60s to build his company, a major supplier 
of marine pumps for the shipping industry. But he 
wanted to do more. He wanted to build a family 
business, a lasting legacy.
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His young son Ricardo was not, however, a natural 
successor. He did not do well in school and preferred 
strumming his guitar to poring over his books 
(though he did manage to wind up as class president 
and captain of the track team). But he started to show 
some entrepreneurial flair in high school, where he 
took on the responsibility of running the school’s 
snack shop. By altering the existing price structure, 
extending operating hours, and re-negotiating 
supplier contracts, he increased profits and invested 
them in the stock market, eventually earning enough 
to fly his entire class to a resort for the weekend. 

A few years on, at São Paulo’s prestigious law 
school (and centre of a political movement against 
the military dictatorship), Ricardo’s grades were still 
mediocre. However, once he realized his guitar skills 
were similarly undistinguished, he decided to give 
the family business a shot. 

Things did not start well. The father did not like the 
son’s habits of sleeping late, putting his feet on the desk 
or working from home. And the son did not like the 
father’s overly rigid schedule, excessive punctuality 
and tendency to barge in on his client meetings. To 
make matters worse, by 1980, the Brazilian miracle 
had gone into reverse and the shipbuilding industry 
that Semco supplied with its marine pumps was 
particularly a hard hit. Twenty-year-old Ricardo was 
convinced that diversification was the only solution; 
68-year-old Antonio was adamant that Semco’s 
specialist focus was its best asset.

Eventually, Antonio realized that father and son 
could no longer co-exist in the same company and 
made a leap of faith. He simply handed over the 
entire operation to his son and walked away: “Better 
make your mistakes while I’m still alive,” he said 
somewhat ominously to his son. 

Ricardo wasted no time in setting out to transform 
Semco. One Friday afternoon in 1980, he cleaned 
house, firing 60 per cent of his father’s top executives. 
He hired his own people and began modernizing the 
company, making it more efficient and productive. 
Ricardo recalled:

(We) installed dozens of new procedures and 
invented new forms almost daily. … persuaded 
salespeople to fill out customer-visit reports 
and keep statistics on orders closed versus 
quotes offered. Files were rigorously organized 
all over the company. … Everyone was issued 
a plastic ID card and compelled to wear it. 
Production schedules were displayed on boards 
in our new planning and control department. 
Members of our new time and methods 

department were dispatched around the plant, 
searching for ways to speed our workers up.

By 1982, Ricardo and the other new blood had turned 
the company around. They were manufacturing a 
wider range of products and secured some major 
contracts and new acquisitions. They had nearly 
doubled the workforce and tripled the number 
of plants, where they set about applying the new 
systems and financial controls.

However, there was a great deal of tension just 
below the surface about to make itself felt. “I knew 
our new tough-minded, statistical approach, along 
with our acquisitions and all the new employees, had 
created a lot of stress,” he admits. “Semco appeared 
highly organized and disciplined, but we still could 
not get our people to perform as well as we wanted.” 
People were working long hours and families were 
complaining. Deliveries were always late. 

Most of our managers were proponents of 
classic authoritarian solutions such as rigid 
controls and long, gruelling hours. But a few 
of us were starting to doubt the effectiveness 
of this approach. I was particularly distressed 
by the malaise that was all too apparent in our 
factories. Workers just didn’t seem to care. 

Then, at the annual corporate retreat, things came 
to a head. During a lunch break, someone snuck 
into the conference room and drew a cartoonish 
Grim Reaper on one of the flip charts, holding a 
scythe and surrounded by bleeding stick figures. The 
message was clear: Ricardo’s autocratic leadership 
style was wreaking havoc on his employees and the 
company. Ricardo hastily convened a group session 
which cleared the air but also revealed that two very 
different philosophical camps had formed: those 
who felt the controlling culture was necessary to 
get people to do their work; and those who found 
Semco’s environment suffocating. 

The final straw was Ricardo’s realization that 
 Semco’s malaise was also having an effect on him 
physically. During a visit to a pump factory in the 
US, he collapsed on the factory floor. He went to 
the Mayo Clinic where doctors put him through a 
battery of tests, all of which came back negative. The 
final diagnosis? “The most advanced case of stress I 
have ever seen in a person of 25.” As one doctor put 
it, “Either you continue your current life, in which 
case you will be back with us, or else you change.” 
Ricardo asked for advice. “That’s not for me to say,” 
the doctor answered. “All I will say is that everything 
about your life has to change.” 
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Botanique Hotel: 2014

The man lies on a massage table, face down, 
a towel around his waist, eyes closed, the sun 
streaming in the floor-to-ceiling windows, 
warming his tired body. As the masseuse works 
over his shoulders and back muscles, he feels 
the tension built up from years of 12-hour 
days at the office begin to drain out of him. He 
hasn’t allowed himself time away from work in 
a long time. In fact, he wouldn’t even be here 
had his doctor not insisted he take a vacation 
and start looking after his health. And so he’s 
here, miles away from the office and the noise 
and the stress and all the decisions that he 
needs to be making. Right now. 

Out in the hotel lobby, Ricardo stands with his 
wife Fernanda, smiling and greeting guests, talking 
to employees, looking around with a critical but 
satisfied eye. Botanique Hotel, a new luxury   
eco-resort two hours outside Sao Paulo, and Fernanda’s 
and Ricardo’s brainchild, opened just a few months 
prior. Although on the surface it looks just like a classic 
luxury resort, closer inspection reveals that this is a 
different sort of operation altogether. 

Ricardo explains:

The hotel has no departments and no fixed 
positions... All employees are skilled waiters, 
many are barmen, all know how to operate 
the high-end cappuccino machine, all make 
beds fast, some play tennis, others play the 
piano and many are hikers, wildlife monitors 
or capoeira (Brazilian martial art of sorts) 
masters. Guests’ smartphones receive an app 
and they can touch one icon to talk to their 
“Anchor” who solves everything.

Staff have a low fixed salary, but receive some 
50 per cent added remuneration at 30 per cent 
occupancy.  No tips are allowed, and this permits 
the hotel to function at 18.5 per cent breakeven, 
a level that no hotel has seen (average breakeven 
in hotels is 39 per cent occupancy).  Everyone’s 
fortunes vary together, with 200 per cent more 
profit distribution after breakeven than the 
average hotel. At three, five, and seven years 
in the job, there are important cash-outs in a 
phantom-stock plan so that long-term fidelity 
can bring turnover from the average of 28 per 
cent in this industry to a target of 7 per cent.

According to Fernanda, the hotel provides a “post-
luxury” experience that includes the best that Brazil 
has to offer. But Botanique is not only the most 
expensive hotel in Brazil, but also the first hotel based 
on a highly democratic philosophy where employees 
make all the hiring decisions themselves. For those 
who helped building the hotel, a position was created 
to match their talent as long as they were willing to 
be flexible as well. For example, Leandro, a capoeira 
teacher in his free time, helped cleaning during the 
construction of the hotel and now organizes capoeira 
classes for guests. But just like the drivers, waiters, 
and the hotel pianist, he also needs to clean the 
rooms. Botanique seeks to maximize the flexibility 
and freedom of its employees, giving them a level of 
control that encourages them to take initiative and 
craft their jobs in a way that best leverages their own 
individual abilities and interests. 

Decision-making at Botanique is fully democratic 
and requires the input of all staff members who, in 
turn, need to be fully informed about occupancy 
rates, expenses and ongoing activities at all times. 
For example, everyone is involved in interviewing 
potential colleagues and bosses and new people 
cannot join without the input of all staff members 
first. Ricardo and Fernanda say that it is precisely 
because of these policies that Botanique has been a 
success story so far, having won numerous industry 
awards in its short time in operation. As Ricardo 
notes: 

Starting from scratch made this implementation 
easier. But we still had to undo preconceptions 
from people in the sector. In the hotel it was 
easier, because 60 per cent of the staff came 
from outside the hotel business. But it also 
made it possible for Fernanda and me to change 
everything we hate about hotels: Botanique 
has no check-in or check-out times, does not 
charge for the mini-bar, laundry services, high-
speed internet or even reasonable phone calls, 
and has a no tipping policy. 

However, Ricardo didn’t have the luxury of starting 
from scratch when he wanted to transform the 
culture and management practices at Semco. But 
he knew things had to change. His employees were 
stressed and unhappy, and his own health problems 
were a testament to the deleterious effects of such 
management practices on both followers and leaders. 

So Ricardo did something different. He decided to 
take his own leap of faith. 
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Semco’s radical makeover: 1984

Moving an organization or business ahead 
means giving up control, and allowing 
employees to manage themselves. It means 
trusting workers implicitly, sharing power 
and information, encouraging dissent, and 
celebrating true democracy. Few things are 
harder for managers, executives, shareholders, 
and owners to embrace.  

Ricardo first set about changing himself. He started 
leaving the office at 19:00 and stopped working 
on weekends. Finding few concrete answers in 
management books, he started to read fiction and 
philosophy instead. He stopped wearing a watch and 
started spending time on activities outside of work. 
Ricardo explains the reason for the myriad changes 
to come at Semco itself:

I had no grand plan. Just a sense that there 
was a lifelessness, a lack of enthusiasm, a 
malaise at Semco, and that I had to change it. 
People weren’t gratified by their jobs and often 
seemed oppressed by them. The traditional 
attitude about workers was that you couldn’t 
trust them. You needed systems to control them. 
I wanted to know if it was possible to liberate 
people and free them from the elements of life 
that make it a drag by creating an entirely new 
kind of organization.

To help him manage the changes he wanted at 
Semco, Ricardo teamed up with a new Human 
Resources director, Clovis Bojikian, a former 
schoolteacher, whose idealism and progressive 
methods had got him into trouble with Brazil’s 
former military government. Ricardo and Clovis 
began slowly at first; but in the end, little was left 
untouched. 

The beginning-and-end-of-shift surveillance of 
workers was the first to go. Ricardo was worried 
about the message of distrust these checks sent to 
employees. So he replaced the guards with a sign that 
simply read: “Please make sure as you leave that you 
are not inadvertently taking anything with you that 
does not belong to you.” 

The dress code was next. Semco employees 
were told they could start coming to work dressed 
however they liked. Suits and ties gradually gave 
way to jeans and t-shirts and shorts for those who 
liked to dress more casually, though some (like 

Clovis) continued to show up in a suit and tie 
every day. (Interestingly enough, the smart clothes 
spontaneously returned whenever important clients 
came to visit.)

The car park was one of the most visible 
changes. Ricardo abolished the reserved spaces and 
then divided up the parking lot by department – in 
proportion to its size. Things like expense reports 
were then eliminated – employees would monitor 
their own spending when away from the office. 
And a non-territorial, open office plan was created 
with plants and flowers separating communal desk 
spaces that were used on a first-come-first-served 
basis.

The changes were not accepted overnight 
and many pushed back. The workers union itself 
objected to the abolition of home-time security 
checks, especially when two drilling machines 
disappeared from a plant one day. “Our people 
want the searches. They want everyone to know 
that they’re not the ones taking the tools,” said one 
shop steward. But Ricardo and Clovis refused. “I 
would rather have a few thefts once in a while than 
condemn everyone to a system based on mistrust,” 
Ricardo explained. Similar objections were heard 
about the elimination of expense reports, which 
Ricardo had decided were “insulting.” “If we’re 
afraid to let people decide in which sections of the 
plane to sit, or how many stars their hotel should 
have, we shouldn’t be sending them abroad to do 
business in our name, should we?” 

Business magazines were amazed. They ran 
articles headed, “These Guys Run their Boss’s 
Plant!” But Ricardo carried on. Did the thefts or 
time-card cheating decrease? “I don’t know and I 
don’t care,” he says. “It’s not worth it to me to have 
a company at which you don’t trust the people with 
whom you work.” 

The biggest critics were the middle managers. 
“You have to let us control our people,” said one. 
“They’re beginning to think they don’t have to obey 
us because they can come and go as they like and they 
know we won’t fire them,” said one. “All this touchy-
feely stuff is bullshit,” said another. Initially, Ricardo 
and Clovis tried to appease the middle managers by 
re-writing the new rules into the company manual. 
Then they decided the easiest thing was to toss out 
the manual altogether. Joao Vendramim, a Semco 
director, explained: “We want people to be bosses 
due to their knowledge and leadership qualities, not 
due to their titles.”  
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The company that runs itself

Working at Semco means self-managing as 
much as possible. It isn’t nearly as frightening 
as it sounds. In the end, it’s self-interest at 
work. It requires conceding that managers 
don’t – and can’t – know the best way to do 
everything. People who are motivated by self-
interest will find solutions that no one else 
can envision. They see the world in their own 
unique way – a way that others often overlook. 

Ricardo moved on from dress codes and expense 
accounts to bigger matters. When a new factory was 
needed, a search committee of workers was created 
to research and make the decisions themselves. 
Workers were subsequently given control over how 
the plant itself was set up and run. Perhaps the most 
interesting was the employee-suggested system of 
“manufacturing cells”: small clusters of workers, 
each responsible for creating batches of the entire 
product. Although each team would be entirely 
responsible for product quality, they would also 
have the satisfaction of learning how to operate all 
the machines involved and of completing a task from 
start to finish. As the accountability of the teams 
increased, the need for quality control decreased – 
and whole departments were abolished. 

One of the departments that went on the chopping 
block was the Human Resources department, which 
was reduced from 90 people to two. In its place, a 
new worker-led hiring system sprang up. Workers 
started to recruit new members for their own teams – 
and fire those who did not measure up. And a new job 
rotation plan meant that employees were encouraged 
and even expected to change departments regularly. 

Flexible working hours were introduced on the 
manufacturing shop floor so that employees could 
work the hours that were most convenient for them. 
Again, the naysayers pushed back, warned of chaos, 
and the policy was initially put into place on an 
experimental basis only, with a committee planning 
to meet daily to monitor and discuss problems. But 
the committee never met. The teams simply got 
together during the evenings to ensure that the next 
day they all arrived and left at times that allowed 
everyone to get their work done. 

Around that time, Clovis received a call from 
a worker’s wife who asked him what on earth he’d 
done to her tough, autocratic husband. For the first 
time in his life, she explained, he was listening to his 
children and taking their feelings into account before 

making decisions. Ricardo concludes, “The man was 
simply reproducing at home what he experienced at 
work. He knew it was a better system.”

I’m often asked: How do you control a system 
like this? I don’t. I let the system control itself.

In 1987 profits reached 20 per cent to 30 per cent of 
revenues – and Ricardo decided to give everyone a 
share. Only half a dozen or so Brazilian companies 
had ever experimented with profit-sharing, but 
Semco went one step further and asked the workers 
themselves to design and control the new system. In 
the end, every Semco unit decided to share profits 
equally across every worker in the company, with 
managers getting the same bonuses as lower level 
staff. 

Semco then implemented a system whereby 
subordinates played a key role in directly evaluating 
their bosses. Every employee completed the form 
twice a year with anonymity guaranteed. However, 
the manager’s overall score (average 80–85; 70 
minimum to remain in good standing) was posted 
for the entire company to see, putting those with 
low scores (less than 70) “under intense pressure 
to change,” as Ricardo put it. The system not only 
helped mangers improve their skill and increased 
communication; it helped insure bad managers could 
not hide for long. One manager who had previously 
had several promotions and was leading a large 
department received a score of 40 on his initial 
evaluation. After some investigating, it was clear that 
the evaluation was accurate; his team was succeeding 
in spite of him, rather than because of him. But 
although he was a terrible manager, he was a great 
salesperson, and he ended up thriving when moved 
into a position as a one-person sales staff. 

With so many other radical changes in place, Ricardo 
couldn’t help but let employees start setting their own 
salaries. Employees were asked to consider their length 
of service, level of decision making, and time spent 
with customers as they decided on a figure to request 
for themselves. And because Semco was becoming 
more transparent about the financials of the company 
and the different departments, workers were better able 
to understand what would be considered a reasonable 
pay package, and what was not. Could people be 
trusted to set even their own salaries? “Except for half 
a dozen people, everyone set salaries that were in line 
with our expectations,” said Ricardo. “Only one set an 
outlandishly high sum – about 30 per cent more than he 
had been making, in the hope of immediate promotion 
to Partner. When challenged, he revealed that he’d been 
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offered a sales director post elsewhere and left to take it 
up.” The scheme was deemed a success and extended 
broadly throughout the company. Ricardo explained 
why his faith was rewarded: 

“Anyone who requests too large a salary or 
too big a raise runs the risk of being rejected 
by their colleagues. So self-interest almost 
always prevents them from asking for bigger 
pay checks.” 

By 1989, Semco had one of the highest growth rates 
in the country. It won a national award for labour 
relations. Sales had risen from around $4 million, 
when Ricardo took over, to $35 million. Where 
once it was a company with only one factory and 
100 employees, it now had six factories and 830 
employees. It was the first or second place company 
in all of its markets. Auro Alves summed up the 
result of the changes: “People are happier. And when 
they’re happier, they produce more.” It was certainly 
beginning to look like a happy ending.

The final transformation:  
The 1990s

In 1990, Brazil’s economy crashed. Industrial 
output fell by 9 per cent and GDP was back to 
what it had been in the 1970s. By 1992 there 
were nearly 1.5 million unemployed in São Paulo 
alone. Between 1989 and 1991, Semco’s sales 
fell by 40 per cent. Cost-cutting measures had to 
follow and layoffs seemed inevitable. 

In response, some radical ideas were tried. In the 
Santa Amaro plant, where big industrial dishwashers 
were manufactured (and orders had dropped from 40 
a month to just five), Ricardo agreed to a temporary 
experiment in “co-management” with the workers, 
who all took a 30 per cent pay cut and gave up most 
of their benefits. The twist was that they also took over 
all the services that had been provided by external 
contractors and third parties – from cleaning toilets to 
running the cafeteria. And all business decisions were 
agreed jointly with the management. The managers, 
for their part, agreed to an even greater pay cut. 
Ricardo explained:

After just one month, we could hardly believe 
the results. The workers had saved so much 
that ... profit-sharing ... helped compensate for 
the reduced salaries. The second month was 
even better. By the end of third month, salaries 
had been restored to their old levels.

In an economic crisis that saw an average of 800 
Brazilian companies going broke every month, 
Semco survived and managed to break even in the 
very worst years – but it was almost unrecognizable 
as the company founded by Antonio Semler. 
Productivity had soared to six and a half times the 
level of 1980 by 1994 and was four times the national 
average. Sales had recovered to around $20 million. 
Semco had become an industry stalwart and magnet 
for companies around the world as a model for how a 
modern-day organization could be run, in good times 
and in bad.

But Ricardo wasn’t done. After some much-
deserved time off, he set about pushing the 
boundaries of his leadership philosophy to the limits. 
He wanted to see if the Semco philosophy could 
work anywhere, with anyone, in any situation. 

Lumiar school, 2014

The child runs the two kilometres from the 
tiny house that she shares with a half dozen 
family members all the way to her fourth grade 
classroom. She is early today, but excited. It 
is the first day that all her classes are centred 
around the World Cup. And soccer is her 
favourite sport, the sport that all the kids in 
Brazil play, the sport that will bring the whole 
world to Brazil this year. She knows that today, 
like most days, she will savour each hour she 
gets to spend learning about the amazing 
world she lives in.  

Ricardo was perhaps not the first person to realize 
that the model of traditional education was strikingly 
similar to that of traditional management: teachers 
tell students what to learn, and students absorb and 
regurgitate what the teachers tell them. A cynic might 
say it is the best way to prepare students to function 
in a typical corporate environment. So Ricardo took 
another leap of faith to find out if the same things 
that were working at Semco could also be applied to 
education. With some help from the Gates Foundation 
and the Harvard Graduate School of Education, he 
set up three schools in Brazil, the Lumiar schools, 
where the underlying pedagogical philosophy was to 
make students rather than teachers the centre of the 
learning experience. Ricardo explained:

Children choose their own subjects so that 
they are more motivated to acquire relevant 
language, math, and social skills. But the focus 
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on the individual also takes place in the context 
of joint development. They vote collectively on 
their group activities and the majority decides.   

In this system, the teacher is replaced by a 
“Tutor” and multiple “Masters.” The Tutor is 
responsible for mapping out the future of each 
child’s learning, with episodic consultation 
of parents. The Master is someone who must 
possess two qualities: expertise in some subject 
and passion. The expertise of these Masters 
can be math, even though the Master is trained 
as a violinist, for example. 

The subjects are grouped under current interests 
of the students. At the time of a World Cup, a 
semester might be divided into Field, Wives, 
Cramps, and Flags, for example. Field would 
include students re-designing the soccer field, 
trying out squares as a field, or circles as a 
goalie’s area – and then testing in practice to see 
if the rectangle is the best solution. Wives would 
cover why 40 per cent of the Dutch or French 
team might be composed of black players, 
and whether their wives would have a right to 
universal, free, medical assistance in Amsterdam 
and then, why Holland has a 2.7 per cent rate 
of caesarean sections, compared to Brazil’s 
26.5 per cent. Cramps would try to explain what 
happens in a body that makes even full-time 
professional athletes writhe in pain on the field, 
and what other biological functions are in place 
in exercise. Flags could make for an easy study 
of what diversity means, and why wars, blood 
and toil are the legacies of human history.

Although Ricardo is proud of the Lumiar schools 
which Fernanda has been running for seven years, he 
often wonders what fates await these students when 
they enter the workforce years from now. Sometimes 
he worries that he may be setting them up for 
disappointment and unrealistic expectations about 
what they will encounter in the real world. But more 
often he hopes that these students will be the ones 
who end up changing the world for the better, who 
refuse to take traditional management models at face 
value and insist on finding a better way to making 
work both more productive and more rewarding. 

The new Semco model in place 
Ricardo is the first to admit that his success at Semco 
was somewhat serendipitous:

I would have loved to have seen the big picture 
or a framework to start off with. Instead, it was a 
haphazard format of learning as we went along. 
As a result, the process was highly experimental 
and chockfull of highs and lows. The one 
constant was believing that people were much 
more resourceful and constructive than the 
photograph that classic management had taken. 

A big part of the philosophy is finding the right fit 
between job and person. Ricardo explains why 
Semco wants people to move around a lot within the 
company: “We rarely fire anyone. This is not from 
altruistic motives. It’s purely selfish. Unless we click 
with a worker, unless he latches on to something he 
is passionate about, our productivity won’t be high.” 

The voluntary job rotation plan has been hugely 
popular over the years at Semco, with 20–25 per cent 
of managers shifting departments in a given year. 
Ricardo gushed about the benefits:

It obliges people to learn new skills, which 
makes life interesting for them and makes 
them more valuable. It discourages ‘empire 
building’ … It gives people a much broader 
view of a company … It encourages the spread 
of diverse personalities, outlooks, backgrounds 
and techniques, injecting new blood and fresh 
vision throughout the company.

Employees still hire and evaluate their bosses; 
something that is still extremely rare in other 
companies: 

This review builds on one of Semco’s great 
strengths: our transparency. People can always 
say what’s on their minds, even to their bosses—
even when it’s about their bosses. It is instilled 
in our corporate culture that everyone should be 
willing to listen and admit when they’re wrong.

The non-territorial, open office plan is also still in 
existence and is a model that is being more widely 
employed in many other companies in the 21st century: 

Nothing ever came of the dire predictions 
that it would be impossible to work without 
confidentiality. I’ve conducted two very difficult 
negotiations while sitting two feet from employees 
that I’d never met. I’ve met with bank directors at 
the coffee tables by the espresso machine. 

Meetings are another area where the Semco culture 
can still shock the unprepared. Anyone, including 
lower level workers, is welcome to attend almost any 
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meeting, read any reports and memos. Everyone is 
allowed to attend the budget meetings where targets 
and quotas are decided. Two spots are reserved for 
anyone to sign up and attend board meetings but 
nobody is obligated to attend meetings either, and 
people come and go as they like. Because most 
employees are allowed to participate if and when 
they are interested, the decision-making process can 
seem fairly cumbersome at Semco: 

To be sure, organizations like Semco that 
welcome – or better, invite – dissent are more 
complex to manage. Without direct instructions, 
managers and employees end up engaging in a 
lot of back and forth. Traditional mangers will 
argue that this slows the company down, and is 
therefore a competitive no-no. What they don’t 
consider is that decisions arising from debate 
are implemented much more quickly because 
explanations, alternatives, objections and 
uncertainties have already been aired. Because 
of democracy, employees have had their say, 
and projects or ideas have been analysed from 
every point of view. 

Ricardo tells the story of a time when he was 
convinced that one of Semco’s manufacturing plants 
needed to be closed. However, most of the rest of 
the company, including this senior leadership team, 
disagreed. Although Ricardo called several meetings 
to discuss the plan, few people showed up and he 
eventually dropped the idea. A year later, the same 
group of executives reconvened, eventually agreeing 
to close the factory and putting in place a similar plan 
to that Ricardo had initially proposed: 

You will say that the company would have 
been better off if I had insisted on my way and 
saved Semco 12 months of expenses by closing 
the plants. But the plan was refined greatly 
in everyone’s mind during that one year, and 
the end solution was better than mine. Also, 
by now a lot of people were confident of the 
direction that we needed to take, so they were 
infinitely more convincing when dealing with 
the employees, clients and unions.

Ricardo remains an optimist, but also a realist. He 
acknowledges that the culture at Semco, however well it 
has helped the company thrive, is still not for everyone: 

Sure, a minority doesn’t adapt to Semco 
because they need more direction, because they 
feel better when everyone arrives at the same 

time and abides by the same rules. There are 
also a lot of people who are not impressed or in 
any way moved by the Semco system because 
for them, a job is just a job. Participation 
imposes a weight they’d rather not carry… 
Although many people have left Semco over 
the years because they couldn’t condone the 
‘excessive’ freedom and lack of control, it’s 
telling that most of them were managers.

Ricardo is sometimes asked about exporting this 
leadership style to other companies, other countries 
and other cultures. Sceptics say his success could 
only happen in certain innovative industries or 
in certain countries like free-wheeling Brazil or 
individualistic America, where employees are likely 
to be educated and socialized to adapt well to and 
thrive with such freedom. Ricardo understands the 
scepticism, but believes that he taps into something 
deeper and more fundamental that has the ability to 
transcend industries and cultural boundaries: 

Our story is about how people work together – 
nothing more. Humankind is no different anywhere 
on the globe, and cultural strictures are temporary, 
even if a thousand years old. In the case of work, 
a few years are usually enough for the benefits 
of freedom of experience, drive and reward to 
overcome collective legacies. I haven’t run across 
any cultures that are inherently prohibitive.

I will say, however, that I was amused when, 
after a talk to Arab leaders, I spoke backstage 
to an Emir who said that he loved what he had 
heard. I asked whether he planned to make use 
of any of it, and he quickly replied, “Absolutely 
not.”

The present: 2014

I am at my best when I am doing the least.

Ricardo Semler is no longer the CEO of Semco, and 
hasn’t been since stepping down in 1999. But then, 
consistent with its democratic structure, the company 
often doesn’t have a fixed CEO. Tellingly, Semco 
seems to be doing fine. In fact, Ricardo admits that if 
anything, the company is doing better than when he 
was in charge:

Semco has grown on average 27 per cent a 
year for almost 30 years, and the pace has 
not changed in the last decade. It proves 

65856_case11_ptg01_806-814.indd   813 07/02/20   9:43 PM



814  SECTION V caSeS

that macro-economic scenarios are not very 
relevant in companies that are nimble. Semco 
has changed significantly in terms of business 
and gross revenues per industry, but the overall 
rate of growth and profits has been relatively 
unaffected through boom and bust. The 30 
years encompass waves of hyperinflation and 
GNP deficits, but also these booming years of 
double digit growth in some of our industries. 
In our business, with strong unions and huge, 
tidal, shifts in economy, Semco has had some 
2 per cent turnover over 20 years, and no lay-
offs or strikes in the same two decades.

He is still the main shareholder but only loosely 
involved (a few days a month and a few emails a 
week). He has written two best-selling books and 
for some time was something of an evangelist for 
workplace democracy – giving speeches all over the 
world and being the subject of several documentaries 
and TV programmes. These days, however, he is 
moving away from the limelight a bit, at least partly 
the result of a recent serious car accident, which he 
admits he is lucky to have survived. 

He is taking more time off, and focusing his 
energy on his life with Fernanda and their five 
children, while also looking for other interesting 
challenges: not only schools and hotels, but also 
investment funds, and possibly someday an entire 
village run on democratic principles:

Since stepping down from Semco I have been 
applying the Semco concepts to other worlds. 
I’ve done this with a business association 
(Federation of Industries of São Paulo), an 
NGO (SOS Mata Atlantica, Brazil’s foremost 
environmental  organisat ion) ,  schools 

(including one owned by the state) and our 
new hotel, which has multiple shareholders. 
Other organizations have grown from within 
Semco, such as the Tarpon fund, now a public 
company with thousands of shareholders, such 
as hedge funds, foundations and university 
endowments. It manages US$4 billion, is worth 
US$700 million in market capitalization and 
still runs according to the Semco philosophy.

But he is still a firm believer not only in what he has 
accomplished, but how he has accomplished it, the 
power of his underlying philosophy: 

I believe in workplace democracy more than 
ever. The principles I’ve used in education and 
hotels could only be identical to those used at 
Semco, because they relate to the manner in 
which people interact to make an organization 
move forward – money and profit are just two 
of many ancillary factors.

Irrespective of this leadership philosophy, it is hard 
to argue with the results. Semco currently employs 
thousands of people across three countries in 
manufacturing, professional services and high-tech 
software. It is now a loose federation of around 10 
different companies, including the original industrial 
machine unit, where it all began with Ricardo 
Semler’s late father Antonio, a young engineer from 
Austria who emigrated to South America, dreaming 
of building a business of his own and leaving a legacy 
for his son. The son who, incidentally, can still be 
found hunched over a Les Paul in the basement, still 
trying to conjure a certain perfect sound, succeeding 
on certain attempts and failing on others. But always 
with the faith that by doing things his way, the results 
will eventually follow.
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I n March  2015 ,  Huay i  Bro the r s  Med ia 
Corporation (Huayi) was China’s most influential 

entertainment company with 2014 revenues of close 
to ¥2.4 billion.1 Founded in 1994 by brothers Dennis, 
(chairman and chief executive officer (CEO)) and 
James (president) Wang, the company’s historic roots 
were in movie production as the owner, producer and 
distributor of some of China’s most popular film and 
television (TV) productions, including “Cell Phone,” 
“Assembly” and “Aftershock.” In recent years, in an 
effort to leverage its movie content and copyrights, 
Huayi had also expanded into developing and 
distributing mobile games and building entertainment 
theme parks in Asia.

Huayi considered forging a partnership with 
Hollywood’s STX Entertainment to jointly invest 
in and co-produce 18 films and distribute them 
worldwide by December 31, 2017. Huayi would 
share in the global revenue from the cooperatively 
produced films and have distribution rights for 
Greater China (mainland China, Hong Kong, 
Macau, Taiwan and Singapore). The impending 
move would represent a significant step in its 
growth towards internationalization and leveraging 
its proprietary content globally across all areas of 
the entertainment sector—visual entertainment, the 
Internet and gaming. However, some in the industry 
were skeptical that Huayi could succeed after three 
previous failed attempts with other US companies. 
The past failures were attributed to Chairman Dennis 
Wang’s overly cautious nature and desire to have 
controlling interest.

The Huayi chairman wondered how to best grow 
his film and entertainment company internationally. 
Should the company enter into partnership with STX 

or not? If yes, what was the best strategy to move 
forward with the impending partnership and grow 
internationally outside of China?

The film and entertainment 
industry in China

The Chinese film and entertainment industry had 
come a long way since 2004 from a full state 
monopoly to a small number of large, highly visible 
private media conglomerates with the size, strength 
and commercial success to rival Hollywood. It 
primarily consisted of producers and distributors of 
a range of entertainment formats, such as movies 
and music. The industry had experienced sustainable 
growth over the 2004 to 2014 period and continued 
to show strong upside potential in the medium term. 
In 2014, the industry posted revenues of $4,878.3 
million, representing a compound annual growth 
rate (CAGR) of 30.3 per cent between 2010 and 
2014. This number was forecast to decelerate to 18.6 
per cent over 2014 to 2019, to a value of $11,449.7 
million by the end of 2019.2

The media industry in China as a whole, which 
included advertising, broadcasting and cable TV, 
publishing, movies and entertainment, grew by 
7.3 per cent with $90.4 billion in revenues and was 
expected to reach $162.1 billion by the end of 2019, 
or an anticipated CAGR of 18.6 per cent over 2014 
to 2019.3 The film, Internet and mobile gaming 
segments represented the most lucrative segments of 
the Chinese entertainment industry. The film sector 
alone accounted for 94.6 per cent of the market’s 
overall value. China’s box office was roughly  
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10 per cent of global box office revenues.4 The value 
of China’s box office was expected to surpass that of 
the United States by 2019.5

Key growth drivers
The explosive growth in China’s fi lm and 
entertainment market was driven by three key 
factors: growing disposable income per capita, 
which reached ¥28,844 in 20146  from ¥11,759.5 in 
2006;7 broad-based government support in the form 
of training and financial subsidies; and the expanded 
wireless broadband access, which facilitated new 
media adoption. The immense size and diversity of 
the Chinese market also created substantial room 
for differentiation in terms of genre and content. 
Entertainment companies had been more inclined to 
focus on more mature markets in China’s high tier 
coastal cities due to their higher rates of technology 
adoption and stronger receptiveness to foreign 
culture. However, many were seeking new ways to 
reach lower tier cities in the more inland regions 
where entertainment spending was growing most 
rapidly. Despite the Chinese government’s quotas, 
imported foreign films, with box office revenues 
exceeding ¥13.2 billion in 2014, up by 51.9  
per cent from 2013, accounted for a significant 
fraction of overall demand. In order to alleviate 
domestic competitive pressures, Chinese companies 
sought to diversify their customer base by exporting 
movies (2.7 per cent of total industry revenue in 
2014, or $156.9 million).8

Industry characteristics
The Chinese film and entertainment industry 
was fraught with high risks and uncertainty, with 
competing yet complementary relationships between 
a small number of state and privately run media 
conglomerates. There was intense rivalry between 
private players, particularly large companies. In 
2015, China Film Group Corporation (government-
owned), Bona Film Group, Huayi and Beijing 
Enlight Group accounted for 47.7 per cent of total 
industry revenue.9 They operated under similar 
business models while competing across broad 
swaths of the media sector including movies, music, 
the Internet and TV.

Companies competed aggressively in the 
distribution of creative content and constantly sought 
to strengthen their commercial horsepower to reach 
a wider set of audiences. Due to the importance of 

commercialization in the industry, film production 
in China was widely construed as a component of 
the overall commercial production chain rather than 
a creative endeavour in its own right. In most cases, 
box office receipts only accounted for a moderate 
fraction of total income, with the remainder coming 
from commercial spinoffs such as advertising and 
merchandising. The drive towards maximizing 
the reach and impact through novel and profitable 
distribution channels pushed large industry players 
towards vertical and horizontal integration. The 
industry began merging film production and 
distribution and intensifying its access to various 
commercial channels including TV production, TV 
channel management, audio/video (especially DVD) 
production, talent management and advertising. 
There was significant competition in the pre-
production phase for financial capital and talent 
(particularly for renowned film directors and movie 
actors, important sources of differentiation).

The concentration of profits to just the few 
largest players was attributed to the high capital 
requirements of commercial big budget films, which 
still remained the most profitable type of film project. 
Only the largest players with deep experience in the 
industry were able to amass the requisite level of 
capital, use their brand reputation to attract top-notch 
talent and adapt to the rapid pace of technological 
change. In contrast, small to medium-sized firms, 
which composed the majority of industry players, 
lacked the advantages of scale and were limited to 
producing one to two budget films a year. Despite the 
promises of technological advancements and mobile 
platforms, which would encourage new entrants into 
the industry, the industry concentration was expected 
to intensify as major companies continued to gain in 
scale to feed larger production budgets and produce 
higher quality movies to cater to an international 
audience.

Major industry trends
Intra- and international growth The Chinese 
entertainment industry was positioned to trend in 
two directions. On the one hand, the presence of 
companies in Hong Kong, Taiwan and (South) Korea 
that were already in the co-production business 
with China were expected to continue to support a 
booming regional film market. On the other hand, the 
industry was becoming a major recipient and source 
of foreign direct investment. This was evidenced 
by the fact that several notable US companies such 
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as Warner Bros. Entertainment and DreamWorks 
Animation had recently forged joint ventures (JVs) 
with major Chinese media companies to distribute 
and produce content in China.10 Foreign filmmakers 
benefited from co-producing as opposed to importing 
films as it allowed them to retain a much larger share 
of box office profits.

The deals were also increasingly going in the 
other direction. The formation of co-production 
agreements with US companies had been popular with 
the Chinese as it facilitated the transmission of film 
production expertise and market know-how from their 
more experienced US counterparts and supported the 
broader objective of raising China’s cultural profile 
internationally. In 2012, Wanda Group bought AMC 
(a US theatre chain);11 in 2014, Tencent entered 
an exclusive partnership with HBO12 for China 
distribution and Hony Capital invested in STX;13 
and in 2015, Hunan TV partnered with Lions Gate 
Entertainment,14 DMG Entertainment partnered with 
Valiant Comics15 and Fosun partnered with Studio 8.16

Rise of mobility The convergence of mobile 
and media in China was rapidly accelerating. The 
Chinese market had grown immensely in both 
scale and technological sophistication. Despite low 
Internet penetration by developed country standards, 
the Chinese were avid digital consumers and led the 
world in many areas of technology adoption, mobile 
device usage and percentage of homes with smart 
TVs.17 On-demand streaming video was a proven and 
robust distribution model in the country—according 
to China Internet Network Information Center, more 
than 461 million people in China streamed videos 
online.18

Many entertainment companies were entering 
the mobile space as it not only provided a lucrative 
distribution channel for content, but also enabled 
the delivery of a wider range of entertainment 
formats, such as online gaming, social networks 
and learning. As the shift of media consumption 
to online accelerated, TV and film companies that 
lacked a digital distribution platform could run 
a substantial risk of being edged out by mobile 
substitutes. Many large Internet companies such as 
Alibaba, Baidu and Tencent had taken advantage of 
shifting trends towards online media consumption 
by establishing film and production departments and 
making strategic acquisitions. These companies had 
relied on advertising as their main source of revenue 
but were pursuing new monetization models to offer 
differentiated value.

Two main factors drove the continual rise of 
mobility in the entertainment industry. First was 
the sizable number of young, affluent and well-
educated consumers as a share of all Chinese media 
consumers. In 2014, 87 per cent of China’s film 
audiences were between the ages of 19 and 40, and 
50 per cent were aged from 19 to 30.19 The lower 
costs of distribution through online platforms also 
encouraged the entry of new content creators. This 
was particularly true of producers of independent 
niche films, an increasingly popular film genre among 
young moviegoers. Another important catalyst of 
this trend was the improvement of China’s network 
infrastructure towards a wider reach, expanded 
capabilities and faster speed. The government’s plan 
to modernize its infrastructure entailed the merger of 
telecom, broadcast and Internet on a single platform 
to deliver voice, data and video content. According 
to one estimate, this was slated to create $250 
billion in demand for entertainment content such 
as TV Internet subscription, video on demand and 
interactive services.20

Public private partnerships While the Chinese 
entertainment industry looked vastly different than 
what it had been under state monopoly just a few 
decades earlier, the government continued to wield 
control through several policy levers. Consequently, 
private companies still found it beneficial to retain 
political and social capital in the government, 
particularly when navigating stringent Chinese 
censorship laws. Recognizing their common interest 
in leveraging media to maximize China’s global 
influence, the state and private sector had reshaped 
their interaction from one that had been top-down 
in structure to mutually beneficial partnerships. For 
instance, the state had committed to improve access 
to financing through its state-run banks, created 
private equity funds dedicated to the cultural sector 
and even loosened restrictions on foreign capital 
inflows into the entertainment industry.21

Wanda Dalian, the world’s largest owner of 
theatre chains, recently partnered with a municipal 
government to construct a production facility that 
aspired to be the “Hollywood of China.”22

Huayi’s strategic evolution and 
diversification

Huayi was created by brothers Wang Zhongjun 
(Dennis Wang) and Wang Zhonglei (James Wang) 
in 1994 when they founded the Huayi Advertising 
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Company in Beijing. Within four years, the brothers 
had developed a successful advertising business 
and were intrigued by the prospects offered by the 
emerging Chinese film industry. The firm was one 
of the early entrants in the industry when in 1998 it 
produced a TV series that it sold through an innovative 
mechanism. Because China’s TV stations were state-
owned enterprises, they were not allowed to negotiate 
cash payment for the series. Payment was made in the 
form of advertising that Huayi sold to its clients, the 
proceeds of which helped finance its next productions.

Building on successful box office productions, 
in 2000 Huayi formed a 50–50 JV with Taihe Film 
Investment Co. (Taihe). Over time, this arrangement 
showed strains in decision making, so Huayi bought 
enough of Taihe’s shares to take a majority stake 
in the JV. With greater control, Huayi was able to 
engage in film co-production with Columbia Pictures 
Corp. Through this collaboration and the ensuing 
opportunity for brand marketing, Huayi became a 
bona fide film production company in China. But 
by 2004, disagreements among the partners about 
distribution of benefits ended the collaboration.

Huayi continued on its successful trajectory with 
hits such as “A World of Thieves” and continued 
to attract investors. TOM Group helped the Wang 
brothers buy back the 45 per cent of the equity 
still owned by Taihe, bringing the Huayi brothers’ 
ownership to 70 per cent. In 2005, Dennis Wang 
sold 15 per cent of Huayi to Jack Ma, chairman of 
Alibaba, and bought back 20 per cent of TOM’s 
shares.

The year 2005 was a defining one for the company, 
as it did not release any movies. One of the reasons 
was that Huayi’s star director, Feng Xiaogang, was 
shooting “The Banquet,” a blockbuster that required 
more than a year to complete. Confronted with the 
financial risk inherent to the industry, management 
decided to expand its Visual Entertainment division 
into TV drama production and talent management. 
Huayi also diversified further by moving in two new 
directions—one was the tourist and entertainment 
property business, the other was exploring the Internet 
for distribution and games. Huayi was no longer 
satisfied to be just a creative studio. It was the first 
time the company thought about developing a future 
growth strategy to look for crossover opportunities. 
Said Chief Financial Officer (CFO) Brenda Hu:

We wanted to bring together different fields 
which used to be separated and try to integrate 
them. For example, we are trying to bring a film 

marketing company together with mobile app 
developers. Put these two teams together so they 
can do more film distribution on the Internet. For 
us, it is not innovation, it is not high technology. 
We are trying to bring together people who used 
to be separated, couldn’t understand each other, 
and encourage them to create working platform 
across products and channels.

Generations born in the 1990s, now in their 20s, 
who had grown up on mobile devices, were not big 
consumers of newspapers, magazines or even TV. 
The convergence between movies, games and talent 
on the Internet—and how to best capture revenue 
from the interaction between these products—was 
the company’s biggest challenge. Huayi started 
exploring and developing different celebrity 
promotional products to build a social networking 
presence over the next five to 10 years. An online 
ticketing company was also started to capture revenue 
from consumer transactions. However, pinpointing 
which new venture deserved the company’s greatest 
attention was unclear. Said Dennis Wang:

There are lots of uncertainties in China’s 
entertainment industry. You can think five years 
ahead, but it would be hard to predict [what the 
future will look like in] 10 years as there may 
be transformative changes in this industry. In 
the past five years, we’ve focused on our core 
business—Visual Entertainment. However, I 
would like Huayi to go international in the future.

Huayi became China’s first official “movie stock” 
when it went public on October 30, 2009 on the 
Growth Enterprise Market of the Shenzhen Stock 
Exchange. The company made world news when its 
stock closing price of ¥70.81 more than doubled its 
initial public offering (IPO) opening price. Huayi 
raised ¥1.2 billion. Dennis Wang’s 26 per cent 
share in the company put him on Forbes China’s 
“Rich List”—he was ranked at 142 in 2013, with an 
estimated wealth of $1.1 billion.23

With a stronger financial position and facing 
increasing competition and risks, Dennis Wang and 
his team explored a number of potential business 
models including Warner Brothers and Disney. Profit-
hungry investors had recently begun to swarm film and 
TV production, where large Internet companies such 
as Baidu, Alibaba and Tencent had set up film and 
production departments. In 2005, about 100 movie 
investors were in operation, whereas in 2015 there 
were more than 1500.24 With increasing competition 
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on the content side of the entertainment business in 
China, Huayi looked for an opportunity to expand 
on the channel side in order to monetize its content. 
By 2015, the company was invested in three major 
businesses: Visual Entertainment, which represented 
50 per cent of revenues; Live Entertainment,  
20 per cent; and Internet Entertainment, 30 per cent 
The three businesses contributed almost equally to 
profits. Each is further summarized below.

Visual Entertainment
This business included films, TV shows, talent 
management, Music, cinemas and entertainment 
marketing. Huayi was the owner, producer and 
distributor of some of China’s most popular film 
and TV productions. It had established its brand for 
high-quality commercial entertainment. Many of its 
films were recognized at prestigious events such as 
the Hong Kong Film Awards, the Golden Horseshoe 
Awards, the Huabiao Awards, the Golden Rooster and 
Hundred Flowers Awards. The company’s primary 
focus on content generation differentiated it as China’s 
most original TV and film industry brand, with 
the nation’s largest and most varied entertainment 
portfolio. Its business vision was to become Asia’s 
largest integrated entertainment group and generate 
greater global respect for China through film.

Visual Entertainment, including film, TV drama, 
music, cinemas, a talent agency brokerage and other 
related businesses, had been the company’s major 
source of operations revenue and profit since its launch 
in 1998. In 2012, box office receipts exceeded ¥100 
million and had combined revenue of approximately 
¥2.1 billion, setting a record that year for privately 
owned film production. By 2013, box office revenues 
were in excess of ¥$3 billion and by 2015 accounted 
for 15 per cent of the domestic market share and 25 
to 30 per cent of the market share for Chinese-made 
films. At the beginning of 2015, Huayi had produced 
75 films with total box office receipts of ¥9.2 billion. 
Plans for 2014/15 were to produce 32 films, with a 
box office target of ¥10 billion.

Huayi’s move towards diversification began in 
2000. The company launched an entertainment talent 
brokerage and quickly grew to represent 300 artists, 
100 of whom were considered “A list” emerging 
stars in movies, TV and music, making it China’s 
leading talent agency. A music division followed in 
2004, covering artist packaging, album production, 
music videos, concerts and live performance events. 
In 2005, Huayi started its TV division. Within the 

first 10 years, it grew to second in terms of national 
market share, generating revenues of ¥518 million in 
2013. Its TV shows totaled 700 episodes, amounting 
to 600 hours of on-air programming each year, with 
such titles as “My Son is Wonderful,” “Husband and 
Wife” and “Without Thieves.” By the end of 2011, the 
company had developed a sophisticated production 
studio network of 12 studios. The company also built 
and operated 15 cinemas in major urban centres such 
as Beijing, Shanghai and Shenzhen.

Live Entertainment
The second business included film towns, cultural 
parks and movie theme parks. In 2011, Huayi 
announced plans to develop nearly 20 small live 
entertainment film towns (themed real estate) 
nationwide by the end of the decade. Modeled 
after Disney, the towns were designed to “bring 
memories and the silver screen to life” through 
recreating familiar scenes from the company’s most 
popular movies as a backdrop for commercial shops, 
restaurants and hotels. The company’s location-based 
entertainment (LBE) business model was to work 
with developers who bore the financial responsibility 
for planning and constructing the properties. Huayi 
then shared in the profits by collecting licensing 
fees. Said Dennis Wang: “Right now, all big cities 
in China look very much alike. But if we can build 
a movie commune near Beijing, or recreate a small 
town of 100 years ago, young people will love it.”

The first of three, which opened in 2013, was the 
“Huayi Brothers Culture City,” a ¥$1 billion ($152 
million) fully functional indoor studio complex in 
Shanghai, incorporating studio tours and rides. It was 
followed by “Huayi Brothers Movie World,” a major 
theme park initiative focusing exclusively on Huayi 
film content. The third “Huayi Brothers Film Studio” 
opened in the Shanghai suburb of Suzhou in June 
2014. It featured backdrops from the movies “Back 
to 1942,” “Aftershock” and “If You Are the One” and 
received more than 10,000 visitors on its first day. The 
fourth, “Feng Xiaogang’s Movie Commune,” named 
after Huayi’s famous director, opened in spring 2015 in 
Haikou, the capital city of Hainan Province. Said Hu:

It works out very well. Tourists and consumers 
like sound stages because it makes them 
feel very close to the movie industry and to 
celebrities. We can attract both tourists and 
also retailers. And also, the construction is 
very quick. It’s not the same kind of theme park 
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as Disneyland or Universal Studios, but I think 
it will work out better here in China. We can 
expand very quickly.

Internet Entertainment
The third business included games, new media, fan 
economy and online distribution. In an effort to 
break down the boundaries between film and other 
potential media revenue streams, Huayi became 
the first company in the industry to venture into 
the mobile games business. Many Chinese people 
accessed entertainment content via their cell phones 
or tablets, and the company recognized the need to 
expand its presence in mobile. Visual Entertainment 
was still the company’s main source of content and 
revenue, but games were similar to films in terms of 
content creation and generating integration potential. 
The vision was to turn mobile games into films, and 
vice versa.

In 2010, the company invested ¥149 million to 
purchase 22 per cent of the shares of mobile game 
company Ourpalm, becoming its second largest 
shareholder. In May 2012, Ourpalm went public as 
the first listed company in mobile gaming, and stock 
held by Huayi reached the value of ¥1.5 billion. In 
the same year, in order to expand its presence in 
the gaming sector, Huayi invested ¥70 million to 
purchase 51 per cent of the stock of Giant Interactive 
Group and set up Huayi Giant Company to step into 
client-end gaming. However, the acquisition turned 
out to be unsuccessful as the new company failed to 
meet its profit goal.

In 2013, Huayi spent ¥670 million on the purchase 
of 50.88 per cent of the stock of Yinhan Technology 
(Yinhan), becoming its controlling shareholder. The 
two companies’ corporate cultures were a good 
match, and they worked together to coordinate on 
celebrity endorsements, movie marketing and other 
businesses. Yinhan’s “Space Hunter” was the first 
domestic mobile game with monthly turnover of 
over ¥100 million, while another game, “Shenmo,” 
launched in November 2013, reached a monthly 
turnover of ¥50 million. Within just the first half of 
2014, Yinhan games had achieved a turnover of ¥800 
million. These numbers surpassed Chairman Wang’s 
most optimistic expectations.

In the first quarter of 2015, Huayi’s Internet 
Entertainment generated more than ¥410 million, 
accounting for 66.65 per cent of total revenue. The 
division accounted for the biggest portion of the 

company’s first-quarter revenue and was also the 
fastest growing. Revenue from Internet Entertainment 
in the first half of 2015 was expected to be close to 
that of Visual Entertainment.

Internationalization
During the first three quarters of 2014, the rapid 
growth of Huayi’s Internet Entertainment revenues 
helped cushion a steep drop in the company’s Visual 
Entertainment revenues by 75 per cent. During that 
year, Huayi released only six films and did not have a 
major blockbuster. It was the first time the company’s 
core revenue stream had declined considerably in 
almost 10 years. Such was not the case, however, 
with the health of China’s overall film industry. 
While film revenues inched up globally by only 1  
per cent in 2014, in China they increased 34 per cent, 
to $4.8 billion, a global box office record, according 
to the Motion Picture Association of America. In 
2013 alone, China added more movie screens than 
the total for France.25

There was indeed promising box office potential 
at home, but it still relied heavily on acquiring 
much needed and missing talent—not just movie 
stars, but experienced directors, producers and 
distributors. After many years of state ownership, 
China’s independent film industry was still relatively 
in its infancy, only 10 to 15 years old. Huayi needed 
to look further afield and leverage the much more 
experienced, mature US talent pool in Hollywood to 
make its movie magic.

Dennis Wang began to search for international 
investment opportunities, particularly in Hollywood 
but also Europe, to collaborate on the financing, 
production and distribution of movies on a global 
scale. The aim was primarily to find solid US 
partners with strong production capabilities who 
were looking to establish a foothold to distribute 
films in the growing Chinese market. Huayi would 
invest and participate in co-producing US films and 
handle marketing and distribution in China. Said 
Dennis Wang: “I think the basic philosophy we had 
in going to Hollywood and Europe is that we wanted 
to [access] their product, their technology or their 
know-how and pull it in to China. We’re not trying to 
sell in those foreign markets, because we feel it’s not 
realistic. That takes time.”

Huayi started its Hollywood journey by co- 
financing movies. However, the move towards greater 
internationalization was not without its challenges 
and false starts. A first attempt at partnering with 
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Legendary Entertainment fell through in 2013. In 
2014, the company pulled out of talks with Lions 
Gate Entertainment when it announced that it had 
agreed to invest as much as $150 million in Studio 8, 
the production company launched by former Warner 
Brothers executive Jeff Robinov. But the partnership 
never materialized because Dennis Wang decided 
at the eleventh hour to terminate negotiations. In 
all three cases, termination was motivated by a 
cautious approach to investment. The Shanghai-based 
conglomerate Fosun International later signed a deal 
to invest in Robinov’s company, while Lions Gate 
entered into a partnership with Hunan TV.26

In 2014, the company changed its approach and 
invested $130 million to establish a wholly owned 
US subsidiary to produce and distribute movies and 
TV shows. Said Dennis Wang: “I think in the future, 
if we find the right target . . . we would like to have 
a controlling stake. We would control the operation, 
and we would prefer to have the management team 
have a minority interest in the business.” That same 
year he found a new possibility: Hollywood’s recent 
upstart, STX Entertainment (STX).

The STX deal
Founded in spring 2014, Burbank-based STX was a 
fully integrated film and TV company specializing 
in producing, marketing and distributing film, TV 
and digital content. The company was financially 
backed by private investment firm TPG Capital, 
which managed $65 billion in assets and produced 
films with low- to mid-level budgets of $20 million 
to $60 million. Other investors included Chinese 
private equity company Hony Capital, hedge fund 
SeerCapital, Gigi Pritzker, JPMorgan Chase and 
Bank of America, Merrill Lynch.27 Recent movie 
credits included such well-known titles as “The 
Wedding Singer” and “Happy Gilmore.” Its output 
was limited to eight to 10 films per year. Led by Bob 
Simonds, STX rapidly attracted a wealth of elite talent 
from Disney, Warner Brothers, Sony, Universal, Fox, 
Metro-Goldwyn-Mayer, DreamWorks, Paramount 
and DreamWorks Animation. It was dedicated to 
creating high-quality mainstream commercial films 
(low and medium budget) for global audiences. The 
goal of the company was to become a major studio 
and compete with Sony and Universal. Simonds was 
convinced that if he wanted to succeed in this regard 
he needed to have a China strategy.

STX had avoided the traditional distribution 
process and signed direct long-term distribution 
agreements with the four largest theatre chains 
in the United States, i.e., Regal Cinemas, AMC, 
Cinemark and Carmike. In January 2015, the 
company also signed an exclusive agreement with 
Showtime Networks, under which it was allowed 
to exclusively exhibit all films distributed in 
theatre chains on channels including Showtime, 
Flix and The Movie Channel. The company was 
also rapidly expanding into digital production, 
distribution and the mobile game business and 
was the first mainstream film and TV company in 
Hollywood to have such a broad presence in nearly 
20 years.

If Huayi and STX proceeded with the proposed 
partnership, both parties would jointly invest in, 
shoot and distribute no fewer than 18 cooperative 
films internationally over the next three years. This 
was the first time that a Chinese company would 
participate in all activities in the value chain from 
production to marketing and distribution. Although 
the specific financial terms of the deal were not made 
public, the new arrangement would enable STX to 
spend approximately $1 billion each year producing 
and distributing its films through 2017 and give the 
company a foothold in China’s rapidly growing film 
market.

In return, the deal would help Huayi promote 
its brand globally, obtain access to the Hollywood 
film industry and participate in all segments from 
film financing to production and distribution. Huayi 
would partner on nearly every title STX studios 
produced and be granted first rights to distribute STX 
films in China where the Wang brothers’ reach and 
connectivity was far greater than the US studio’s. 
Not all films were expected to be appropriate for 
the Chinese market, but they would qualify as 
co-productions and therefore have easier access to 
the market through the government quotas than 100 
per cent foreign films. The impending partnership 
would leverage each company’s strengths to expand 
their combined global reach.

The idea for the STX partnership came from 
Donald Tang who had close and long-standing 
relationships in the entertainment business in both 
China and the United States, in particular with 
Simonds and the Wang brothers whom he had known 
for over 20 years. He also was a personal friend of 
Dominic Ng, CEO of East West Bank, which was 
lined up to finance the transaction.
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Huayi could not expand into the US entertainment 
market without bringing the right people to the 
table and tapping into their expertise. Said Hu: “(In 
China), we know those people . . . who is good and 
who is not. When we enter into a new market, a new 
world, we have no connections. We don’t know how 
to judge people; it’s very confusing.” Whether or not 
those individuals could be recruited and developed 
within Huayi or needed to be acquired through 
mergers and acquisitions was uncertain.

The company’s new wholly owned US subsidiary 
was a starting point to retain its own creative people 
and develop Hollywood productions. Huayi had 
already signed a co-production agreement with QED 
International to work together on the World War II 
film “Fury” starring Brad Pitt and Shia Leboeuf, 
which it would distribute in China. This agreement 
would provide challenging, creative work in the short 
term to help retain the company’s top talent and grow 

organically while Huayi continued looking for the 
right US targets to invest in or acquire. In the United 
States, there were two other types of businesses 
besides movie production that looked attractive for 
acquisition: talent agencies and social networking 
start-ups that the company could leverage to support 
the convergence between its core divisions’ products.

Financial performance and 
growth

In April 2015, Huayi was worth an estimated ¥30 
billion ($7.9 billion). The Wang brothers personally 
held a 30 per cent stake in the company. Other major 
shareholders included Tencent (4.86 per cent), Jack 
Ma (Alibaba, 4.03 per cent), Yu Feng (1.76 per cent) 
and Lu Weiding (1.42 per cent). For further details 
about the balance sheets and income statement see 
Exhibits 1 and 2.

EXHiBit 1 BALAnCE SHEEt (in ¥ miLLion) 

2014 2013 2012 2011 2010

Current assets
Cash and cash equivalents 1829 1137 642 531 847
Notes receivable 6 – – – –
Accounts receivable 1612 1147 1001 410 458
Payment in advance 921 462 386 399 106
Interest receivable – – – 0 1
Other receivable 50 67 53 7 20
Inventory 816 575 701 543 226
Non-current assets within one year 4 – – – –
Other current assets 11 4 12 12 4
Subtotal – current assets 5250 3393 2794 1902 1662
Non-current assets
Available for sale 1695 2189 588 – –
Long-term receivables 67 41 32 14 10
Long-term investment 784 878 386 319 184
Fixed assets 354 317 273 117 69
Intangible assets 74 2 – 20 –
Goodwill 1486 354 33 77 77
Long-term deferred expenses 20 4 4 4 7
Deferred tax assets 89 35 28 10 15
Subtotal – non-current assets 4569 3819 1344 561 360
Total assets 9819 7212 4138 2464 2022
Current liabilities
Short-term loans 785 668 593 – –
Accounts payable 311 501 496 195 254
Receipt in advance 305 77 88 138 82
Accrued payroll 24 5 4 3 3
Tax payable 425 256 93 70 41
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2014 2013 2012 2011 2010

Interest payable 18 27 23 3 –
Other payable 303 110 23 48 72
Non-current liabilities within one year 142 – – – –
Other current liabilities 600 600 300 300 –
Subtotal – current liabilities 2913 2243 1621 756 452
Non-current liabilities
Long-term loan 849 502 300 – –
Long-term payable 0 – – – –
Deferred tax liabilities 364 506 93 – –
Other non-current liabilities – 2 – – –
Subtotal – non-current liabilities 1225 1011 393 – –
Total liabilities 4139 3254 2013 756 452
Shareholders’ equity
Share capital 1242 1210 605 605 336
Capital surplus 830 1632 989 710 979
Surplus reserve 247 137 68 40 32
Accumulated profits 1836 964 458 333 205
Shareholders’ equity attributable to 
parent company

5037 3942 2120 1687 1552

Non-controlling interests 643 16 5 21 18
Total shareholders’ equity 5680 3958 2125 1708 1570
Total liabilities and shareholders’ equity 9819 7212 4138 2464 2022

Source: Company documents.

EXHiBit 2 inComE StAtEmEnt (in ¥ miLLion)

2014 2013 2012 2011 2010

Total operating revenue 2389 2014 1386 892 1072
Operating revenue 2389 2014 1386 892 1072
Total operating cost 1636 1565 1188 654 890
Operating cost 934 910 685 377 566
Business tax and surcharges 14 20 40 41 34
Selling expense 330 383 281 154 232
G&A expense 230 95 79 78 58
Financial expenses 99 73 61 −8 −12

Asset impairment loss 30 84 43 12 13
Investment income 426 374 56 6 1
Operating profits 1179 823 254 245 183
Non-operating income 103 82 68 33 15
Non-operating losses 3 7 1 4 7
Non-current assets disposal loss 0 2 0 0 0
Gross profit 1279 898 321 273 190
Income taxes 245 225 80 68 40
Net profit 1034 673 241 205 150
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In September 2014, the reported operating income 
and net profit for Huayi was ¥958 million and ¥455 
million, respectively. The company registered a 10.4 
per cent rise in net earnings in the first nine months of 
the year. This followed a period of substantial growth 
during the previous year when income from the 
company’s main business recorded a year-over-year 
increase of 43.7 per cent, of which ¥1.08 billion was 
from films and spin-offs. TV shows and associated 
business income totaled ¥517 million, a year-over-
year increase of 36.13 per cent.

The company’s growth was also evidenced in 
recent mergers and acquisitions, as in 2013 it merged 
with Yinhan and purchased TV producer Zhejiang 
Changsheng and Internet entertainment company 
Maizuo.com. Said Dennis Wang:

Financial performance for us is very easy to 
measure. Other indicators we use are box office 
revenues and the new directors we have signed 
up. If, for example, we sign up two or three new 
directors each year, we would think it is a success. 
Of course we use accounting metrics, like 
profit. But also, we have other key performance 
indicators such as number of visitors for Internet 
entertainment sectors, and in live entertainment 
it is how many sites are under construction.

Organization and culture
In 2015, Huayi employed 1500 staff across its three 
divisions, including its recent US subsidiary based in 
Hollywood. The senior management team was very 

small and was led by board chair and CEO Dennis 
Wang, President James Wang and CFO Brenda Hu.

Dennis Wang was responsible for the company’s 
overall strategic planning and financial management 
and oversaw the company’s Live Entertainment 
division.  James Wang was responsible for 
the company’s overall operations and Visual 
Entertainment division. Hu, who joined Huayi 
in 2005 and led the company’s IPO in 2009, was 
CFO and in charge of the company’s Internet 
Entertainment division.

Huayi’s financial forecasting and strategic planning 
was very short term due to the constantly changing 
nature of the entertainment business in China. With 
movies, in particular, it was still largely impossible 
to predict the right formula for box office success. 
Newly emerging Internet companies appearing on 
the scene were also trying to expand into producing 
movies and crowding the marketplace. While the 
management team looked ahead as far as three to five 
years trying to determine how to best diversify and 
grow, its focus was on executing a one-year strategy 
and adjusting quarter by quarter. Said Hu:

We have some principles of how we do business, 
but it’s really difficult to do even a three-year 
business plan. We focus on a one-year period. 
We have our plan—but we don’t have a budget. 
It is very short, two to three pages high level, 
with some targets. Not a formal document. It 
just changes so, so fast. We have to move very 
fast, as a management team, sitting around the 
table to discuss that document, or what goes in 

2014 2013 2012 2011 2010

Net profit attributable to parent company 897 665 244 203 149
Non-controlling interests 138 8 −4 3 1
EPS
Basic EPS 0.73 0.55 0.40 0.34 0.44
Diluted EPS 0.73 0.55 0.40 0.34 0.44
Other comprehensive income −413 1242 – – –
Comprehensive income 621 1915 241 205 150
Comprehensive income attributable to 
parent company

483 1907 244 203 149

Comprehensive income attributable to 
non-controlling shareholders

138 8 −4 3 1

Notes: G&A expenses: general and administrative expenses; EPS: earnings per share.

Source: Company documents.
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that document or not? We do it once a year, with 
all the management team. But we have daily 
communication.

From a business standpoint, Dennis Wang focused 
on personally managing mergers and acquisitions, 
relying heavily on the company’s professional 
managers to run the day-to-day operations. His 
educational background was a major in mass media 
and art studies from New York State University, 
so self-admittedly finance was not his strong suit. 
He was a passionate art collector, with his own 
personal gallery. His strength was to be hands-on in 
the recruitment of movie directors and devoting his 
energy to “future visioning.” In spite of his title, he 
had no fixed role or responsibility and only visited 
his office a half dozen times a year at most, preferring 
instead to spend his time with film artists to get ideas 
and inspiration. He said:

I bring romance and joy to the table, visioning 
the future of the company. I love my team; Huayi 
is more like a happy family. . . . My leadership 
style is more random, like painting. I don’t plan 
my day. For example, I spent this morning with 
director Xiaogang Feng, chatting about his 
future and his new movies. I had a good time but 
also figured out where Huayi is moving towards.

Although it was over 20 years old, Huayi’s corporate 
culture resembled that of a young start-up enterprise: 
very small, efficient and active. Its management 
hierarchy was flat, with very few formal roles and 
functions. The company used stick incentives to 
stimulate innovation and attract top talent. For 
example, when the equity structure of the Internet 
Entertainment division was revisited, 50 per cent of 
the stock went to the team. A key concern among 
the top management team was to retain talent, 
so deliberate steps were taken to nurture internal 
“intrapreneurs” and encourage them to start their 
own companies within the Huayi umbrella.

The company prided itself on its track record 
for innovation in the industry, proclaiming in 
its promotional materials to be “taking the road 
others didn’t dare to tread.” It claimed ownership 
of a number of industry firsts, including first to 
participate in all film development stages from 
investment to shooting to distribution. Huayi was 
also the first privately owned TV company to attract 
external capital, finance films through banks and go 
public with its IPO.

Next steps
Looking ahead, Dennis Wang wondered from where his 
company’s future growth would come and what action 
would be needed. Huayi needed to establish a brand 
presence in North America if it were going to attract 
future investment on a global scale. He wanted to have 
controlling interest in whatever lay ahead—something 
he had not been able to achieve after one year of difficult 
negotiations with Robinov in the failed Studio 8 deal. 
This time, he was also looking for a more “roll up the 
sleeves,” hands-on partner—someone who wanted to 
be more actively engaged in the entire process from 
film conception to release. In China, JVs were more 
collaborative. Producers and directors took an active 
role acquiring actors and developing the project early 
in the process. Dennis Wang discovered by comparison 
that Hollywood was not as eager to work together until 
all of the financial and legal negotiations had been 
finalized. And even then, in the movie business there 
were no guarantees the personal chemistry that was so 
important to him would be right. He said:

I think finding a business partner depends to 
some extent on luck and fate. Huayi wasn’t able 
to become a controlling shareholder of Studio 8 
as I had hoped. The ideal partner for me would 
be someone who does both movie production 
and distribution. I sensed a stronger chemistry 
with STX . . . [but] I haven’t stopped looking at 
other American film companies; I think China 
has a great chance to enter the US market.

STX was different than other US film companies in 
the sense that it was founded by a number of new 
entrepreneurs. And it was, in fact, doing both movie 
production and distribution—only a few of the large 
US companies did both. Dennis Wang wondered if 
this would bode well for a successful JV. Why had 
no foreign film company ever been successful in 
Hollywood? Could Huayi break this pattern?
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