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 The genesis of this book lies in my experience as a strategy professor. 
Over the past 27 years, I have taught the core strategic management 
course in some very good MBA programs. When I began as an assistant 
professor, Michael Porter’s book,  Competitive Strategy , had recently 
been published, and I adopted it. The book brought the concepts and 
observations of industrial economists into the realm of business pol-
icy in a way that students and practitioners could comprehend and 
appreciate. At the time Porter’s book was introduced, little research in 
strategic management was available, and his book presented the most 
rigorously developed set of frameworks available to academics teach-
ing strategy.

 Over the past two decades, however, the strategy field has developed 
into a more complex and more robust discipline with its own interests 
and research topics. A host of these topics build on the original synthe-
sis of industrial economics in early strategy texts. However, many cur-
rent ideas, concepts, and theories are only loosely related to traditional 
industry analysis. Practitioners, moreover, have continuously innovated 
to solve strategic problems in ways that the frameworks of industry anal-
ysis do not address. Its major points remain essential, but these points 
do not cover as much of the territory of strategy as they once did. 

 As the field developed, I moved more to teaching with readings, a shift 
that I believe has been fairly common for strategy courses in many busi-
ness schools. But because many effective readings were (and are) written 
in practitioner journals, they were often oriented primarily toward appli-
cation. This emphasis was beneficial for some topics, but the course was 
often perceived as lacking sufficient theoretical content or coherence. 

 What we needed, then, was a book founded on disciplinary research 
that at the same time included the concepts and topics of strategy that 
have been developed over the past 20 years. Moreover, since I teach at 
all levels—undergraduate, MBA, and EMBA—the book had to be under-
standable to students without business experience and yet offer immedi-
ate practical benefits   to line managers and executives. And it had to be 
readable and fit within the confines of a module or quarter (7 to 10 weeks) 
or a semester-long course. This is the book I have tried to write. 

 The organization of the book in this edition is unchanged from the 
previous editions. The book has five parts:

•    Strategy and Strategic Decision Making  

•   Building Competitive Advantage  

•   Managing the Boundaries of the Firm  

•   Expanding the Scope of the Firm  

•   Governing the Firm    

  Preface 



 Each part deals with a separate set of strategic issues as the firm grows 
from one to many lines of business and from competing in one region 
to multiple regions. 

 Part 1 lays out the concept of strategy and argues that strategy is about 
achieving superior performance over time. The superior firm produces 
more value for the customer at a lower cost than competitors and defends 
the sources of this advantage—the firm’s resources and capabilities—from 
imitation. This traditional but robust approach to defining competitive 
advantage pervades the book. Also, this part presents a straightforward 
model of strategic planning and decision making. The chapters in Part 
2 describe how successful firms build competitive advantage within the 
constraints of industry forces as they evolve over time, with a separate 
discussion of strategy execution within the organization. Part 3 focuses 
on how the firm executes its strategy by managing its boundaries through 
vertical integration and outsourcing and takes a separate look at partner-
ships. Part 4 expands the scope of the firm to global markets and firms 
with multiple businesses. Last, Part 5 outlines in detail the major issues of 
corporate governance, including its legal and institutional frameworks. 

 I believe this approach has three main advantages:

•    It provides a practical, discipline-based underpinning to the 
discussion of important strategy topics and allows the student to 
make connections among these topics as the course proceeds. By 
the end of the course, the student should see that many strategic 
problems can be understood as elaborations of a small number 
of theoretical frameworks. Thus, the course is an integrated 
experience.  

•   It offers a clear way to understand the similarities and differences 
between single and multibusiness strategic issues. Identifying how 
a business can be improved as part of a multibusiness enterprise 
is a central management task. However, this task cannot be 
accomplished if the business and its parent organization are not 
understood using common strategic frameworks. In other words, 
there can be no concept of corporate strategy without a clear and 
practical concept of business strategy.  

•   The text covers a wide range of current strategy topics and links 
current theory to management practice. My experience with the 
frameworks in the book is that they are especially well suited for 
teaching cases, from any era currently in the case archives—Head 
Ski to Blockbuster and Microsoft 2002, Crown Cork and Seal to 
Merck and Zara. Further, when students read the business press, 
they will be able to see the applicability of what they’re being 
taught. Also, it has been my experience that senior executives 
resonate with the approach taken in the book and relate its 
frameworks in their own decision making.    
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 These benefits can be realized at any level of instruction. It can be grati-
fying to see undergraduates respond appropriately and enthusiastically 
to almost the same material that executive MBAs appreciate for some-
what different reasons. The undergrads like the clarity, coherence, and 
consistency of the approach to strategy, while EMBAs can take much of 
the material and apply it directly to their work. Needless to say, regular 
MBAs can experience the material in both ways.   Several teaching sup-
plements are available to adopters of this text: an instructor’s manual, 
including lecture notes, multiple-choice questions, and suggested cases 
for each chapter; a computerized test bank; and PowerPoint slides with 
key figures from the book and other lecture materials. Select sup  ple-
ments and additional resources are available from the book website at 
 www.mhhe.com/walker3e . 

  What Is New in This Edition? 

 The first chapter has been rewritten to some extent so that the reader 
can grasp more readily what strategy means and how the book lays 
out its central elements. The goal in this new chapter is to introduce 
the concept of strategy in its multiple forms without losing the central 
point that strategy defines how the firm makes money. Moving away 
from this focus on financial outcomes only muddies the waters and 
creates trouble for both researchers and managers. 

 Also, in this edition I have made one major change in the chap-
ter order by placing the chapter about strategic planning and decision 
making earlier in the book. Students are often confused about the spe-
cifics of strategic decision making and need to be clear about how the 
concepts of strategy can be applied in a structured way. Placing the 
chapter on planning near the front of the book alleviates this problem. 
The chapter includes a section on financial performance measures, 
focusing on those used by Standard & Poors. The section, which used 
to be in Chapter 1, shows how S&P uses assessments of competitive 
advantage in rating companies and demonstrates that a firm’s credit-
worthiness is a function not only of financial outcomes, but also of the 
strategy that produces them. 

 Finally, since the last edition was published, research in many 
areas has been elaborated or moved forward sufficiently to war-
rant a substantive updating of many chapters. New references 
that deepen the text are found throughout. Several of these addi-
tions should be noted here. Chapter 5 on competing over time 
references new work that strongly bolsters the empirical sup-
port of the industry life cycle. Chapter 6 on strategy execution 
now includes research that suggests how capability planning and 
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learning are related. Chapter 7 now includes a section on hybrid 
sourcing arrangements, a topic that was sorely missing in the
earlier editions. Chapter 10 has a new section on mergers and acqui-
sitions, which is brief but I hope reasonably careful, and reflects 
the recent research on acquisition performance. The section also 
contains a framework that applies to both strategic and financial 
investors. The framework is illustrated by a short summary of an 
acquisition in Asia that followed its steps and was highly profitable. 
Finally, Chapter 12 includes a deeper discussion of the consequences 
of Sarbanes-Oxley based on studies that have only recently been pub-
lished. Strategy specialists will certainly still see areas that could be 
developed more effectively, and students will inevitably want more 
examples and tools for practice. These additions will have to wait 
until the next time around.  

 The Many Contributors to the Book 

 Many people have helped in preparing this book. The list grows with 
every edition. Without their assistance, there would be no book at 
all. Steve Postrel has been remarkably helpful in commenting on 
the material. His input has been critical for choosing and organiz-
ing content throughout the book, but especially in Chapter 3. Tammy 
Madsen’s thoughts on many aspects of the book have been consistently 
useful and penetrating. Cathy Maritan has also been enormously help-
ful in pointing out where the book could be improved and where it 
was effective. I have benefited from conversations with Nick Argyres, 
Jackson Nickerson, Russ Coff, Anita McGahan, Marvin Lieberman, 
Rich Makadok, Bruce Kogut, Margie Peteraf, David Hoopes, David and 
Rachel Croson, Gary Moskowitz, Michael Jacobides, Ron Adner, Tim 
Folta, Javier Gimeno, Tom Moliterno, Ed Zajac, Andy Spicer, Jordan 
Siegel, Pankaj Ghemawat, Gautam Ahuja, Asli Arikan, Dan Levinthal, 
Robert Burgelman, Michael Leiblein, and Jon O’Brien. I have appre-
ciated the perspectives and insights of the executives who have dis-
cussed aspects of the book with me. I have had helpful conversations 
with Paul Passmore, Greg Mutz, John Alexander, Charles Palmer, Jack 
McCarty, Bill Truxal, Raymond Herpers, Chuck Armstrong, Warren 
Miller, and Atul Vohra. 

 I am indebted to my students, who allowed me to experiment with 
the book’s concepts as they applied to a wide range of teaching cases. 
This experience was essential for helping me appreciate how the book’s 
ideas worked in the classroom. In many cases, the linkages between 
the ideas and their range of applicability were not clear until the ideas 
were taught. 

x Preface



 My publisher has provided invaluable assistance in putting this book 
together. My editor at McGraw-Hill/Irwin—Laura Spell, and especially 
my developmental editor, Diana Nam—have been constantly supportive 
of this project and remarkably patient about its development. Thanks 
also to Dana Pauley, my project manager, who kept me on schedule 
with such a deft hand. 

 Finally, my family deserves the greatest thanks. It will take me a long 
time to repay their kindness and generosity. 

Gordon Walker
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Endnotes

  Why Study Business Strategy? 

 Over the past hundred years, the world economy has slowly converged 
on a single approach to how goods and services are produced and 
sold—call it market capitalism. Not all countries follow this model—
there are a few holdouts. But over time more and more have adopted it 
as the way to manage their economies. Countries can follow different 
versions of market capitalism: the United States has one, China has 
another, Russia a third, and France a fourth. But all now share a com-
mitment to the individual firm as the primary institution that makes 
the system work. 

 A key characteristic of market capitalism is competition among 
firms in a product market. Firms—like IBM, Toyota, Apple, Carrefour, 
and Lenovo—compete for customers by trying to provide them with 
the best product, compared to rivals, at a particular price. In every mar-
ket, some firms succeed and others fail. But in the hope of success, and 
in spite of the threat of failure, men and women in capitalist societies 
are continually driven to compete with new products or ideas, whether 
in existing or new businesses. The system works because the churning 
of firms and products in the market, driven by competition, improves, 
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on average, how well the people in a country live materially. And so the 
global economy moves forward. 

 This book addresses the question of what makes a firm successful. 
The approach focuses on how firms succeed by attracting customers 
and at the same time making superior profits, which are necessary 
to sustain operations and satisfy investors. How the firm does this 
is called its strategy, a concept that means both where a business is 
positioned in its market and how it manages to compete within that 
position. 

 Since every firm competes in a market, every firm has a strategy, 
whether explicit or not. Some strategies are simply more profitable 
than others. This is true no matter what industry the firm is in, or what 
broader conditions—social or economic—the firm faces. 

 For example, Wal-Mart competes at the low end of the mass mer-
chandizing market, selling low-price goods.  At the same time, Wal-
Mart’s costs are very low. So even though it offers relatively cheap 
products, the company does well financially. Target sells slightly fan-
cier merchandise than Wal-Mart and so is more upscale. The question 
is: Which company is more profitable (in terms of its return on sales)—
Wal-Mart at the low end or Target with its higher-value products? It 
turns out that Target has higher profitability because on average it 
offers value to its customers more efficiently. The sources of Target’s 
achievement are the assets, practices, and contracts it has designed 
and executed consistently. If Wal-Mart could imitate these sources of 
Target’s productivity, there would be a horse race in higher value mass 
merchandising, leading to lower prices. But so far, because of both 
inertia and uncertainty in the demand for Target’s products, Wal-Mart 
has remained pretty much at the low end. 

 We usually put the word  competitive  before strategy to empha-
size the persistent rivalry a firm faces in its markets. Because this 
competition is frequently head-to-head (e.g., Coke versus Pepsi, 
Intel versus AMD, Boeing versus Airbus), it is sometimes seen as 
warfare, especially in sales. But overgeneralizing military analogies, 
however interesting and motivating they may be (e.g., Sun Tzu’s 
teachings; the observe, orient, decide, and act, or OODA loop), can 
be dangerous.  1   

 Unlike armies, firms have customers. Because they compete for 
customer accounts, firms don’t act like soldiers fighting a battle. 
For example, competing firms do not confront each other directly, 
which means that there is no face-to-face contact where one firm 
tries to kill the other. Customer purchasing decisions determine 
success and failure, not arms and munitions. It is important to 
know the competition very well, but attention to the customer 
comes first.  In fact, without a customer, a firm produces nothing of 
value at all.  



 Chapter 1  What Is Strategy? 5

Competition means that  the goal of every business is to gain and 
sustain an advantage over rivals. This means achieving a strong market 
position and protecting this position from attack by other firms. In the 
short term a strong position produces superior financial returns, but 
over time competition will erode these returns by pushing prices down. 
So in the long term both a good  offense —a strong position—and a good 
 defense —effective protection from rivalry—are necessary, and neither 
is sufficient. When both exist, the firm is said to have a  sustainable 
competitive advantage . 

 The ultimate proof of a successful strategy is superior profitability, 
as shown in a firm’s financial reports. Financial reports are the score-
card that measures how well a firm performs. Investors pore over these 
reports in order to decide where to put their money, and managers are 
rewarded when performance improves. So it is foolish to talk about 
strategy without paying close attention to how well a firm is doing 
financially compared to its competitors.  

  What Defines a Successful Strategy? 

 No single position in a market is necessary for business success. Some 
companies compete effectively at the high end of the market by provid-
ing superior value to customers through an appealing design, superior 
functionality, brand equity, or other characteristics. Apple is a good 
example (see the sidebar on the iPod). Other firms succeed because of 
their low costs. Wal-Mart in mass market merchandising and Nucor in 
steel are representative of this category. 

 But high value and low cost are only the two endpoints of the mar-
ket. Can a firm succeed somewhere in the middle of this spectrum? 
The answer is absolutely yes, as the Target example shows. Another 
good illustration is Dannon Yogurt in the 1990s. Dannon offered the 
best combination of customer value and marginal cost, even as it was 
flanked on one side of the market by more upscale competitors and on 
the other side by firms with lower costs.  2   In fact, a firm can succeed 
anywhere in the market as long as its product attracts enough custom-
ers and the firm can sell it at a low enough cost to achieve superior 
profitability. 

 A good offense starts with an emphasis on the transaction with the 
customer. The transaction can be broken into two parts: (1) the value of 
the product to the customer less the price of the product (the bigger the 
difference, the more customers buy); and (2) the price of the product 
minus its cost to the firm (the bigger the difference, the more money 
the firm makes) (see Figure 1.1). Every successful strategy focuses on 
both of these parts.  Some firms emphasize value first (Apple Com-
puter), some cost first (Nucor), and some the combination of value and 
cost (Dannon Yogurt). 
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 What about defense? Some firms succeed by focusing on preempt-
ing the competition. They do this by swamping the market in the early 
stages of industry development and then by defending their dominant 
positions aggressively. A strongly illustrative example is Microsoft. A 
lot has been written about how Microsoft came to dominate PC oper-
ating systems, much of it based on antitrust cases in the United States 
and Europe that began in 1994 and 2000, respectively. These cases 
focused more on how the company defended its dominant market 
position than on whether the position was superior to that of com-
petitors. To understand how Microsoft sustained its dominance, we 
therefore need to lay out how firms protect their market positions 
from competitors. 

 A market position can be defended in two ways. The first is to 
induce high rates of  customer retention  by keeping customers from 
defecting to rivals. The simple way to do this is to make defection 
expensive. The higher the  switching costs  a customer must incur in 
moving to a new product, the longer he or she is likely to stay with 
the current product. The second way is making certain that competi-
tion for customers is low. This can be accomplished by  preventing 
imitation . Imitation is deterred when (1) copying the dominant firm’s 
product is difficult and expensive and (2) the costs of entry into the 
market are high. Microsoft used both of these defenses—high switch-
ing costs and high copying/entry costs—to become dominant in PC 
operating software. 

 We study strategy to learn both how businesses develop strong 
market positions and how they defend these positions once they are 
built. These two pillars of sustainable competitive advantage are the 
goal of strategic thinking in any ambitious company. Their combina-
tion in a strategy model is a formidable tool for improving financial 
performance over the long haul. 

Value that the product
offers the customer  

Product price 

The firm’s cost to
produce and sell the

product 

The benefit the
customer receives from

buying the product
(Value minus Price)  

The profit the firm receives
from producing and selling

the product
(Price minus Cost)  

FIGURE 1.1 | The Transaction with the Customer
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Box TitleThe Apple iPod

In October 2001, Apple introduced a por-
table MP3 player called the iPod, a product 
that almost immediately dominated its mar-
ket. What has made the iPod so successful? 
How does Apple maintain its dominance 
over its competitors in this market? 

Apple did not invent MP3 technology, 
nor was the iPod the first MP3 player. In fact, 
the idea for the iPod did not even originate at 
Apple. The concept of a player coupled with an 
online source for music was developed by an 
independent consultant. Apple hired him 
and then built a design team around him. 
Steve Jobs, Apple’s CEO, was deeply involved 
in the iPod’s design, much of which was 
coordinated with a suite of vendors. These 
included PortalPlayer, which provided the 
system-on-a-chip core processing unit; 
Toshiba, which produced the product’s 
original tiny hard drive; and Samsung, 
which manufactured the memory chip that 
protects against skips. Apple does not even 
assemble the iPod; the pieces are put together 
by Inventec, a Taiwanese firm. So Apple 
really doesn’t do much more than design 
and market the product, along with manag-
ing the whole value chain of partners.

When it was introduced, the first iPod 
could play more songs and was smaller and 
lighter than competing MP3 players—but it 
cost much more: $399 for a 5G disk drive. 
The iPod’s major innovations were its cool 
design, a 1.8-inch hard drive that held 
roughly 1,000 songs, and a scroll wheel that 
allowed the user to choose and manipulate 
the playlist more effectively than competing 
machines. The iPod also could download 
songs from multiple online sources, such as 
Napster and iTunes.

After the iPod’s initial success, Apple 
moved quickly to expand and improve the 
product line. A second generation of iPods 
was introduced in 2002 at lower prices. 

The scroll wheel technology was enhanced, 
and the iPod could now link to both Apple 
computers and Windows-based PCs. Apple 
launched a third generation in April 2003, 
and a fourth generation appeared in 2004 
with greater disk capacity and extended bat-
tery life. Apple also expanded the product 
line with the iPod mini, the iPod U2, the iPod 
shuffle, and the iPod Photo. Apple’s product 
variations covered the product space almost 
completely.

To broaden its distribution channels, 
in January 2004 Apple formed a partner-
ship with HP to sell HP iPods through 
retail electronics stores. Further, many 
companies introduced products to sup-
port the iPod. These included docking sta-
tions for cars, hookups with home audio 
systems, microphones for voice recording, 
holders for bicycles, and upscale speaker 
systems.

In late 2004, the iPod commanded over 
80 percent of the market. Dell, Sony, iRiver, 
Rio, and Creative introduced competing 
players, each with innovative features. But 
none of these could overcome Apple’s domi-
nant position.

Why was Apple so successful? Obviously 
Apple pursued the high end of the market, 
emphasizing value and not price. Apple bet 
rightly that the look and feel of the iPod plus 
its larger storage capacity would overcome 
any sticker shock. The product’s value lay 
in its aesthetics, its technology (disk stor-
age capacity, scroll wheel), the presence of 
complementary products (music download 
sites, speaker systems, docking stations), 
and probably Apple’s brand, which had 
been enhanced by the increasing popularity 
of the iMac computer.

Also, the time was ripe for a consumer 
electronics innovation. Stereo music sys-
tems were long past their prime, and the 
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PC market was mature. Finally, Apple’s 
innovations—expanding the product line 
and adding more value at each price point—
undoubtedly attracted more customers and 
kept competitors off guard. This ongoing 
cycle of growth and innovation was essen-
tial in Apple’s effort to make the iPod the 
market standard.

The chart below shows the iPod’s 
remarkable rise from early 2003 through 
the end of 2004. The break between the 
spring and summer of 2004 is an obvious 
inflection point. In the last quarter of 2004, 
the iPod accounted for 46 percent of Apple’s 
revenues.

To sustain sales growth, Apple had to 
lower its price on the original iPod and 
introduce cheaper models (the nano and 
shuffle). From 2005 to 2007, revenues per 
iPod decreased substantially. At the end of 
its fiscal year in 2007, Apple reported an 
average price of $161, down from $202 in 
2005. Were the cheaper players as profitable 
as the more expensive models? Apple does 
not publish these numbers and guards them 
very carefully, so it is impossible to know. 
However, in general, cheaper consumer 
products have lower margins. So Apple now 
needs more new products, like the iPhone, 
to maintain the company’s growth rate.
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 Chapter 1  What Is Strategy? 9

 How Important Is Strategy, Really? 

 To get a sense of the importance of business strategy, we need to under-
stand the full range of factors that affect a firm’s profitability. Three 
types of factors have an impact: (1) macroeconomic forces, such as 
exchange rates, tax policy, regulation, and the ups and downs of the 
economy; (2)  industry forces,  such as competition and buyer and sup-
plier power; and finally (3) characteristics of the business itself. Of 
these three types, research has shown that the firm’s unique character-
istics are frequently the most important.  3   

 It would be foolish to ignore the effect that macroeconomic factors 
have on business profits. When global markets are growing, as they 
were in the 1990s, firms in many industries make more money simply 
because demand is strong and products can be sold at higher prices. 
Sometimes one country can affect the fortunes of an entire region. 
The rise of China, for example, has been a boon to many companies 
in Korea, Japan, Taiwan, and the rest of Asia. In contrast, when global 
markets are weak, prices drop and profits fall. Profits also rise and fall 
with shifts in the national economy. Regulation and taxes also limit 
how much money firms can make. 

 Industry conditions also have an influence on profits. Some 
industries grow quickly (MP3 players, video games) as others grow 
slowly (toasters, lawn mowers). Likewise, customers will buy every-
thing firms can produce in one industry, while companies in other 
industries struggle to sell their products. Some industries can be 
relatively cheap to enter and are overrun with competition (cattle 
ranching, money market funds), while the cost of entering other 
industries is prohibitive (automobiles, aluminum). Even within 
industries that are hard to enter, firms can fight fiercely for a share 
of the market (Coke versus Pepsi) or live and let live (the global 
cement industry). The strength of buyers and suppliers also affects 
firm performance. The more powerful they are, the more they limit 
how much money firms can make. In combination, then, these 
industry forces—competition, entry, buyers, and suppliers—as 
well as other factors such as substitute products (skis versus snow-
boards) constrain profits. 

 Interestingly, in many industries the most important influence 
on the firm’s performance is the firm itself. Firms in the same indus-
try can differ substantially in their resources and capabilities, lead-
ing to wide variation in profitability independent of macroeconomic 
and industry factors. As the examples above (Target, Apple) showed, 
establishing a successful market position is essential for competi-
tive advantage. Once established, the position must be defended 
from other firms to prevent price competition, which drives profits 
down.  
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  The Origins of Strategy 

 Where did strategy come from as a field of study? Although mili-
tary theorists such as von Clausewitz and political philosophers such 
as Machiavelli offer interesting insights about stratagems and the 
use of power, many other sources of models and frameworks are 
available. The seven basic sources of thinking about strategy are the 
following:

•    Strategic planning tools.  

•   Industrial economics.  

•   Evolutionary economics.  

•   Case studies of exemplary companies.  

•   Business and industry history.  

•   Economic and organizational sociology.  

•   Institutional economics.    

 Each of these touches on the question of why some firms are more 
successful than others. But none provides a wholly satisfying answer. 
Only when viewed as a whole can they give us a reasonable framework 
for understanding competitive advantage. 

 Strategy has evolved in part from planning tools for top man-
agers.  4   Although strategic planning can improve performance 
markedly, it does not actually determine the array of investments 
managers choose from. Indeed planning is neither necessary nor 
sufficient for higher performance. As long as a firm invests in proj-
ects that have a higher value than those of competitors, it need not 
have a formal strategic plan to be successful. However, planning 
models frequently capture key challenges and therefore can be very 
useful in identifying strategic problems. Without effective plan-
ning, a successful firm in a changing market can lose its advantage 
very quickly. 

 Planning tools without an underlying economic logic lose their 
benefit. The most salient discipline that provides such a logic is indus-
trial economics.  5   A dominant tradition in industrial economics, devel-
oped at Harvard in the 1950s, holds that industry forces, such as the 
degree of concentration in market shares, constrain what a firm can do. 
This is the so-called structure-conduct-performance paradigm, which 
is the basis of Michael Porter’s famous book,  Competitive Strategy.   6   
A more recent approach in economics is game theory. Game theory 
also looks at the behavior of firms in an industry but only in terms 
of direct competitive interaction. Both these approaches to strategy 
assume that managers make decisions rationally. This may be true 
some of the time, but casual observation makes it hard to argue that it 
is true all the time. 
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 A third tradition in economics that applies to strategy but does 
not rely on rational decision making is evolutionary economics. Some 
of the work in this discipline focuses on the evolution of practices 
within firms and some focuses on the evolution of industries. Much 
of what is understood about how firms develop capabilities and how 
industries move through the stages of a life cycle is based on this 
tradition.  7   

 While neither industrial nor evolutionary economics alone is 
enough to encompass the discipline of strategy, each makes critical 
contributions. In this book they are combined with mainstream stra-
tegic analysis to cover the key topics for understanding competitive 
advantage. 

 A fourth building block of strategy analysis consists of in-depth 
case studies of exemplary companies.  8   Cases capture the challenges 
behind the investment decisions that create successful market positions 
and protect them from competition. Although cases cannot completely 
explain how a company competes, they provide important insights, 
especially by showing how firms develop innovations that competitors 
can’t imitate. The concept of a distinctive competence or capability 
has been derived from case studies and is critical for understanding 
competitive advantage. 

 Business and industry histories have also added significantly to 
strategy.  9   Because of their scope and detail, firm histories deepen the 
empirical base from which strategic concepts are formed. By describ-
ing competitive behavior over time, historians show how successful 
market positions have emerged.  10   

 The contributions of economic and organizational sociology to 
strategy are found in four areas.  11   First, analyses of industry trends, 
especially rates of firm failure, have shown the relative importance 
of firm size and age for survival. Second, the internal structures and 
processes of firms have been analyzed for their relative efficiency 
and potential for generating innovations. Third, the development of 
networks of organizations has been analyzed as a strategic resource. 
Fourth, advantages associated with geographical location have been 
identified. These contributions are important parts of the strategy 
domain. 

 The final building block of strategy is institutional economics, 
which focuses on the effective governance of the firm’s boundaries.  12   
Governing the firm’s boundary through vertical integration, outsourc-
ing, and partnering is critical for strategy execution and has become 
important in global industries over the past 30 years. Boundary deci-
sions and the firm’s market position are closely tied to each other since 
where the firm places its boundaries depends crucially on what activi-
ties it needs to control in order to succeed with customers. 

 The following chart shows a useful way of organizing these:  13   
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 The vertical axis here represents whether the building block of 
strategic analysis focuses on the firm and its immediate context or on 
overall industry forces. The horizontal dimension reflects whether the 
building block assumes that managers make decisions rationally or 
not. Clearly an understanding of both the industry and the firm are 
needed to analyze the firm’s strategy, and managers can be both highly 
rational and less than rational as they make strategic choices. 

 This book covers all of these approaches to strategy as a field of 
study. The following sections elaborate on several of these strategy top-
ics in greater detail. Each is the focus of a single chapter later in the 
book.  

  Strategic Planning and Strategy Execution 

 It is often thought that strategy has two stages:  formulation  and 
 implementation .  14   Formulation means that managers gather data on 
the firm’s markets and the firm itself, set financial and operating goals, 
and decide what strategy the firm should follow. Then, in the imple-
mentation stage, managers develop and invest in projects to build or 
buy the assets that are necessary for the strategy to be successful. But 
do all firms go through these steps? No, they don’t. 

 Not all businesses “formulate” a strategy per se. That is, in some 
firms managers do not have a well-developed formal process to make 
decisions on goals or the means to achieve them.  Nonetheless, even 
without a formulation process, the business competes in a market and 
therefore has a strategy.  

The firm

and its

immediate

business

context

The overall

market or

industry

Focus of

analysis

Not rational

all the time

Rational

Assumption about how

managers make decisions

Industry history

Firm evolution Game theory

Industrial

economics

Structure/Conduct/

Performance Paradigm

Evolutionary

economics

Industry evolution
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FIGURE 1.2 | The Origins of Strategy
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 So in this book, instead of discussing formulation and imple-
mentation, we differentiate between strategic planning and strategy 
execution and discuss them separately. The reason is that distin-
guishing between planning and execution is closer to what firms 
actually do. 

 As a management practice, strategic planning is more spe-
cific than strategy formulation (see Chapter 2). Planning models 
describe in detail the process for developing a business strategy and 
linking it to operational programs and investments. Strategic plan-
ning overlays the financial reporting system by detailing the logic 
behind cash flow forecasts. Moreover, an effective plan moves the 
business closer to choosing the best set of projects for improving 
performance, given the business’s market position and competition. 
The sidebar on page 14 presents a representative planning format 
and its purposes. 

 Some firms go through a strategic planning process carefully in 
order to gain more control over their investment decisions. This was 
a major motivation behind the implementation of strategic planning 
methods at GE in the late 1960s. In fact, because it increases con-
trol, planning can be thought of as part of strategy execution, turn-
ing the sequential process of formulation and implementation on its 
head.  15   

 In addition to greater control, firms benefit from strategic plan-
ning since it helps them to solve problems and develop innovations. 
Discussions in a planning process can range across a large number of 
strategic and operating issues, some of which are not well understood 
or known. Airing these issues often stimulates the development of cre-
ative ways to resolve them. 

 Planning sessions are also sometimes useful for generating innova-
tive ideas to move the firm in a new strategic direction, whether it is 
a novel technology, market, or way of organizing. For example, when 
Royal Dutch Shell used scenarios in its strategic planning, it discovered 
a radically new approach to predicting market trends. This approach 
led to a change in the company’s investments in refinery capacity, 
greatly reducing exposure to shifts in demand.  16   

 But a firm doesn’t need a plan to have a strategy. Every business 
executes whatever strategy it has, whether the goals of the firm are 
stated or not. Strategy execution is ongoing, necessary, and in fact inev-
itable.  17   Although managers may not articulate (or may not be able 
to articulate) what determines the firm’s cash flows, the factors that 
determine the firm’s profitability can still be identified through careful 
analysis. As these factors become apparent, the strategy of the business 
can be apprehended. 

 Strategy execution essentially entails the continuous development, 
maintenance, and improvement of the resources and capabilities that 
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A strategic plan at the business level typi-
cally has the following elements:

• A mission statement that defines 
the business’s scope of business and 
strategic intent.

• An analysis of the business’s industry 
and market position relative to 
competitors and a statement of 
assumptions regarding the competitive 
environment, frequently involving 
significant risks

• A statement of the business’s financial 
and operating goals.

• The strategic initiatives necessary to 
achieve these goals.

• The specific programs necessary to 
achieve each strategic initiative.

As a practice the strategic planning pro-
cess should also do the following:

• Act as a tool for management decision 
making.

• Communicate the organization’s 
strategy without jargon and in a format 
that is conceptually coherent.

• Generate commitment from employees 
and motivate their actions.

• Motivate the organization’s systems 
of financial and operating control, 
including its metrics.

• Be reviewed regularly and in response 
to unexpected and significant market 
changes.

The Strategic Planning Framework

are central to the business’s market position. This book examines five 
elements of execution:

•    Task design  .

•   Incentives and compensation.  

•   Control and coordination systems.  

•   The degree of consistency among the firm’s activities.  

•   The practices related to innovation and the firm’s culture.    

 Each of these contributes towards building the capabilities neces-
sary for achieving a competitive advantage (see Chapter 6). 

 Effective strategy execution requires that each of these elements 
reinforces the others. For example, as the three largest major U.S. air-
lines—American, United, and Delta—attempt to reposition themselves 
in the market to compete with low-cost carriers such as Southwest, 
Airtran, and JetBlue, they face challenges in all the elements of strat-
egy execution. Compensation contracts must be changed, coordination 
systems must be altered to promote efficiency, the airline’s policies and 
activities must be redesigned to lower costs, and a host of cultural and 
human resource issues must be confronted as traditional practices are 
eliminated. As the airlines shift their market positions, the five ele-
ments of strategy execution are paramount. 
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  Industry Analysis 

 Firms create industries, not the reverse. However, once created, indus-
tries can have powerful effects on how well firms perform. The best 
known and most useful framework for understanding these effects is 
Michael Porter’s five forces framework.  18   These forces—competition, 
buyers, suppliers, products based on substitute technologies, and the 
potential for the entry of new firms—all influence how a firm transacts 
with its customers. For this reason, as mentioned above, every firm 
must know its industry very well and understand how its forces affect 
its market position and those of its competitors. 

 The logic underlying industry effects can be appreciated using 
the value-price-cost representation of the firm’s transaction with the 
customer, as shown in Figure 1.1. An example is powerful buyers. A 
strong buyer typically wants the firm’s product to deliver more value at 
a lower price. In many cases, providing higher value will force the firm 
to increase its costs, which combined with a lower price, will reduce 
the firm’s profits. Another example is the influence exerted by a potent 
supplier. Here the firm’s costs are driven up as the supplier raises its 
price. The supplier may also lower the value it offers the firm, which 
may reduce the value the firm can provide its own customers. Finally, 
both competition and the threat of entry can drive down prices, ben-
efiting customers but also lowering the firm’s profits. In some circum-
stances, competitors may implicitly or explicitly collude to keep prices 
from falling. But these situations require special conditions and quite 
a bit of coordination. 

 Are all firms in an industry affected equally by industry forces? 
The answer is no—some have figured out how to protect themselves. 
They do so by raising switching costs to lower buyer power, by 
protecting their core technologies and practices from imitation to 
reduce competition or by partnering with suppliers to mitigate the 
effects of their power. These are all on the  defense  side of business 
strategy. So understanding the logic behind industry forces increases 
the firm’s ability to defend its market position and therefore preserve 
its profits.   

  Strategy over Time: Growth and Innovation 

 As new challenges emerge, a firm’s strategy must shift to meet them. 
To compete successfully, a firm must change its size and shape by add-
ing or eliminating products, activities, and people. Without adaptation, 
profitability declines as new products invade the market with higher 
value or competitors invest in more efficient processes that allow lower 
prices. Consequently, successful firms grow over the industry life cycle 
by maintaining a high level of productivity through innovation (see the 
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Toyota sidebar). These innovations involve changes in both the deter-
minants of customer value and firm cost as the industry matures. 

 An important concept that captures a firm’s ability to grow in the 
face of change is its dynamic capability.  19   In essence, companies have a 
dynamic capability when they respond in an effective way repeatedly to 
changes in the market. Part of this capability involves how accurately 
managers perceive market trends and part of it entails how efficiently 
the firm’s assets and practices can be transformed to meet new market 
needs. Both accurate perception and efficient transformation are nec-
essary for a dynamic capability to emerge.  

  Outsourcing, Vertical Integration, and Strategic Alliances 

 Outsourcing is currently a hot topic for businessmen, politicians, and 
journalists, primarily because of the rise in the past decade of China 
and India as sources of low-cost labor. Instead of continuing to carry 
out an activity, like manufacturing or software development, inside 
the organization, an increasing number of firms have outsourced the 
activity to other companies to take advantage of their lower costs.  20   If 
the quality of the product manufactured or the software developed is 
the same as before, the firm benefits from reduced costs. However, if 
this is not so, then management must make a trade-off: Which is more 
important—lower cost or higher quality? 

 This kind of trade-off obviously has an impact on the firm’s market 
position. If the firm’s customers are quality sensitive, then poorer qual-
ity goods due to outsourcing will lead to a loss of market share. But 
since the firm makes more money on each sale, because of its lower 
costs, its overall profits may not decline. 

 Many companies decide that outsourcing is not worth it and bring 
the activity back inside the organization. This is the reverse of out-
sourcing, which can be called “insourcing” or, more commonly, vertical 
integration. In fact, there is a venerable tradition of analysis regarding 
vertical integration decisions and, for the most part, the models devel-
oped are highly applicable to outsourcing decisions as well. 

 Strategic alliances between firms are one way firms try to get 
lower costs but keep quality high. Alliances can be seen as a mix-
ture of both outsourcing and vertical integration. One firm does not 
own the other, but to a degree they try to achieve the benefits of 
ownership to improve their joint performance. They accomplish this 
trick by developing sophisticated methods of control and coordina-
tion. An excellent example is the global alliance between Wal-Mart 
and Procter & Gamble, which helps these firms to reduce costs and 
improve delivery times. 

 In this book, we view outsourcing, vertical integration, and alli-
ances as elements of strategy execution. The reason is that the firm 
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Toyota has risen from the ravages of post-
war Japan in the late 1940s to become the 
most successful auto company in the world 
today. The accompanying figure shows the 
extent to which Toyota has come to domi-
nate its competitors in terms of technical 
efficiency over the 30-year period from the 
late 1960s to the late 1990s.21 For compari-
son purposes, the figure also shows the tech-
nical efficiency trend for General Motors, 
the worst performer in the industry. Other 
firms fall in between Toyota and GM.

What made Toyota such a formida-
ble competitor? Obviously, autos are a 
relatively mature industry and have not 
changed much in basic design for roughly 
50 years. So Toyota could not have pros-
pered through a design breakthrough. 
Rather, Toyota is able to design and pro-
duce more attractive and higher quality 
cars at a lower cost than anyone else. The 
chart shows that Toyota has done this 
steadily over 40 years. What is Toyota’s 
secret?
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A large part of the answer is the Toyota 
production system. Developed by Taichi 
Ohno, Toyota’s chief of production after 
World War II, this system evolved through 
trial and error by following a number of 
basic principles. Primary among these were 

just-in-time production processes, so that 
inventory within the plant was cut to the 
barest minimum, and a rule (called jidoka) 
that allowed a worker to stop the assembly 
line whenever an error was found. The goals 
of the system, pursued relentlessly, were 
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highest quality, lowest cost, and shortest 
lead time. Toyota’s suppliers integrated their 
production processes and logistics into this 
system and adopted its principles. A funda-
mental tenet underlying Toyota’s method 
was a focus on solving problems scientifi-
cally so that they stayed solved. By follow-
ing these principles, the production system 
evolved into the most powerful and widely 
adopted manufacturing model in the world.

At the same time that Toyota has 
improved its technical efficiency, it seems 

clear that General Motors’ ability to pro-
duce high-quality cars at low cost has 
declined. GM’s example shows that a 
firm can destroy its capabilities as well 
as build them. The key to understanding 
the changing fortunes of car companies 
is therefore how well they manage their 
investments in growth and innovation: 
Those that understand the importance of 
these investments succeed and those that 
seem to disinvest in innovation become 
weaker.

must first identify what market position it wants to achieve and defend 
before it can decide how to make trade-offs between quality and cost. 
When vertical integration and outsourcing decisions are made in a 
strategic vacuum, management begins to lose control of the company.  

  Global Strategy 

 The popular press has emphasized the increasing globalization of 
many industries. Is the world becoming “flat” in the sense of more 
integrated?  22   Or is it becoming more fragmented as nations build com-
parative advantages in specific industries (China in discrete manufac-
turing, Italy in fashion, Denmark in wind power)? Or are both trends 
valid? The answers to these questions have important implications for 
how firms compete internationally and thus are crucial for strategy 
development. 

 Since global strategy includes a geographical dimension that per-
tains to both competition among regions (think Silicon Valley) and 
nation states, it is more complex and in some periods more turbu-
lent than strategy in local markets. Firms that compete internationally 
therefore can experience arduous strategic challenges. One of the most 
important of these challenges is separating the benefit the firm receives 
from geographical location from the benefit it receives from its own 
assets and practices. Both are variable over time, but the firm’s unique 
characteristics are more under its control. This book lays out the basic 
frameworks for thinking about global strategy as competition within 
and across regions and nations.  

  Strategy in Multibusiness Firms 

 The strategies of single and multibusiness firms require different types 
of analysis. Companies like Dell Computer, a firm engaged almost 
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exclusively in the assembly and sale of personal computers and there-
fore a single business, obviously face quite different challenges than 
diversified firms like GE, one of the largest companies in the world. 
Dell has one business, but GE is composed of six major segments, each 
of which contains a range of businesses. The GE spectrum stretches 
from home appliances to a major media unit (NBC/Universal) to finan-
cial services. 

 In contrast to a single business, which makes money by producing 
and selling goods and services in one industry, a multibusiness firm owns 
and manages a portfolio of businesses and so competes in many indus-
tries. The firm’s businesses may provide inputs to each other, including 
capital, technology, materials, and know-how. These inputs substitute 
for goods and services available in external markets. Multibusiness orga-
nizations may also provide their businesses with general management or 
entrepreneurial skills that help them compete more effectively. 

 A multibusiness firm continuously faces the question of why its 
business units are better off under its ownership than they would be 
if they were in some other multibusiness firm or spun off to be free-
standing companies. This problem is partially solved by a well-articu-
lated strategy indicating how the businesses gain from being managed 
together in the same organization. A strategy may point to how the 
firm should evolve by adding new companies that would improve the 
business mix and divesting units that detract from it. The challenges 
of business diversification and strategy development in multibusiness 
firms are elaborated upon later in this book.  

  Corporate Governance 

 With the bankruptcies of Enron and WorldCom and the appearance 
of top management skullduggery at many other companies (Adelphia, 
Tyco, Quest, and Broadcomm are examples), corporate governance has 
become a major management issue. Interestingly, it is also a strategic 
issue since it affects both how firms make critical decisions and influ-
ences the value that investors place on firms. The focus of governance 
inquiries has been almost exclusively on the board of directors: its 
composition, rules, and behavior. 

 Two major governance issues have preoccupied regulators, inves-
tors, and analysts: 1) board policies that limit the influence of share-
holders and 2) senior management compensation. The salience of the 
first issue has somewhat receded as corporate governance rankings 
have forced companies to change their policies (no one wants to be 
singled out as having poor governance). However, the debate over com-
pensation remains highly contentious, even with new SEC rules regard-
ing disclosure. This book lays out the concepts and research findings 
on this important topic.  
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  Summary 

 In this chapter we have covered the basic motivations for studying 
business strategy. We discussed and analyzed a number of firms with 
superior strategies and presented major strategy topics. We defined 
the transaction with the customer in terms of the difference between 
customer value and firm cost, leading to a number of insights related to 
industry analysis, strategy execution, outsourcing, and global strategy. 
We discussed the difference between strategy in single business and 
multibusiness firms, as well as key current issues in corporate gover-
nance, and we described the origins of strategy as a field of study. All 
of the topics presented here will be dealt with in greater depth later in 
the book.   
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  What Is Strategic Planning? 

 Strategic planning is fundamentally a line management, not a staff, 
activity. Planning forces line managers to evaluate investments in terms 
of their contribution to financial goals, which in turn are set in the con-
text of industry trends and the behavior of competitors. Without such 
a plan, managers have at best a sketchy roadmap for increasing the 
firm’s performance and therefore can make no convincing promises to 
investors about the firm’s future value. 
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 Strategic planning extends top management leadership and power. 
No organizationwide planning system can succeed without the support 
and involvement of the CEO. The substance of an effective plan is based 
on top management’s concept of how to make the business more success-
ful and shows how this vision leads to superior economic performance. 

 Planning presents an opportunity for management to stimulate 
a range of innovations that would otherwise remain stifled by incre-
mental control systems such as standard budgeting. Many companies 
receive major benefits in the new ideas, management commitment, 
and consensus that are stimulated by open discussions in the planning 
process. Strategic decision making thus overcomes organizational drift 
and common biases in managerial decision making (see the sidebar).  1   
In fact, it is safe to say that planning without problem solving is a 
sterile exercise. 

 Expertise in strategic planning often constitutes a capability that 
increases economic performance. Firms that are more able planners 
make investment decisions that are better aligned with current and 
future market conditions than firms whose resource allocation deci-
sions are ad hoc. For example, the business units within GE bene-
fited substantially from the design and implementation of its strategic 
planning system in the late 1960s and 1970s. 

 It is common for managers in companies with volatile markets to 
reject strategic planning as too restrictive for effective decision making. 
The argument is that by the time the plan is finished, the assumptions 
behind it have changed. However, this is rarely true.  2   Very often, endur-
ing industry conditions underlie the volatility that managers perceive. 
A start-up firm, for example, is typically unable to receive funding 
from investors without a comprehensive analysis of its industry and 
a description of its product’s expected market position. The business 
plan that entrepreneurs create for their investors has many elements in 
common with the strategic plan of a more mature company.

  The distinction between strategic and tactical obscures the impor-
tance of small actions that are essential for establishing and defending 
competitive advantage. Any activity controlled by the firm that affects 
its market position is strategic, no matter how small the expense or 
number of persons involved. In many cases, the major benefit of plan-
ning is not identifying what the firm is currently doing well, but what 
it needs to do, however small in scope, to increase its performance. 
Thus, strategic planning is not strategy execution. But planning makes 
execution more effective. 

 Each of the elements of execution should be addressed in the plan-
ning process to ensure that the desired capabilities are being developed, 
whether within a single business or across the units of a multibusiness 
firm. For example, in a single business, aligning incentives to support 
strategy execution always constitutes a key program. In a multibusiness 



   Decision-Making Biases     

 Management decision making is plagued by 
influences, primarily psychological, that cre-
ate distortions in judgment. These influences 
range from a bias toward the short term 
(myopia) to a tendency to weight losses more 
strongly than gains.  3   The range of decision-
making biases includes the following.  

  Myopia 

 When cash flows are discounted, money 
received in the short term is necessarily 
worth more than money received farther out 
in time. However, there is strong evidence 
that many managers implicitly weight the 
short term even more by applying a higher 
discount rate to longer-term returns. Myopia 
of this kind favors projects that realize prof-
its early rather than late in the project’s his-
tory, even though the value of these projects 
might be lower than alternatives, when 
assessed at a constant discount rate. Obvi-
ously, firms that continually choose projects 
that have higher short-term returns but a 
lower overall value will underperform com-
petitors that are not myopic.  4    

  Sunk Costs 

 It has long been recognized that projects 
should be evaluated on how much they will 
earn, not on how much has been spent on 
them. Yet managers have a tendency to con-
tinue investing in poor projects in order to 
“get their money out.” This “sunk cost fallacy” 
is pervasive in industries with large capital 
investments whose payouts are meager. An 
interesting variation on the role of sunk costs 
in strategic decision making is found in the 
exit decisions of firms in volatile markets. 
When the market declines, firms with valu-
able sunk investments, such as a brand or dis-
tribution network, resist exiting because these 
resources would be very expensive to rebuild 
upon reentry, when the market picks up.  5    

  Framing in Gains or Losses  6   

 Another source of bias in decision making 
occurs when managers frame decisions in 
terms of gains or losses. According to pros-
pect theory, decision makers tend to be risk 
seeking regarding losses but risk averse 
regarding gains. This means, on the one 
hand, that we tend to accept unfavorable 
gambles in an attempt to avoid a loss that is 
certain. On the other hand, we avoid favor-
able gambles in order to receive a guar-
anteed gain. The intuition is that the pain 
caused by negative outcomes is greater than 
the pleasure produced by positive returns. 
So we try to avoid our losses through gam-
bling, even though we could lose more. 
However, once we are guaranteed a gain, we 
lock it in rather than gamble to get a higher 
amount.  

  Information Availability  7   

 Decision makers tend to weight information 
that is already present or salient over absent 
or more mundane information, however 
important the latter might be objectively for 
an effective outcome. Such a bias may arise 
because management has been recently 
exposed to the information, a “recency” bias, 
or because the information has high visceral 
content that creates a lingering impres-
sion, a “vividness” bias. Thus, the decision 
is skewed by the heavier use of more avail-
able information with a stronger emotional 
impact. For example, a firm that has recently 
lost an important customer may be particu-
larly sensitive to decisions that pertain to 
retention even though these decisions may 
be less profitable than alternatives.  

  Information Anchoring  8   

 Information anchoring is similar to avail-
ability but refers to the order in which 
information is received. All information 
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used in decision making is presented and 
processed sequentially. What is presented 
and perceived first in the information flow 
acts as an anchor that provides a reference 
point for the rest of the information stream, 
skewing the decision-making process toward 
choices in which early information plays 

a stronger role. For example, if a firm is 
planning on growing internationally, it may 
explore country opportunities sequentially. 
The countries early in the sequence may create 
an anchoring effect as the managers expand 
their analysis. This effect endures even as all 
the opportunities are examined together.     

firm with strategically interdependent units, additional incentive pro-
grams may be included in the corporate plan. These programs might 
apply to centralized activities or to parts of the corporate infrastruc-
ture, such as information technology. Consistency between the busi-
ness unit plans and the corporate plan reduces nonproductive conflict 
and improves unit performance.  

  Planning in a Single Business 

 A business with a single product line, whether it is an independent firm 
or a unit within a larger multibusiness firm, makes resource allocation 
decisions that are combined in an annual budget. Strategic planning 
overlays the financial reporting system by detailing the logic behind 
the cash flow forecasts.  Moreover, an effective plan moves the business 
closer to choosing the best set of projects for improving performance, 
given the business’s current market position and the constraints of 
competition. 

 A strategic plan at the business level should have the following 
elements:

•    A mission statement that defines the business’s scope of business 
and strategic intent.  

•   An analysis of the business’s industry and market position relative 
to competitors and a statement of assumptions regarding the 
competitive environment.  

•   The business’s financial and operating goals.  

•   The strategic initiatives necessary to achieve these goals.  

•   The specific programs necessary to achieve each strategic 
initiative.    

 The strategic planning process should also:

•    Act as a tool for management decision making.  

•   Communicate the organization’s strategy without jargon and in a 
format that is conceptually coherent.  
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•   Generate commitment from employees and motivate their 
actions.  

•   Motivate the organization’s systems of financial and operating 
control, including its metrics.  

•   Be reviewed regularly and in response to unexpected and 
significant market changes.    

  Statement of Intent and Business Scope: Vision and Mission 

 A strategic plan should begin with a statement that describes the scope 
of the business in terms of its product line and markets served. Called 
a  mission statement,  this section of the plan puts a boundary around 
the types of investments that are consistent with the identity of the 
business. The mission statement should typically be no longer than 
several sentences. Longer statements tend to lose their impact when 
communicated within the organization or to customers, suppliers, or 
investors. 

 The plan sometimes contains a separate section on the general 
goals of the firm. This  vision statement  is usually quite short and 
captures the firm’s aspirations and strategic direction. For example, 
the business may target market dominance through a combination of 
service, product quality, and brand awareness. Or the vision may focus 
on achieving the lowest costs in the industry. 

The distinction between mission and vision statements is not 
fixed in practice. Some firms have only a mission statement, com-
bining business scope and intent in one message. Other firms, such 
as GE, have developed an additional set of core values that commu-
nicate expectations about employee behavior and signal the style of 
the organization in its business conduct.   Sometimes the firm’s values 
are part of the mission statement itself (see the Starbucks example 
in the sidebar).

  The success of the mission and vision depends less on their struc-
ture than on how well they communicate the firm’s objectives and 
key resources and capabilities. The mission and vision must artic-
ulate how the firm intends to compete. The benefit of developing 
such an effective statement can be significant and should not be 
underestimated. 

 Many single and multibusiness firms have used mission and vision 
statements as preambles and framing devices for the strategic plan a 
whole. For example, Johnson & Johnson analyzes the mission state-
ments of its businesses to ensure that their technologies and markets 
do not overlap. J & J companies with clearly separate business defini-
tions should have fewer conflicts with each other, reducing the need 
for corporate intervention.  
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Archer-Daniels-Midland

Mission: To unlock the potential of nature to 
improve the quality of life.

Merck

The mission of Merck is to provide society 
with superior products and services by 
developing innovations and solutions that 
improve the quality of life and satisfy cus-
tomer needs, and to provide employees with 
meaningful work and advancement oppor-
tunities, and investors with a superior rate 
of return.

UnitedHealth Group

Our mission is to help people live healthier 
lives.

• We seek to enhance the performance 
of the health system and improve 
the overall health and well-being 
of the people we serve and their 
communities.

• We work with health care professionals 
and other key partners to expand 
access to high-quality health care so 
people get the care they need at an 
affordable price.

• We support the physician/patient 
relationship and empower people with 
the information, guidance and tools 
they need to make personal health 
choices and decisions.

PepsiCo

Mission: Our mission is to be the world’s pre-
mier consumer products company focused 
on convenience foods and beverages. We 
seek to produce healthy financial rewards 
to investors as we provide opportunities for 
growth and enrichment to our employees, 
our business partners, and the communities 
in which we operate. And in everything we do, 
we strive for honesty, fairness, and integrity.

Starbucks

Mission: Establish Starbucks as the premier 
purveyor of the finest coffee in the world 
while maintaining our uncompromising 
principles as we grow. The following six 
guiding principles will help us measure the 
appropriateness of our decisions:

 1. Provide a great work environment and 
treat each other with respect and dignity.

 2. Embrace diversity as an essential 
component in the way we do business.

 3. Apply the highest standards of 
excellence to the purchasing, roasting, 
and fresh delivery of our coffee.

 4. Develop enthusiastically satisfied 
customers all of the time.

 5. Contribute positively to our 
communities and our environment.

 6. Recognize that profitability is essential 
to our future success.

The Mission and Vision Statements of Notable Firms in 2008

  Analysis of Industry Structure and Trends 

 No plan can be effective without a broad assessment of industry trends 
and forces and the firm’s market position. A key planning task is iden-
tifying how much macroeconomic and industry factors contribute 
to business performance. Isolating these factors allows the firm to 
identify how much its actions contribute to profitability. Armed with 
this estimate, the firm can then figure out the payoffs to its strategic 
initiatives. 
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 The firm’s current market position provides a baseline for the 
firm’s strategic direction. An analysis of the market position should 
include an assessment of competitors’ business strategies. The 
breadth and depth of this assessment can vary across strategic plans 
depending on the rate of change in competitor strategies and in 
market structure. 

 Firms can be highly selective in how they perceive the competitive 
landscape.  9   But whatever lens is used to define the industry, a firm 
must identify and analyze those rivals that directly compete with it. At 
the same time, managers may perceive competitors on the periphery 
of the industry whose products may threaten the firm’s market posi-
tion in the future. Trends in industries with complementary products 
(cell phones-cell phone towers; HDTVs-HDTV programming) also bear 
watching. A careful scan of industry conditions thus includes all the 
forces and firms that currently influence or might influence the firm’s 
economic performance (see  Table 2.1   ). 

 Industry and competitor analysis deals with uncertainty and 
complexity in forecasting macroeconomic trends and industry forces 
such as the behavior of buyers, suppliers, and rivals. One technique 
that many companies have found useful is scenario analysis.  10   Using 
this method, managers build two or three discrete, complex, and 
internally consistent visions of the future. One scenario has nega-
tive implications for the company’s performance, and another has 
positive implications. If a third is constructed, its implications lie 
between the other two. 

 The scenarios can serve as reference points to test the robustness 
of the firm’s strategy. Or they may lead to a radically different view of 
the future and therefore to a change in strategy, as happened at Royal 
Dutch Shell from the late 1960s through the 1970s. Based on its sce-
nario analysis, Shell was the only oil firm to forecast the 1973 oil crisis 
and later to anticipate the glut of oil after the end of the Iran-Iraq War 
in 1981.  11    

  Statement of Financial Goals and Related Metrics 

  Financial Goals    Goal setting focuses management attention and 
pushes the planning team to articulate which investments are stra-
tegically important. Without financial objectives, the strategic plan-
ning process has no logical connection to economic outcomes, and 
decisions made in the process have little or no strategic impact. 
Management therefore has difficulty arguing that these deci-
sions are important and motivating commitment to them. Setting 
financial goals forces management to be explicit about its expecta-
tions regarding the firm’s capabilities for profitability and growth. 
Goal setting in strategic planning exposes and challenges the 
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assumptions behind these projections in order to accelerate improve-
ment in performance.

There are three key questions in setting the business’s financial 
goals: 

• How many time periods should they be set for? 

• What are the key financial metrics that capture economic 
performance? 

• What should the goals be? 

TABLE 2.1  |  The Elements of Competitor Analysis

The following questions are useful for analyzing industry forces:

 • What are the key macroeconomic variables that affect profits in the industry?

 • What are the current macroeconomic trends?

 • What are the critical regulatory factors that influence performance in the 

industry?

 • What are the key industry forces (e.g., powerful buyers, strong substitutes, ease 

of entry) affecting firm profitability?

 • What are the trends in these forces?

 • What are the entry and exit rates in the industry?

 • What are the trends in these rates?

 • Has the industry passed through a shakeout?

 • Has the industry experienced significant disruption? If so, how have entrants 

competed against incumbents?

 • If not, are there identifiable forces or products that could be disruptive to the 

industry?

 • What are the key value and cost drivers in the industry?

 • How is the industry structured into strategic groups based on these value and 

cost drivers?

 • What is the trend in industry revenue?

 • What are the key competitors the firm faces in its major markets?

 • What are their strategies and performance levels?

 • Which competitors are growing faster in revenue than the industry trend? Why?

 • What is the trend in industry profitability?

 • Which competitors are growing faster in profitability than the industry trend? 

Why?

 • What new strategic initiatives and programs have key competitors developed, 

if any?

 • How likely is it that these initiatives will improve the market positions of these 

competitors?

 • How aggressive are these firms in growing their market positions?

 • How aggressively do these firms defend their positions?

 • Where is the firm located in this competitive landscape in terms of its value and 

cost drivers?

 • How are the resources and capabilities underlying the value and cost drivers 

protected from imitation?
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The answers to these questions shape the plan’s scope and 
depth.

  The Planning Period 

 Many managers shy away from setting longer-term goals, not because 
their industries have greater instability, but because they are unwill-
ing to identify the longer-term consequences of strategic decisions. 
These managers believe that current operations, expanded into the 
future, will be sufficient to support the firm’s economic performance. 
In some cases such a belief may be true. But in competitive mar-
kets the assumption induces organizational drift. Managerial resis-
tance to long-term goal setting therefore makes the firm vulnerable 
to decline. 

 The length of the financial planning period depends on the volatil-
ity of a firm’s strategic situation. A reasonable time horizon in rela-
tively stable markets is three years. The extended planning period 
forces management to articulate how the firm will improve its 
performance as competition and other industry forces evolve. For 
example, what will drive the firm’s sales: Generic market or segment 
growth? New value drivers? Repeat sales based on the firm’s current 
value drivers? Geographical expansion? Typical questions on the cost 
side might be: How do costs respond to increased scale and scope? 
What new practices must be developed to increase efficiency? What 
capacity planning challenges does the firm face? 

Without a longer planning horizon, these issues are less likely to be 
addressed directly. As the rate of market change increases, the length of 
the planning period must obviously shorten. But whatever the degree 
of market volatility, setting goals far into the future has substantial 
benefits. 

   Financial and Operating Metrics 

 The common performance metrics for single business planning are 
revenues, net profits, and return on investment. Firms focused on eco-
nomic value added will set goals for return on equity, cost of capital, 
and the spread between them. Some businesses may also target growth 
rates in return on equity. Capital-intensive businesses may set targets 
for return on assets and the firm’s degree of leverage. Scale-driven busi-
nesses in industries where larger firms can exert significant market 
power may track market share as a key metric.   In any case, the metrics 
chosen and the goals set should be centrally related to the firm’s eco-
nomic performance in its product market over time.

Financial goals must be aligned with operating goals measured 
by the business metrics that guide the management of a firm. Tying 
financial to operating metrics is critical for setting robust objectives. 
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Business metrics reflect the value and cost drivers that determine 
the firm’s market position. For example, measures of quality, ser-
vice levels, and time to delivery capture key aspects of value, while 
inventory turnover, administrative expense, and purchase price vari-
ance are important cost indicators. Business metrics also measure 
the sources of revenue growth. For example, revenue goals must be 
consistent with the number of salespeople and the average sale per 
person.  

  S & P Key Financial Ratios and Bond Ratings 

 One approach to understanding the meaning and usefulness of specific 
financial metrics is to look at how the agencies that evaluate company 
performance use them. One of the best-known debt rating companies 
is Standard & Poors. S & P rates company debt from AAA to below 
BBB—or junk status. The higher the bond rating, the lower the compa-
ny’s predicted risk of default, and so the lower the interest rate. A lower 
interest rate reduces the firm’s cost of capital, which allows investment 
in more projects. 

 To assign a rating to a bond, S & P looks at a company’s business 
position and financial statements. Business position is defined by char-
acteristics of the company’s industry, the company’s market position 
within the industry, and aspects of the firm’s organization and manage-
ment. These characteristics vary by industry. For example, when S & P 
rates the debt of an airline, it collects data on the firm’s market share 
and market share trend, its membership in a global alliance, utilization 
of capacity, pricing, aircraft fleet characteristics, labor costs, service 
reputation, and many other factors. 

 The key  general  financial ratios S & P uses are shown in  Table 2.2   . 
S & P also issues a set of guidelines to firms in each industry as targets 
for specific bond ratings. For example, the guidelines for the ratio of 
Funds from Operations to Total Debt—for firms in service, transpor-
tation, and manufacturing businesses—are shown in  Table 2.3   . This 
table conveys several interesting bits of information. Note first that no 
firm with a poor business position can get a debt rating over BBB, no 
matter how high its funds-to-debt ratio may be. Second, as the business 
position of the firm worsens, its financial statements must get better 
and better to receive a positive judgment from S & P. The guidelines for 
other ratios show a similar pattern. Having strong financial statements 
is therefore not at all sufficient to produce good debt ratings. Even so, 
the firm’s accounting data generally reflect the strength of its business 
position. 

 Stronger financial results will typically correlate strongly with 
higher ratings by S & P.  Table 2.4    shows the median values across the 
S & P ratings for long-term debt for industrial firms. These values form 
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two understandable patterns: (1) when some form of income is in the 
numerator, the highest percentages are associated with high ratings 
and (2) when some form of debt is in the numerator, the lowest percent-
ages are aligned with high ratings. To get a superior debt rating from 
S & P, therefore, a firm should make much more than it owes—a logi-
cal, reasonable rule to follow. 

TABLE 2.2  |  S & P Formulas for Key Financial Ratios

1. EBIT interest coverage—Earnings from continuing operations before interest 

and taxes (EBIT)/gross interest incurred before subtracting capitalized interest and 

interest income.

2. EBITDA interest coverage—Earnings from continuing operations before 

interest, taxes, depreciation, and amortization (EBITDA)/gross interest incurred 

before subtracting capitalized interest and interest income.

3. Funds from operations/total debt—Net income from continuing operations 

plus depreciation, amortization, deferred income taxes, and other noncash items/

long-term debt plus current maturities, commercial paper, and other short-term 

borrowings.

4. Free operating cash flow/total debt—Funds from operations minus capital 

expenditures, minus (plus) the increase (decrease) in working capital, excluding 

changes in cash, marketable securities, and short-term debt/long-term debt plus 

current maturities, commercial paper, and other short-term borrowings.

5. Return on capital—EBIT/average of beginning of year and end of year capital, 

including short-term debt, current maturities, long-term debt, noncurrent 

deferred taxes, and equity.

6. Operating income/sales—Sales minus cost of goods manufactured (before 

depreciation and amortization), selling, general and administrative, and research 

and development costs/sales.

7. Long-term debt/capital—Long-term debt/shareholders equity, including 

preferred stock, plus minority interest.

8. Total debt/capital—Long-term debt plus current maturities, commercial paper, 

and other short-term borrowings/shareholders equity, including preferred stock, 

plus minority interest.

TABLE 2.3  |  S & P Guidelines for Funds from Operations to Total Debt

 S & P Rating Category

Company Business Position AAA AA A BBB BB

Well above average 80% 60% 40% 25% 10%

Above average 150% 80% 50% 30% 15%

Average — 105% 60% 35% 20%

Below average — — 85% 40% 25%

Well below average — — — 65% 45%
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 The S & P metrics are based on accounting items found in the 
firm’s income statement and balance sheet. But evaluating the firm’s 
performance also requires capital market measures. Two of the most 
used are the cost of capital and Tobin’s q. 

 The firm’s cost of capital, often used as a means to discount the 
cash flows of investments, indicates investors’ expected return. If the 
project’s return on invested capital is greater then the cost of capital, 
then we can say the project is exceeding market expectations. On the 
contrary, if the return on capital is lower than its cost, then the proj-
ect should not be undertaken. An internal performance metric that 
includes the cost of capital is called  residual income  (see Chapter 11) 
and is a precursor to the more sophisticated methodologies used today 
to evaluate the firm overall.  12   

 The firm’s cost of capital is the weighted sum of its cost of equity 
and its tax-adjusted cost of debt. The cost of equity is commonly calcu-
lated using the  capital asset pricing model  or CAPM, which combines 
(1) the rate of return from investing in a risk-free security like a short-
term government bond, (2) the rate of return on a diversified portfolio 
of securities like the S & P 500, and (3) the association of the firm’s 
share price with this diversified portfolio, called the firm’s  beta.  The 
relationship among these variables, according to CAPM, is: 

 Expected return on equity   the risk-free rate   beta x (a diversified 
portfolio’s return minus the risk-free rate) 

 Obviously, the closer the beta is to zero, the closer the expected return 
on equity is to the risk-free rate. 

 Tobin’s q is the ratio of the firm’s market value (the market value of 
its equity plus the book value of its debt) to the replacement value of 
the firm’s assets. The measure is named after James Tobin, the Nobel 

EBIT interest coverage 21.4 10.1 6.1 3.7 2.1 0.8 0.1

EBITDA interest coverage 26.5 12.9 9.1 5.8 3.4 1.8 1.3

Fr ee operating cash 

flow/total debt 84.2% 25.2% 15.0% 8.5% 2.6% (3.2)% (12.9)%

FFO/total debt 128.8% 55.4% 43.2% 30.8% 18.8% 7.8% 1.6%

Return on capital 34.9% 21.7% 19.4% 13.6% 11.6% 6.6% 1.0%

Operating income/sales 27.0% 22.1% 18.6% 15.4% 15.9% 11.9% 11.9%

Long-term debt/capital 13.3% 28.2% 33.9% 42.5% 57.2% 69.7% 68.8%

Total debt/capital 22.9% 37.7% 42.5% 48.2% 62.6% 74.8% 87.7%

No. of companies 8 29 136 218 273 281 22

TABLE 2.4  |  Median Financial Ratios for Industrial Firms

 S & P  Rating Category

Financial Ratios AAA AA A BBB BB B CCC
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Prize winner who developed it. When Tobin’s  q  is high, the firm is 
more valuable to investors than the assets under its control, suggesting 
that it has used and promises to use these assets productively. When 
Tobin’s  q  is low, or even negative, investors believe the firm’s assets have 
a weak future under current management.  

  Setting Goals 

 Confronted with setting financial goals, managers commonly rely on 
two benchmarks: the firm’s historical performance and the perfor-
mance of competitors. A firm is usually aware of its own financial trend 
and sets goals to improve it. Benchmarking against rivals shows the 
extent to which this trend is based on industry- as opposed to firm-
specific factors. 

 If the firm’s trend is below the industry average, then the long-term 
market position of the firm is vulnerable. More aggressive goals and 
the innovations to achieve them are required. If its trend tracks the 
industry average, the firm’s performance is subject primarily to indus-
try forces. In this case, goal setting hinges on whether the firm can 
develop a strategy to grow faster than competitors. Finally, if the trend 
is above the industry norm, the firm must focus on staying ahead. 

 Many firms advocate setting “stretch” goals, which push manage-
ment to exceed expected performance targets based on firm or indus-
try trends or to overcome difficult barriers to growth or profitability. 
Stretch goals represent the far edge of the possible. Their benefit lies in 
stimulating a level of innovation beyond what management has already 
imagined. In many cases, even though stretch goals are not achieved, 
the initiatives and programs developed to reach them would not have 
been conceived without the extra push these goals provide.  

  Development of Strategic Initiatives 

 The essence of the strategic plan is the strategic initiatives through 
which the business intends to improve and defend its market posi-
tion. The initiatives define how the firm will compete in its market 
and achieve its performance targets. Together the initiatives should be 
consistent with the logic of creating and protecting a superior position.
They also represent the general categories that programs fall into for 
planning purposes. 

 General categories for initiatives are as follows:

 1.    Projects that directly improve the firm’s value drivers consistent 
with competitive forces and customer preferences, for example:

a.    Improve quality.  

b.   Enhance service.  

c.   Advance product technology.  

d.   Increase product line breadth.  
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e.   Support complements.  

f.   Increase brand awareness.     

 2.   Projects that directly improve the firm’s cost drivers, consistent 
with the product’s value.  

 3.   Projects that raise customer retention including:

a.    Increasing service levels.  

b.   Broadening the scope of the customer relationship.  

c.   Increasing the customization of the product to the 
customer.     

 4.   Investments in growth through:

a.    New sales channels.  

b.   New capacity.  

c.   New product development.  

d.   New research programs, if appropriate.  

e.   New geographical regions.     

 5.   Termination or turnaround of underperforming relationships, 
assets, and activities such as:

a.    Customers.  

b.   Products and projects.  

c.   Key assets, such as production facilities.  

d.   Regions.     

 6.   Development of risk management and compliance initiatives.    

 As a whole, strategic initiatives serve as an organizing framework 
for programs throughout the firm and can be used to track the progress 
of the business over the planning period. Such a tool is particularly use-
ful for assessing how well the plan is being executed.  

  Programs to Implement Strategic Initiatives 

 No plan can be effective without the development of operating pro-
grams.  13   Programs are the basic units through which the strategy 
is executed. They may be ongoing or created to achieve specific 
strategic initiatives. Developing programs in the planning process 
tests the feasibility of the plan’s goals and the initiatives designed to 
accomplish them.  

  Program Accountability and Schedule 

 Each program should have an accountable manager and a specific time 
frame for completion. Accountability and schedule make  monitoring 
programs simpler and tie their implementation to the firm’s com-
pensation and incentive system. Without a lead manager and a set of 
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milestones for each program, top management can lose its focus on 
executing the plan, increasing implementation costs substantially.  

  Program Valuation 

 The standard method for determining the economic value of a project 
is discounted cash flow (DCF) analysis, in which the cash flows associ-
ated with a project are identified and then adjusted in each period using 
a discount rate, typically the firm’s cost of capital. The adjusted cash 
flows are then summed to determine the project’s net present value 
(NPV). The overall value of the firm then is simply the sum of the values 
of the projects that comprise it. This methodology is important since it 
is tied to the firm’s valuation in its capital markets. In theory the higher 
the NPVs of a firm’s projects, the greater the firm’s market value. 

 A second useful method for project valuation, especially for proj-
ects that are relatively uncertain and involve multiple decision points, 
is real options analysis. Real options analysis is an extension of the 
options models applied to financial instruments. Real options are 
commonly used to value investments such as new production capac-
ity, technology projects, exploration projects such as oil or gas wells, 
and even joint ventures with other firms.  14   The sidebar on page 39 
compares NPV and real options as valuation methods. 

 No project with a negative NPV should be accepted. But this does 
not mean that a firm invests in all projects with a positive NPV over 
the planning period. NPV reflects a project’s net discounted cash flow, 
but it does not reflect when those cash flows occur. Firms will vary in 
the projects they choose based in part on their degree of myopia, or 
short-term orientation. A more myopic firm might discount long-term 
cash flows more heavily, leading to a set of programs based heavily on 
short-term returns. Another firm, more risk neutral, might invest in 
more long-term projects. 

 Which of these choices is correct? The planning process itself does 
not answer this question. A firm’s strategic decisions represent wagers 
on a variety of factors that influence long-term competitive advantage, 
including the rate of technological change, the growth rate of demand, 
trends in customer preferences, and the strength of isolating mecha-
nisms. Each firm’s plan thus reflects management’s decision-making 
biases and its assumptions regarding the firm’s long-term viability as 
the industry evolves. Although planning cannot directly correct for 
these tendencies, it can be very useful in surfacing them and analyzing 
their implications for firm performance. 

 Program costs are tied to the annual budget, while program per-
formance is measured by the business metrics included in the goals of 
the strategic plan. For example, the performance of customer service 
programs can be measured by program-level metrics such as customer 
satisfaction and by the higher-level customer retention outcomes that 
satisfaction should influence. The economic value of customer service 
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programs can then be calculated by analyzing service costs and the 
revenue received from repeat customers. The results of this analysis 
can then be compared with the return from investing in acquiring new 
customers to estimate the net economic value of customer retention.

   Table 2.5    shows a sample template for a set of programs under 
Customer Retention as a strategic initiative in the strategic plan.   

TABLE 2.5  |  Sample Program Template: Strategic Initiative—Customer Retention

 Improve Customer Retention
 (partial list of programs)

 Accountable  
Program Executive Start Date Finish date Status

 Completed

 1.  Customer relations Ted Wilson  Completed

management 

attrition model

 Ongoing

 2.  Staff training Mary L. Williams  Implemented Ongoing

 3.  Monitor Lillan Armstrong  Implemented Ongoing

customer service

 To Be Implemented

 4.  Customer relationship Bill Evans  Developed

management—       by 3/1/08

develop strategy

 5.  Customer relationship J. R. Morton  Developed

management—       by 4/1/08

information capture

 6.  Customer service— Earl Powell  Assessment of

formalize work       vendors 3/1/08—

management       Implement scheduling

       software 7/1/08

 7.  Customer service— Earl Powell  5/1/08

redesigned customer

survey

 8.  Customer service— Earl Powell  5/1/08

sales force survey

 9.  Customer service— Earl Powell  6/1/08

sales training with

customer service

10.  Develop new tools— Earl Powell  Design by 3/1/08

for analyzing     Implement

  performance data   by 4/1/08



Net Present Value and Real Options

A simple example serves to show the differences between NPV and real options methods.15 
A firm is considering investing $800 in a manufacturing plant. It produces a product whose 
price in the first year will be $100, with the revenue delivered at the time of the investment. 
In the second year the price may be either $150 or $50, with equal probability, and will 
remain steady thereafter. For simplicity, assume that the only cost the firm incurs to produce 
the product is building the plant and that the plant produces only one product each year. 
The diagram for the product’s price over time looks like this.

 Year 1 Year 2 Year 3 and beyond
  Price   $50 Price   $50
 Prob.   .5

Price   $100

 Prob.   .5
  Price   $150 Price   $150

The net present value of this investment is the total cost plus the value of the revenues 
over the life of the project, discounted at a rate of, say, 10 percent, which represents the 
firm’s opportunity costs of investing elsewhere. Since the firm receives a sure $100 in the 
first year and an expected value of $100 in every year thereafter:

NPV of the plant    800    ∑ 
t 0

   

 

       100 _____ 
(1.1)t

     800   1,100   300

Using this method, the firm should invest in the plant and makes $300 over its life.
Applying the real options methodology to this problem requires two important assump-

tions. First, the investment in the plant must be irreversible—that is, once built, the plant 
has virtually no resale value. Otherwise, the $800 investment could be recouped if the mar-
ket for the plant’s products did not materialize. Second, there must be some uncertainty 
about the future price of the product, as there is in year 2 of the example. Without uncer-
tainty, the concept of an option loses its meaning since there is no value to waiting for some 
future state of the market.

Given these assumptions, the key to applying the real options framework is to allow the 
possibility of waiting to make the investment until the future states are revealed. So, in the 
example, the firm might wait to invest until the beginning of the second year in order to 
observe which direction prices moved. If the price shifts to $50, the discounted value of rev-
enues is $500, which is below the $800 cost of the plant. In this case, the firm would clearly 
not make the investment. But if the price turns out to be $150, discounted revenues are 
$1,500, which is a very good return. The value of waiting for further information is therefore 
obvious. The calculation of the NPV when the firm waits is the following:

NPV   (.05)  [    800 _____ 
1.1

    ∑ 
t 1

   

 

     150 ____ 
1.1t    ]    $386
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The investment of $800 is discounted one period because it may not be made until year 
2, and the cash flows are multiplied by .5 since there is only a 50/50 chance the price will be 
$150. The value of the project if the firm waits is $386.

How much is waiting worth to the firm? The simple answer is the difference between 
waiting, $386, and not waiting, $300, which is $86. This is the value of the option to post-
pone the decision until the uncertainty regarding future prices is resolved.

Now imagine two kinds of plant: one that is available only in the first year and must be 
built then for $800, and another that can be built in either the first year or the second. The 
price of the second plant is yet to be determined. We know that waiting is more profitable, 
so the firm should be willing to pay more for the flexibility inherent in the second plant. But 
how much more?

To find out, we assume that the firm would not wait to build the plant if its cost was so 
high its NPV was less than that of the $800 plant built in the first year. So we need to cal-
culate the cost of a plant that could be built later and that has an NPV at least equal to the 
value of investing in the first year:

300   (.05)     c ___ 
1.1

    ∑ 
t=1

   

 

      150 _____ 
(1.1)t

  

where C is the unknown cost of the plant.
Solving for C shows that the firm would be willing to build a plant for at most $990 in 

order to be able to wait until the second year. The value of being able to wait is thus $190. 
Flexible plants that cost less than $990 will have a greater return than inflexible plants that 
cost $800 or more.

Finally, how the payoffs are specified over time is crucial in applying the real options 
framework. For example, if there are significant scale-driven cost drivers, such as scale 
economies or the learning curve, a firm that invests early will ultimately have lower costs 
and higher returns than competitors that wait. In this case, the payoffs of early movers 
should be higher, decreasing the value of waiting. Alternatively, if all firms can take advan-
tage of these cost drivers, the payoffs should be comparable and competitive forces do not 
affect investment timing.16

40
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  Planning in Multibusiness Firms 

 In a multibusiness firm the corporate strategic plan should be the core 
document for managing the organization as a whole. The elements of 
the plan are best understood in terms of the key corporate level tasks 
(see Chapter 11):

•    Allocate resources across business units through the internal 
capital market.  

•   Manage the portfolio of businesses for growth and profitability.  

•   Organize and manage relationships among the business units to 
increase value or reduce cost.  

•   Centralize activities across businesses to increase value or lower 
cost.  

•   Increase the economic contribution of the businesses through 
top-down initiatives.  

•   Develop corporate infrastructure that supports business unit 
value and cost drivers.    

 The corporate plan should include a section of each of these tasks, 
in addition to sections on each corporate staff unit—for example, 
legal, corporate development, human resources, information technol-
ogy, communications, accounting, finance, and the office of the CEO. 
Much of the activity at the corporate level is necessarily routine as 
it meets ongoing regulatory requirements. However, in an age when 
both compliance and internal audit are increasingly important, the 
potential benefit of annual planning for the corporate office cannot be 
underestimated. 

  Resource Allocation 

 The goal of resource allocation is to invest in and support those busi-
nesses whose projects produce the highest economic return. The stra-
tegic plan of each business outlines the drivers of the unit’s competitive 
position and the sources of its economic return. In conjunction with 
its knowledge of the businesses and their industries, corporate leader-
ship uses this information to determine which units will make the most 
money and skews resources towards them. 

 A useful way of comparing unit performance information is the 
Marakon profitability matrix (see Figure 2.1).   This simple array 
charts each business in the corporation in terms of (1) its trend 
in competitive advantage—gaining or losing and (2) the ratio of 
its return on equity (ROE) to the corporation’s cost of capital. The 
best position is to gain advantage profitably (a ratio of ROE to 
the cost of capital greater than 1); the worst is to lose advantage 
unprofitably. 
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 The four sample business units in Figure 2.1 differ substantially in 
their profiles, and these differences raise a number of questions. For 
example, why is unit 4 losing advantage and remaining highly profit-
able? Two possible but quite different answers are: The business is not 
reinvesting its profits in projects to counter more aggressive competi-
tors, or the average return on equity in its industry is high relative to 
the corporation’s cost of capital. Which answer is true has important 
consequences for future resource allocation.  

  Portfolio Management 

 A firm cannot ignore the inevitable erosion of its core businesses due 
to industry maturation. The corporate plan should therefore always 
address the challenge of new business development (see Chapter 10). If 
technology is an important value driver for business units that share a 
common technology platform, the corporate plan should include a sec-
tion on the development of core competence. This section should outline 
the development of the technology platform as new products or applica-
tions are introduced. An exception to including a section on managing 
the portfolio for growth might be when an organization is failing or 
bankrupt and therefore focusing exclusively on asset management.  

  Interbusiness Relationships 

 Chapter 11 outlines how multibusiness firms manage the transfers 
among the business units. An effective transfer policy aligns the value 
and cost drivers of the business units so that vertical integration improves 
their market positions. It is often the case that traditional transfer poli-
cies have become obsolete as business unit markets have changed, 
creating unproductive interunit conflict and underperformance. 
The planning process is one mechanism for resolving these issues.  

ROE/Cost of Capital

Greater 

Than One

1

Less 

Than One

1

2

3

4

Gaining Advantage Losing Advantage

FIGURE 2.1 | The Marakon Profitability Matrix

Source: Adapted from Michael Rabin, Uta Werner, and Jim McTaggart, “Beyond Performance Measurement: The Use and Misuse 

of Economic Profit,” Marakon Associates, August 1, 1994.
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  Centralization of Activities 

 The corporate strategic plan in a multibusiness firm should also articu-
late how shared or centralized activities, such as marketing, logistics, 
or procurement, contribute to business unit performance. The assump-
tions behind centralization are critical for the strategic direction of 
the business units, since shared activities have a direct influence on 
value and cost drivers. The planning process presents an opportunity to 
assess how centralization affects business performance and to improve 
firm practices and policies.  

  Top-Down Initiatives 

 Top-down initiatives are a key contribution of corporate leadership to 
business unit performance. The planning process provides an oppor-
tunity to look at their impact and identify where new initiatives may 
be warranted. Particularly important are initiatives, such as quality 
and innovation programs, that influence business unit market posi-
tions directly.  

  Corporate Infrastructure 

 The functions of the corporate office—legal services, human 
resources, information technology, accounting, and finance—have 
both support and compliance roles regarding the business units. An 
overview of how these functions contribute to business unit strate-
gies can be a useful part of the plan, especially if ad hoc problem 
solving that involves corporate and business policies has ceased to 
be effective. Including separate sections in the plan for each func-
tion can also be useful, as markets and regulatory requirements 
change.   

  Summary 

 In this chapter we have covered how firms, both single and mul-
tibusiness, develop strategic plans to improve performance. The 
best plans are a line management tool, not the result of a staff 
exercise. They arise from a spirited discussion of the opportuni-
ties and challenges the firm faces and incorporate new ideas based 
on openness and experimentation. The results of this discussion 
then constitute the firm’s commitments, through initiatives and 
programs, to improve its market performance. Strategic planning 
is thus a key event in the annual cycle of organizational assessment 
and renewal.  
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  Summary Points 

•     Strategic planning is fundamentally a line, not a staff, activity.  

•   Strategic planning extends top management’s leadership and 
power.  

•   Strategic planning overcomes organizational drift.  

•   Strategic planning is not strategy execution, but it makes 
execution more effective.  

•   A strategic plan at the business level should have the following 
elements: mission statement, analysis of the industry, goal setting 
on financial and operating metrics, strategic initiatives, and 
operational programs.  

•   A strategic plan at the corporate level in a multibusiness firm 
should be the core document for managing the organization as a 
whole.  

•   The corporate plan should serve the following functions:  

  Allocate resources among the units.  

  Stimulate the creation of new businesses.  

  Organize and manage interunit relationships.  

  Centralize activities across the business units.  

  Develop top-down initiatives.  

  Develop corporate infrastructure.     

  Questions for Practice 

 Think of an industry in which you are working or have worked or 
that you are researching to answer the following questions.

 1.    How does your organization use strategic planning to develop 
projects and allocate resources?  

 2.   How effectively does your firm utilize a scan of the industry in its 
planning process?  

 3.   How effectively does your company set financial and operating 
goals?  

 4.   How has your firm used the strategic planning as a problem-
solving process?  

 5.   How has your company used strategic planning to expose and 
neutralize destructive cognitive biases in decision making?  

 6.   In what ways does strategic planning help your firm in project 
evaluation?  
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 7.   What are the key strategic initiatives your company has taken and 
how are they linked to your strategic plan?  

 8.   In what ways does your firm link program development to 
strategic planning?  

 9.   How does your firm link strategic planning to the core elements 
of strategy execution?  

 10.   How are the key financial tools your firm uses to make 
investment decisions tied to your strategic planning process?      
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   Introduction 

 Leadership and organizational commitment are often viewed as the 
primary forces behind a firm’s success. All a firm needs to be successful 
is strong senior management and a compelling sense of forward direc-
tion.  1   These can certainly help a company improve its performance, 
and in many cases are essential. However, they work  only  if they are 
guided by the economic fundamentals of the business. Only when the 
company is guided by these fundamentals can it achieve a sustainable 
competitive advantage. 

 Competitive advantage is reflected in superior economic perfor-
mance compared to rivals. But sometimes strong macroeconomic and 
industry forces mask how much performance is a function of firm 
behavior. For instance, in a growing industry with high average prof-
itability, a firm’s performance may be determined more by industry 
trends than by the firm itself. For example, in the late 1990s many firms 
entered the IT consulting industry, and their performance was buoyed 
by the industry’s strong growth rate. But after 2001 when the market 
declined, weaker firms began to suffer and firms with stronger market 
positions, such as Accenture, began to stand out. The point is that those 
who expect that industry factors will be enough for strong long-term 
performance are always disappointed. 



50 Part Two Building Competitive Advantage

 To achieve a  sustainable competitive advantage,  a company must 
do two things. First, it must have a strong offense by setting and achiev-
ing an objective to attain a dominant market position. Market superi-
ority and competitive advantage are synonymous.  2   But just achieving 
market dominance is not enough. The second task is to develop a strong 
defense in order to protect the firm’s returns from the effects of com-
petition. Without an offense and a defense that are both creative and 
aggressive, no firm can have above-average performance or maintain 
it for long. 

 What do we mean by a firm’s  market position ? Basically, it is the dif-
ference between the value the firm offers its customers and the firm’s 
cost to produce that value. The higher the value or benefit customers 
get from a product at a given price, the more satisfied they are and 
the more they buy. For example, when you’re shopping for a new cell 
phone and look at several with the same price, you’ll probably buy the 
one that has more features that you want (e.g., camera, storage capac-
ity, e-mail and Internet access). Your preference for enhanced technol-
ogy might lead you to buy one cell phone over another, even though 
their prices are the same. But adding more features is likely to cost the 
cell phone company more money, and while having satisfied customers 
is important, the firm must also make a profit. If the firm offers a lot 
of technology, it may end up making no money at all. In other words, 
the firm must be productive in offering features to the customer. So 
the higher the value, in terms of technology, delivered to the customer 
and the lower the cost it takes to produce that value, the stronger the 
firm’s market position. 

 But the firm must also defend its market position from competi-
tors. Companies are always interested in stealing each other’s buyers 
and in copying the best parts of each others’ strategies. Because copy-
cats typically crowd the market and force prices down, successful inno-
vators must erect barriers around their customers and key assets. If 
the successful firm can’t protect itself from rivals, its advantage slowly 
disappears. For example, Xerox, once the dominant firm in copiers 
worldwide, has barely been able to withstand an onslaught of Asian 
competitors over the past 30 years, and Microsoft Windows today is 
facing increasing pressure from Linux, a nonproprietary computer 
operating system. 

 Both a superior market position, in terms of a high customer benefit 
produced at a low cost to the firm, and an effective defense against com-
petitors are necessary to achieve a sustainable competitive advantage. 
Neither alone is sufficient. There are many examples of successful firms 
that have followed this logic are many. Intel’s success in the microprocessor 
industry and Toyota’s increasing dominance in the automobile industry 
are due in large part to the abilities of these firms to provide products and 
services that offer value to customers at a level of efficiency rival firms 
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cannot imitate. Other businesses with strong defendable market posi-
tions are Nucor in steel and Southwest Airlines in the U.S. airline 
industry.  

  Competitive Positioning with Customers 

  The Value–Cost Framework  3   

 Effective  competitive positioning  means first offering a product whose 
characteristics match buyer preferences. We can think of the product’s 
value to the customer as the highest price he or she is willing to pay in 
the absence of a competing product and in the context of other items 
to buy. This price is called  willingness to pay.  Any higher price means 
that the customer simply refuses to purchase the product. A key point 
then is that, in the absence of fraud or extortion, the customer, not the 
seller, always determines the product’s value. 

 Customers rarely pay for the value they receive from the product 
because competition drives the market price down. Returning to the 
cell phone example above, consider how much you would be willing 
to pay for your current cell phone service, assuming you already had a 
phone. A few customers might not pay a nickel more. But my guess is 
that many would be willing to pay another $10, perhaps $20 or more, 
for the many conveniences cell phones offer, especially as the number 
of functions they perform multiplies. Why is the price for cell phone 
service less than our willingness to pay? The obvious answer is that 
companies selling the service compete on price to induce us to buy 
from them. 

 Another example: Imagine a manufacturing firm that is thinking 
about reducing its costs by buying a new machine. If only one supplier 
sells the machine, with no threat of entry, the supplier might ask the 
manufacturer to pay a price quite close to the amount that its costs are 
reduced, since this price reflects the machine’s value. In a competitive 
market, however, where several suppliers offer comparable machines, 
prices are likely to decline as the suppliers compete to get the custom-
er’s business. The more prices go down, the more money the customer 
makes from the transaction and the less the supplier makes. Note that 
even as the price is reduced, the value of the machine to the manufac-
turer, in terms of reducing its production costs, remains the same. The 
sidebar on page 52 presents a range of ways to estimate willingness 
to pay. 

 Effective market positioning obviously involves more than just sat-
isfying customers: They must be satisfied efficiently. Within an industry, 
firms vary not only in the kind and amount of value they offer but also in 
the costs they incur to produce that value. The simple rule is that compa-
nies that have achieved enduring success in their industries offer more 
value per unit cost than their competitors consistently over time.  



Estimating Customer Willingness to Pay4

A customer’s willingness to pay can be mea-
sured in several ways. Three measurement 
methods are internal engineering, customer 
perceptions of willingness to pay, and quan-
titative analysis of product attributes and 
purchase behavior.

Internal Engineering

In many cases, the economic benefit the 
product provides can be assessed by direct 
inspection. A new software product, for 
example, may reduce manufacturing costs 
by a certain amount compared to an exist-
ing system. Such an amount is typically 
measurable and, in conjunction with the 
costs of switching from the old to the new 
product, sets an upper bound on how 
much the company will pay for the new 
software.

Customer Perceptions of Product Value

A second way to determine willingness to 
pay is simply to ask the customer his or 
her perception of the maximum price he or 
she would be would pay before ruling out 
the purchase. Here the buyer simply states 
the benefit in dollar terms. Although this 
method seems reasonable on its face, poten-
tial customers do not always state the value 
they would actually use in deciding to buy 
the product.5 To solve this problem, several 
techniques have been developed to raise the 
buyer’s incentive to expose his or her real 
willingness to pay.6 These techniques try to 
use contexts that are realistic and specific 
to the situation in which the product is 
expected to be purchased, since the price a 
buyer might be willing to pay can vary over 
different settings. In one classic example of 
contextual variation, customers may pay a 
high price for a beer in a fancy restaurant 
and a low price for the same beer bought in 
a run-down grocery store.7

A simple example of the importance 
of context is shown in Table 3.1. In 2004 a 
random sample of shoppers in Guangzhou, 
China was asked whether they were will-
ing to pay more than the market price for 
goods sold in different convenience stores. 
Roughly 40 percent said their willingness to 
pay exceeded the market price for 7-Eleven 
stores. Competing stores received much less 
favorable assessments. Willingness to pay 
was thus clearly related to the store in which 
the product was bought, a testimony to 
7-Eleven, whose stronger reputation allowed 
it to charge higher prices.

Quantitative Analysis

The third method for determining willing-
ness to pay involves the complex statistical 
analysis of purchase decisions or of data 
from customer surveys. In this approach the 
analyst first puts together a list of product 
attributes—such as quality, functionality, 
service, geographical location, ease of use, 
and breadth of line—that might influence 
willingness to pay. Then the effects of these 
attributes on real or projected customer 
purchase decisions are estimated in con-
junction with the product’s market price. 
If these factors have no effect on purchase 
decisions, one could argue that a customer’s 
willingness to pay above the market price 
is zero. If, however, the factors have some 
influence on the purchase decision, their 
contributions to willingness to pay can be 
assessed.8

Let’s look at an application of this 
method to how much buyers of home 
appliances are willing to pay for energy 
efficiency and easy credit terms.9 A com-
mon assumption would be that both of 
these attributes would lead customers to 
pay more for an appliance, and in fact 
this has been found to be true. The table 
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TABLE 3.1  |  Customer Willingness to Pay for Convenience Store Goods in Guangzhou, China—2004
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below shows how much an average cus-
tomer would be willing to pay over market 
price for these attributes when purchasing 
a refrigerator.

The table shows that customers are 
willing to pay an extra $2.45 for every 
energy conservation dollar the refrigerator 
saves them, a remarkable premium. Cus-
tomers also will pay more to buy the prod-
uct through debt financing and are quite 
sensitive to the interest rate on the loan. 

Note that all three of these types of value 
to the customer—the degree of energy 
efficiency, the amount the customer can 
borrow to finance the purchase, and the 
interest rate—are under the control of 
the supplier and can be manipulated to 
increase demand.

The difference between a product’s value 
to the customer and the cost the firm incurs 
to produce and sell the product is the firm’s 
economic contribution. In competitive 

 Types of Value Offered Willingness to Pay
 to the Customer (Purchase price over
 (Value drivers) the market price)

 $1 savings from energy conservation $2.45

 $1 additional amount available to 
 be borrowed to pay for the refridgerator $0.32

 1 percent lower interest rate of the loan $39.43
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FIGURE 3.1  |   The Value Minus Cost (V – C) 
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markets, buyers capture part of the overall 
economic contribution the firm produces. 
This part—called the buyer surplus—is 
the difference between the product’s value 
to the buyer and its market price. The firm 
captures the rest, which is its profit—the 
difference between the price and unit cost 
(see Figure 3.1).

Generic Strategies

Some have argued that a successful firm 
must have one of two generic strate-
gies—differentiation or cost leadership.10 A 
differentiator invests in offering high 
value, and the cost leader has the lowest 
costs compared to the competition. These 
strategies apply to the market overall or to 
a market niche. In the case of a niche, the 
strategy is called “focus.” If a firm is nei-
ther a differentiator nor the cost leader, it is 
often called “stuck in the middle.”

There are many examples of apparently 
successful firms at one end of the market 
or the other. Rolex and Philippe Patek are 
obvious differentiators in the watch indus-
try. Both brands are noted for their high 
price and cachet and are sold primarily 
through jewelers as opposed to department 
stores. Hyundai in contrast is clearly a cost 

leader in automobiles. The Korean firm has 
made a mark in American and European 
markets selling sedans and minivans at 
very low prices and with a notable 100,000-
mile warranty to assure customers that low 
price does not necessarily mean low qual-
ity. Cars made in China (e.g., Chery) where 
labor and material costs are low may soon 
occupy the low-cost position of the world 
market.

From this perspective, a firm must 
make an essential trade-off: It must choose 
between investing in higher value or invest-
ing in lower cost; it can’t do both and be suc-
cessful. The differentiator’s investments in 
producing value cost money, raising costs. 
In turn, the cost leader tries to lower costs 
by reducing investments in value.

Figure 3.2a shows this trade-off in a 
simple way for three firms: D for differen-
tiator, LC for low cost, and SIM for stuck in 
the middle. SIM lies between D and LC on 
the high-value–low-cost continuum. The 
figure also shows the economic contribu-
tions of each type of firm. These contribu-
tions are simply the level of value the firm 
offers compared to the cost it incurs to pro-
duce this value. SIM provides more value 
than LC, the cost leader, but has higher 
costs; SIM also has lower costs than D, the 
differentiator, but produces less value. It 
is important to note that the trade-off SIM 
makes between value and cost produces a 
smaller economic contribution than either 
D or LC. Therefore SIM is at a competitive 
disadvantage.

Two important assumptions lie behind 
the argument that firms in the middle do 
poorly. First, because the resources and 
capabilities of a firm like SIM are not 
focused specifically on achieving either 
high value or low cost, the firm cannot 
compete effectively on value with the dif-
ferentiator or on cost with the cost leader. 
So when a company tries to pursue both 
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FIGURE 3.2  |  Value and Cost as Substitutes or Complements

a. Value and cost are substitutes b. Value and cost are complements
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value and cost at the same time, it suffers. 
The problem of the firm in the middle is 
thus one of strategy execution. The second 
assumption is that the customer base in 
the middle of the market isn’t large enough 
to allow the SIM firm to develop its abili-
ties significantly. That is, some custom-
ers gravitate toward the higher value of 
the differentiator and most of the rest are 
attracted by the cost leader’s lower price. 
A firm in the middle has little opportunity 
to improve its position.

An instructive example of the stuck- 
in-the-middle phenomenon is the domes-
tic U.S. airline industry at the end of 
2004.  Figure 3.3 displays three groups of 
 carriers— Network, Regional, and Low-
 Cost—using the categories of the U.S. 
Department of  Transportation. As the 
chart shows, only two groups have any 
profitable airlines: Low-Cost (Southwest, 
JetBlue, Airtran, and others) and Regional 
(American Eagle, Pinnacle, ExpressJet, and 
others). None of the legacy Network carri-
ers (United, Delta, American, Northwest, 
and others), which are stuck in the middle 
between the Regionals and the Low-Cost 

firms, are profitable. These airlines have 
been unable to lower costs sufficiently to 
compensate for the price reductions they 
have had to make in order to compete 
with Southwest and the other Low-Cost 
firms. The Regional airlines, interestingly, 
have higher costs than the other groups; 
but they also have much higher revenue 
per seat mile because of their special route 
structures, in some cases linked to the 
hubs of Network carriers. In fact, a num-
ber of the regional carriers are subsidiar-
ies of the parent companies that own the 
Network airlines. Not all the Low-Cost 
airlines are profitable, indicating that 
just because an airline has low costs does 
not mean it attracts enough customers to 
make money.

It should be noted that this map of the 
market is a snapshot. Over time the car-
riers oscillate between making and losing 
money, based on a range of factors includ-
ing labor costs, fuel costs, demand for air 
travel, price competition, and ongoing 
process innovations in operations that are 
specific to each firm. But in general the 
relative market positions of the airlines, 
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based on their average revenues and costs 
per seat mile remain roughly stable. It is 
an open question whether the airlines in 
the middle, the Network carriers, consis-
tently make less money on average than 
their competitors at the two ends of the 
market.

So let’s stop and think for a moment. 
Before we accept that stuck in the middle 
is always bad, let’s consider a well-known 
firm like Target, the U.S. discount retailer. 
Target sells products that are generally 
more upscale than Wal-Mart, the low-cost 
giant. At the same time, Target’s products 
are not as upscale as conventional U.S. 
department stores like JCPenney, Macy’s, 
Dillard’s, and Foley’s. Target is in the 
middle between these competitors. Can it 
make any money, squeezed between the 
two ends of the market? So far the answer 

is a resounding yes! In fact, in 2003 and 
2004 it made more money, in terms of 
return on sales, than both Wal-Mart and 
the bevy of department stores Target 
competes with.

Its superior returns can be shown in 
two simple comparisons. First, Target’s 
gross margin (the difference between reve-
nues and cost of goods sold) over revenues 
was close to that of department stores. But 
second, its operating costs over revenues 
were close to Wal-Mart. Thus, Target sold 
higher-value goods at lower costs than its 
immediate competitors. To understand 
Target’s market position, then, we thus 
need to look at both the value a firm offers 
customers—which determines the demand 
for its products and consequently its 
revenues—and the cost the firm incurs to 
deliver that value. The sidebar on page 58 

FIGURE 3.3  |  U.S. Domestic Airline Revenues and Costs, Fourth Quarter 2004
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FIGURE 3.4  | Comparing the Market Positions of JCPenney, Target, and Wal-Mart
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details how well Target performed in the 
middle. Target has succeeded (see Figure 
3.4), while the Network carriers in the 
airline industry struggled. How can these 
two competitive situations be reconciled?

The solution is to focus on what drives 
a firm’s value and cost, not on whether 
the firm is at the high or low end of the 
market. Firms build more or less effective 
cost positions in the context of what cus-
tomers are willing to pay for the product. 
Cost drivers may be powerful at high lev-
els of value and value drivers powerful for 
low levels of cost. Thus, a more innovative 

firm like Target may be able to achieve 
higher margins in the middle, even though 
the firm’s value to the customer is not the 
highest, and its costs are not the lowest. 
Figure 3.2b shows this relationship, where 
value and cost complement rather than 
substitute for each other.11

Ultimately, the difference between 
value and cost, not their levels, relative to 
competitors determines superior market 
positioning. Competitive advantage is not 
about differentiation or cost leadership. It 
is about producing and then protecting a 
greater economic contribution than rivals.
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Target

The Target Corporation began as a new line 
of stores for the Minnesota-based Dayton 
company, which became Dayton-Hudson and 
then eventually assumed the Target name in 
2000. The first Target, which opened near 
Minneapolis in 1962 as a discount operation, 
was designed to compete with Kmart and 
other growing low-cost retailers. Sam Walton 
started Wal-Mart at roughly the same time.

Target’s growth over the past 10 years 
has been remarkable. Ten thousand dollars 
invested in Target in June 1995, would have 
been worth $89,610 in 2005, a return of 
almost 800 percent.

How did the company achieve this 
astounding record? From the beginning, 
Target emphasized style at a very reason-
able price. The company has partnered with 
well-known designers, including Michael 
Graves and Isaac Mizrahi (now associated 
with Liz Claiborne), to develop and brand 

its products. At the same time, its cost 
structure makes it look more like Wal-Mart 
than a full-line department store. The abil-
ity to offer customers affordable chic and 
keep costs low is the key to Target’s success.

Table 3.2 shows Target’s quarterly return 
on sales (ROS), defined as operating income 
over revenues, in 2003 and 2004. Target’s ROS 
is compared to two competitors: Wal-Mart at 
the low-cost, lower-value end of the market 
and JCPenney, the full-line department store 
at the higher cost, higher-value end. During 
this period JCPenney experienced a success-
ful turnaround, which is observable in the 
table. Target’s ROS exceeds those of both 
firms in every quarter and is consistently 
about twice that of Wal-Mart. Tables 3.3 and 
3.4 show how Target manages to achieve 
such high relative performance.

Table 3.3 compares the firms’ gross 
margin over revenues. Gross margin is the 

TABLE 3.2  |  Return on Sales (ROS)
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Box Title

Box Title

difference between a firm’s revenues and 
the cost of goods sold. A high gross margin 
means that the firm has managed to buy 
goods cheap and sell them dear, which is 

typical of products that have a higher value 
to the customer. The ratio of a firm’s gross 
margin to its revenues shows how much 
value is produced by a dollar of sales. The 

TABLE 3.3  |  Gross Margin/Revenues
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TABLE 3.4  |  SGA Expense/Revenues
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Box Sub Title

Box Title

higher this ratio, the more differentiated the 
store. For example, Tiffany’s ratio in 2004 
was .54. Since JCPenney is the fanciest of the 
three stores compared here, it makes sense 
that it has the highest ratio of gross margin 
to revenues (average .38), followed by Tar-
get (average .31) then by Wal-Mart (average 
.23). So Target’s value to the customer is just 
a little closer to the value JCPenney offers 
than to that of Wal-Mart.

Table 3.4 shows how much it costs the 
firm to convince customers they should buy 
at its stores. This selling, general, and admin-
istrative expense (SGA) covers marketing, in-
store operations, administrative overhead, 
and so on. Dividing this expense by revenues 
indicates how much a dollar of sales costs 
the firm. The higher this ratio, the more it 
costs the firm to sell a dollar of merchan-
dise; the lower the ratio, the less a sale costs 
the company. So it makes sense that Wal-
Mart, a low-cost firm, should have the low-
est ratio (average 0.18), and JCPenney, the 
higher- value firm, the highest ratio (average 
0.33). Target again is in the middle (average 
.22). Here Target is much closer to Wal-Mart 
than to JCPenney. This fact, combined with 
the information in Table 3.3, indicates that 
Target sells its differentiated goods more effi-
ciently than either of its rivals. That is, Target 
has the greatest difference between its gross 
margin ratio and the SGA ratio, so it makes 
more money on every sales dollar.

In addition to return on sales, Target 
surpasses both Wal-Mart and JCPenney in 
return on invested capital (ROIC). Target’s 

ROIC was a little over 28 percent in both 
2003 and 2004. Wal-Mart’s was around 15 
percent for both years, and JCPenney had 
an ROIC of 16 percent in 2003 and 24 per-
cent in 2004.

Interestingly, Target was not only more 
profitable than Wal-Mart and JCPenney in 
2003 and 2004; it also grew faster in what 
are called comparable store sales. This mea-
sure captures how much the firm’s stores 
that have been around for a year or more 
are growing their revenues. It therefore 
indicates how well the firm is retaining cus-
tomers. The table below shows the compa-
rable store sales for the three firms in 2003 
and 2004.

Target’s growth has not always been 
so robust against Wal-Mart. In the previ-
ous four years (1999–2002), Wal-Mart grew 
faster. Why then has Target emerged so 
strongly as a market leader? One reason may 
be that consumer confidence in the United 
States is sufficiently strong that families are 
willing to spend a little more on their daily 
purchases in a store that is more appealing 
aesthetically. If this is so, then Target may 
be vulnerable to an economic slowdown 
that reduces the average family income. 
Another possibility is that the company has 
slowly perfected its retailing practices, espe-
cially in merchandising, and is now execut-
ing well enough to attract customers that 
used to shop at full-line department stores. 
A slowdown in the economy might increase 
the size of this market segment, helping Tar-
get and hurting JCPenney and stores like it. 

Comparable Store Sales Growth

 2003 2004

Target 4.4% 5.3%

Wal-Mart Stores 3.9 2.8

(excluding Sam’s Club and International)

JCPenney 0.9 5.0
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Whatever the answer, it is clear that Target 
succeeds because it offers customers higher 
value at a lower cost than its competitors.

What happened to Target’s relative 
performance after 2004? Its dominance in 
return on sales over Wal-Mart continued, 
but by 2007 JCPenney had caught up with 
it. By roughly maintaining its gross margin 
but steadily lowering its expenses, JCPenney 

raised its return on sales to match Target’s 
in 2007 at 9.5 percent. Note that the value of 
JCPenney’s products remained higher than 
Target’s, and it cost JCPenney more to pro-
vide that value. However, the performance 
of the two firms has converged. So it does 
not matter where the firm is positioned in 
the market.What matters for profits is the 
difference between value and cost.

  Value versus Cost Advantage 

 Even though being a differentiator is not sufficient for competitive 
advantage, the concept does highlight one way firms can compete. Dif-
ferentiation focuses on increasing customer value rather than reduc-
ing costs. When are such investments justified? An obvious answer 
is: when a high proportion of potential customers are value sensitive. 
The more sensitive to value improvements customers are, the more 
increased value induces them to buy the firm’s product. 

 Investing in value is common in an emerging market composed of 
early adopters who are highly attuned to product technology (a valued 
product attribute). Here competitors invest repeatedly in technology 
enhancements to attract more customers, while cost improvement is 
less of an issue. Investing in higher value can also lead to competitive 
advantage in  mature  markets as the case of Target shows. 

 More generally, pursuing a value advantage also is preferred when 
it produces a higher return than opportunities to reduce costs. Cost 
reduction is less attractive when all firms in an industry have access to 
the same processes and practices and to the same sources of lower-cost 
inputs. In this case, although a firm must lower costs to remain com-
petitive, it cannot improve its market position since all firms reduce 
their costs together. 

 Following the same logic, cost reduction provides a greater return 
when the marginal customer is price-sensitive, and the cost improve-
ment can be protected from competitors. In this case, the firm can 
lower its price and still maintain its margin. Price sensitivity is com-
mon in economies with low growth rates where customers have dimin-
ished expectations regarding future income. For example, Japanese 
buyers in the late 1990s became markedly more oriented toward price, 
as their economy continued to stagnate, allowing low-cost retailers 
such as Costco to enter the market successfully. 

 Cost-reduction programs are also more likely to be initiated when 
improvements in value are difficult or increasingly expensive. For 
example, major enhancements in value often become more expensive 
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in the later stages of a technology’s life cycle, as Intel found in the 
development of its 8086/8 microprocessor platform. As this platform 
matured, efficiency became more important for Intel both to main-
tain low prices and to develop the financial resources necessary for the 
costly iterations of technological innovation.  

  Value and Cost Drivers 

 What should firms focus on to increase productivity compared to 
competitors? The obvious answer is anything that raises value to the 
customer or lowers cost and leads to a net improvement in the firm’s 
market position. We will call the factors that determine customer value 
 value drivers,  and those that determine the firm’s costs  cost drivers.  
The reason we are interested in value and cost drivers is that they have 
a direct influence on the firm’s market position and therefore its degree 
of competitive advantage as Figure 3.5 shows. 

 An example of how value drivers play a role in competition was 
given earlier in the chapter in the box titled “Estimating Customer Will-
ingness to Pay.” There we looked at three factors that drove the pur-
chase of refrigerators. These value drivers were (1) the energy efficiency 
of the appliance, a feature of its technology; (2) the amount a customer 
could borrow to make a purchase, a feature of the vendor’s consumer 
financing policy; and (3) the interest rate on the customer’s loan, 
another financing variable. Firms that sold more efficient appliances, 

FIGURE 3.5  | Value Drivers, Cost Drivers and the Firm’s Market Position
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allowed consumers to borrow more money, and charged a lower interest 
rate on the loan, sold more than their competitors, even when the price 
of the refrigerator was considered. So why weren’t all refrigerator pro-
ducers investing heavily in each factor? Simply put, some firms could 
invest in these value drivers more cheaply than others. It is also likely 
that competitors assessed the effectiveness and the costs of each value 
driver differently. 

 Value drivers are an essential bridge between the firm’s investment 
decisions and the benefit customers receive from the product. Invest-
ment decisions constitute wagers on what customers want. Controlling 
for cost, firms that make better bets are more successful. The value 
drivers these firms invest in attract more buyers than their rivals or 
they attract buyers who are willing to pay more money. 

 There is no complete list of value drivers to cover all transactions, 
nor should there be. All markets have idiosyncrasies that need to be 
defined in the light of how customers perceive the product they are 
offered. An effective definition of value drivers in specific markets will 
take these special conditions into account. Nonetheless, a common set 
of value drivers can be identified across a wide range of markets and 
discussed in general terms. The 12 described below constitute such a 
list. 

  Technology   Positioning the product with superior technology 
implies better design, features, or functionality than competitors. 
We live in a technologically intensive society, but this does not mean 
that investing in more technology always produces value. Although 
some buyers require higher functionality and features, others may 
trade off better technology for a lower price if their tasks are less 
technically demanding. Further, the interplay between technological 
innovation and customer buying patterns is central to competition 
in technology-intensive industries. For example, when technologi-
cal change is rapid, some customers will avoid investing in the 
most advanced technology in the expectation that it will soon be 
supplanted.  

  Quality   A product’s quality entails its durability and reliability, as well 
as its aesthetic effect. In many industries, customers will not accept 
quality below a relatively high level, either because of safety concerns, 
as in automobiles and airplanes, or the high cost of downtime, as in 
telecommunications equipment. In other industries, there is signifi-
cant room for a moderate quality producer. The quality of wines varies 
substantially, for example.  12    

  Delivery    The delivery of a product within a specified time frame can 
be a key performance attribute. The diffusion of just-in-time logistics 
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procedures has increased expectations about delivery times in many 
industries, especially durable goods. Customers in growing industries 
value a firm’s ability to deliver goods or complete a project on schedule 
since, without on-time delivery, downstream market share may be lost 
to faster competitors.  

  Breadth of Line   Customers may value a broad product line for sev-
eral reasons. First, a broader line provides one-stop shopping to fill 
a variety of needs.  13   For example, intermediary distributors, whether 
online (such as Amazon) or primarily bricks and mortar (Home 
Depot), value vendors with a wide range of products since buying a 
broad line from one firm reduces procurement and logistics costs. 
Second, some firms, such as Ryobi in garden appliances, sell modular 
products with interchangeable parts, lowering the customers’ costs. 
Third, buying from one supplier ensures better compatibility at the 
interfaces between products when they are used as an ensemble as, 
for example, in telecommunications. Fourth, a broader product line 
may lower customer search costs creating opportunities for cross-
selling or trading up.  

  Service   Many customers want firms to offer ancillary services that 
provide information on products and solve unexpected problems. The 
value some products offer customers can decline quickly if service is 
not effective. Service expertise can also compensate for poor customer 
experience with a product early in its life cycle, as bugs are identified 
and fixed. Further, an enhanced service capability can build customer 
loyalty. A good example of a firm that has built a strong value driver 
in service and breadth of line is Cisco Systems, as described in the 
sidebar.  14    

  Customization   Customized products frequently provide the buyer with 
appreciable value since they are tailored to the buyer’s needs. However, 
custom goods typically command a higher price reflecting their higher 
costs. However, with the advent of mass customization, driven by pro-
cess innovations originating in Japan, the prices of customized prod-
ucts in durable goods industries, such as personal computers, have 
declined. Dell has been the worldwide leader here. Sometimes stan-
dardized goods can compete effectively with custom products, as has 
happened in applications computer software. In this case, custom 
solutions have typically not been designed according to best practices, 
which standard software purports to embody. Standardized software is 
therefore cheaper and more current than older specialized solutions.  

  Geography   Geography offers two types of customer value: location 
and scope. Location adds value when the firm is close enough to its 
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Box TitleCisco Systems Value Drivers

Since its inception in 1984, Cisco Systems 
has been one of the clearest examples of 
strong market positioning based on two 
major value drivers: customer service and 
breadth of product line. In its telecommunica-
tions business, Cisco sells equipment to four 
types of customer—telecommunications
companies, large businesses (over 500 
employees), small businesses, and con-
sumers. Its product line consists of four 
segments or types of product: (1) routers, 
which move digital voice, data, and video 
transmissions from one network to another 
across the Internet; (2) switches, which 
send transmissions through local networks 
(e.g., LANs); (3) access devices, which allow 
remote users, such as home workers, to 
connect effectively with the Internet; and 
(4) other products such as services and net-
work management software.

John Chambers, Cisco’s CEO, demands 
excellent customer service from his employ-
ees. Service increases customer value since 
downtime in telecommunications equip-
ment causes an immediate economic loss. 
Cisco’s service processes are driven by its 
use of information technology, especially 
the Internet. Significantly, not only is the 
Internet an efficient means of solving 
customer problems, it is also Cisco’s core 
business. So Cisco’s use of the Internet in 
providing customer service is both a key 
capability supporting its market position 
and a demonstration of why the Internet is 
so useful.

Through the Internet Cisco connects its 
customers with the companies that manu-
facture its products. (Cisco is a devout out-
sourcer of manufacturing.) Customers are 

also connected directly to any Cisco unit that 
can help solve problems. And Cisco units 
are connected to each other. To the extent 
Cisco can assure customers that their needs 
will be met quickly and effectively with 
up-to-date technology, the company is able 
to increase demand for its products relative 
to competitors whose promises of better 
service may not be as credible.

Cisco has also been able to introduce a 
range of compatible products that together 
bind customers to Cisco’s technology. 
A recent example is telepresence, a video 
conferencing service. Cisco has been 
vigorous in licensing and promoting the 
technical standards underlying these prod-
ucts so that its customers benefit from a 
larger market of firms selling compat-
ible technology. Breadth of line increases 
value to the customer by providing an 
integrated system of telecommunica-
tions hardware and reducing problems of 
communication at the interface between 
system components.

But by far the most important capabil-
ity contributing to Cisco’s broad product 
line is the company’s expertise in acquiring 
and integrating other firms. In an industry 
with a very high rate of innovation, Cisco 
has developed a marked skill in identifying, 
acquiring, and integrating start-up firms 
whose technology is at the leading edge 
of an emerging subfield, such as optical 
switching equipment and wireless technol-
ogies, and whose management and culture 
fit well with Cisco’s organization. Cisco has 
recently acquired Linksys, a home router 
company, and Scientific Atlanta, a maker of 
set-top boxes.
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customers to lower the cost of coordination in handling logistics or 
other activities. Large durable goods assemblers—for example, Ford, 
General Motors, DaimlerChrysler, Toyota, and Nissan—frequently 
encourage their parts suppliers to set up factories near assembly plants 
in order to lower coordination costs. The concept of geographic scope 
extends location advantage to multiple regions. In this case, firms with 
facilities in multiple locations are better positioned to serve customers 
with a comparable geographic reach. For instance, large multinational 
customers benefit substantially from Citibank’s extensive global bank-
ing network.  

  Risk Assumption   A firm may signal the higher quality of its product by 
assuming a larger part of the risk of product failure. Warranties regard-
ing product failure are common for durable goods—for instance, auto-
mobiles or stereo equipment. Here the more extensive the guarantee, 
the higher quality the product is assumed to be. Thus, top-line car 
producers, such as Mercedes and BMW, offer more extensive warran-
ties on their automobiles than midrange car companies. Hyundai’s 
100,000-mile warranty is an example of a lesser automobile brand sig-
naling that its cars may have higher quality than consumers might 
otherwise expect.  

  Brand/Reputation   Brand and reputation both signal the level of product 
quality or performance. In some cases, such as Wal-Mart, the brand 
indicates adequate quality and low price, attracting price-sensitive buy-
ers. In other cases, the brand signals high quality or cachet, for exam-
ple, Tiffany or Rolex. Reputation pertains to a firm’s ability to keep its 
promises, whether with customers, partners, or, if retaliatory action is 
involved, with competitors. For instance, firms with strong reputations 
for partnering expertise—for example, Cisco in telecommunications 
equipment, Intel in semiconductors, and Amgen in biotechnology—are 
better positioned in markets involving interfirm cooperation than firms 
with histories of failed partnerships.  15    

  Network Externalities   Many markets exhibit  economies of scale in 
demand,  which means that the benefit each current customer receives 
from using the product increases as new customers are added. These 
economies are typically based on the adoption of a standard communi-
cation technology, as in telephone switches, word processing programs, 
or more generally, spoken and written languages. In the market’s early 
stages, many standards compete; but eventually one becomes domi-
nant, like Microsoft Word or Powerpoint.  16    

  Environmental Policies   Some buyers prefer to purchase from firms 
with progressive environmental policies. Although customers receive 
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an indirect rather than direct benefit from social and environmental 
programs, the effect these programs have on buying behavior can be 
significant. Interface, a Georgia carpet company, has built a strong 
image as a developer of operating practices linked to the concept of 
sustainability; that is, not harming the natural environment. The com-
pany initiated this program because customers were concerned about 
the company’s environmental policies and because the CEO had devel-
oped strong environmental beliefs. BP and GE are also industry lead-
ers in improving the environmental impact of company products and 
operations. Some food companies, like Whole Foods, have built their 
entire businesses around the promise of environmentally sound prac-
tices and products. This trend is rapidly expanding to all economic 
sectors in the developed world.  

  Complements   The value of many products increases with the avail-
ability of complements. Two products are complements when they 
functionally enhance each other and their demand curves are there-
fore positively correlated, as a host of examples illustrates. The value 
of DVD players rose as more movies and other types of entertainment 
became available on DVD disks. Extensive road systems made motor 
vehicles more useful. Sailboats need sails, and so on. In some cases, one 
firm can produce two products that complement each other. But this 
need not be so since the resources and capabilities required to compete 
in complementary industries can be quite different. For example, Intel 
does not write operating system software, and Microsoft does not make 
semiconductors. Yet the Intel Pentium chip and Microsoft’s Windows 
software are highly complementary.  17     

  Cost Drivers 

 Firms compete on cost as well as value. Opportunities to lower costs 
relative to competitors are present whether firms differ widely or nar-
rowly in efficiency. Cost drivers commonly occur within specific activi-
ties within the firm, like operations or logistics. Sometimes, however, 
they may involve more than one activity, as when operations, pro-
curement, and product design are coordinated to reduce input costs 
through outsourcing the production of components. The major cost 
drivers are described below. 

  Scale Economies    Scale economies  are related to the decline in a 
firm’s average costs with higher volume over the long term, as fixed 
costs are spread across a larger number of units produced. By defi-
nition, firms with high fixed costs cannot be profitable unless they 
produce at volumes above a breakeven amount. How average costs 
decline with increases in volume depends on whether fixed costs are 
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recurring or nonrecurring. Firms with recurring fixed costs must 
reinvest in new capacity in a stepwise fashion as volume grows. Here 
the average cost curve rises and falls as new facilities are added. In 
contrast, for many firms—for example, those producing media or 
information goods such as movies or software—the cost of develop-
ing the product is a large up-front investment that is nonrecurring 
and cannot be recovered (i.e., the process invested in cannot be sold 
to another firm). 

 In these industries, the average cost curve declines steadily with 
higher volume, and the profits made on sales beyond the break-even 
point can be substantial. This type of cost is often called “sunk” and 
can be a major impediment to the entry of firms in the industry and 
the imitation of a firm’s market position by current competitors, as 
discussed later in the chapter. 

 Scale efficiencies are typically tied to ongoing process innovation 
as a firm grows. Larger scale allows the firm to invest in more efficient 
processes so that variable costs per unit are lower. In turn, higher vol-
ume enables more standardized, usually automated, procedures. One 
of the most famous examples of this phenomenon is Ford’s assembly 
line, which revolutionized competition in the automobile industry in 
1908. Ford’s innovation was facilitated by higher car sales and wiped 
out many higher-cost competitors. 

 While it is common to identify a minimum efficient size in an indus-
try at which firms begin to achieve economies of scale, competitors typ-
ically vary in the volumes at which these economies are reached. The 
reason is that the production technologies of firms, although similar 
in many ways, vary enough that their cost structures are significantly 
different. This variation is driven by unique cost-reducing capabilities 
and by interfirm differences in the implementation of standard prac-
tices. Although these differences create an opportunity for more effi-
cient firms to achieve a competitive advantage, this advantage may not 
be sustainable. The reason is that as the firm grows, it may not be able 
to apply its cost-reducing capabilities beyond a certain size.  18    

  Scope Economies   Another source of lower costs is  economies of 
scope.  A firm achieves economies of scope when the cost of produc-
ing two products using shared assets and practices is less than the 
costs of producing the products separately. The concept also applies 
to lowering costs through sharing assets across geographical loca-
tions. For example, a firm may enter a new geographical market by 
investing in an infrastructure that supports several regional facili-
ties, but opening these facilities sequentially, as Wal-Mart typically 
does. The firm begins to achieve economies of scope in the regional 
system when it has enough facilities to cover the costs of the shared 
infrastructure. 
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Low Costs at the Vanguard Group

An interesting example of a firm that 
emphasizes cost reduction is the Vanguard 
Group, a mutual fund company. Vanguard 
uses both economies of scale and company-
specific practices to keep its costs low, 
thereby giving it an advantage over com-
petitors. An example of how low costs help 
the company is in its money market mutual 
fund business, a very challenging industry. 
Money market funds invest in short-term 
securities and therefore have a low yield 
but also a low risk of default. Because of 
their low risk, these funds are often seen as 
a substitute for cash. An investor in a fund 
receives a net return, which is determined 
by how much money the fund makes fore-
casting government interest rates and how 

much the fund spends managing its opera-
tions. It turns out that although funds differ 
in their forecasting ability, on average they 
do not pass along their forecasting earnings 
to customers. So, net yields differ across 
funds primarily because of variation in their 
expenses, and Vanguard has low costs com-
pared with other firms. The company’s low 
cost structure thus allows it to have higher 
profitability in a very competitive market as 
well as the flexibility to provide higher yields. 
Higher yields in its money funds attract 
more customers, which increases the size of 
Vanguard’s assets. Greater size reduces costs 
further through economies of scale. In this 
way Vanguard’s competitive advantage due 
to its superior cost structure can endure.

 A cost advantage over competitors through economies of scope 
can be achieved in two ways. First, two products may share a 
specialized resource that is more efficient than competitors. For 
example, Nucor has developed highly efficient minimills, each of 
which manufactures many steel products. These are produced at 
low cost in part because they share a common production system. 
Second, the practices a firm uses to coordinate asset sharing may 
be superior to competitors’ practices. More efficient coordination 
practices, relative to competitors, contribute to a cost advantage 
for each product.  19    

  The Learning Curve   A third source of lower costs is the refinement 
of practices due to learning within and across activities. Originally 
observed in aircraft assembly, the learning curve has long been 
recognized as a key contributor to making production systems 
more efficient, especially in technically complex processes such as 
semiconductor manufacturing. Complex processes have more steps 
and are more complicated within each step. Since initial produc-
tion designs are never the most efficient, line workers and engineers 
experiment with new practices in order to reduce costs as volume 
increases. 

 Most learning curves are quite steep, with the major improvements 
occurring early in the life of the process. The effect of cumulative volume 
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on costs is thus commonly represented by an exponential function. 
As the amount produced doubles, costs decline by only a fixed percent-
age. This percentage, and therefore the shape of the learning curve, 
varies according to the activity involved. 

 To achieve a cost advantage through the learning curve, a firm must 
learn faster and longer than rivals, typically through producing more 
volume first. Differences in learning rates across firms in an industry 
are determined by their capabilities, which are based on investments 
in employee expertise, training, and coordination. Companies also 
invest in organizational policies to exploit learning benefits once they 
are identified. For example, Intel has a policy, called CopyExactly, that 
mandates identical designs for major parts of the company’s manufac-
turing facilities. The policy makes the diffusion of process innovations 
to all plants more effective.  20    

  Low Input Costs   A firm can also have lower costs than its rivals because 
its inputs—materials, labor, capital, information, and technology—are 
cheaper. In global markets, cheaper manufactured inputs are available 
from low-cost operations in developing or newly developed nations, 
such as China and India. But if these input markets become available 
to all competitors over time, the firms that move early to exploit this 
opportunity will experience only a temporary cost advantage. Thus, 
the source of low input costs must be protected from competition to 
achieve an enduring advantage. 

 A firm may also benefit from lower capital costs. Larger firms 
with stronger balance sheets typically have a lower cost of capital than 
smaller competitors. The benefit of lower capital costs is that they 
allow a company to invest in more opportunities. A smaller business 
that is part of a diversified corporation may thus gain from its parent’s 
superior financing costs. 

 Partnerships between firms can also be a source of lower-cost 
inputs, especially information and technology. The alliance between 
Wal-Mart and Procter & Gamble focused on lowering costs in logis-
tics is an example. Reciprocal agreements between companies can also 
lower transaction costs and smooth the transfer of proprietary assets 
that would be costly to acquire in the open market. These partnerships 
may provide information on common customers, for example, and 
cross-licensing agreements can reduce technology acquisition costs, 
as is common in the semiconductor industry.  

  Vertical Integration   In many circumstances, vertical integration can 
lower the cost of coordinating transactions between adjacent activi-
ties in the design and commercialization of the firm’s product (see 
Chapter 7). Transaction costs in the market are typically higher than 
comparable in-house costs when the adjacent activities are specialized 
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to each other.  21   However, reducing lower transaction costs within the 
firm depends critically on how the firm is organized (see Chapter 11). 
More centralized control over the interface between activities is likely 
to improve coordination. Likewise, decentralized control over the 
interface, which means that it resembles a market, lowers the ben-
efits received from vertical integration. Coordinating the relationship 
between vertical integrated units may lower the firm’s costs, improve 
customer value, or both.  22    

  Organizational Practices   Firm-specific process innovations, based in 
organizational practices, are a major source of lower costs relative to 
competitors. Firms that focus on lowering costs tend to develop a range 
of efficiencies in all activities, especially operations and logistics. To 
provide a persistent cost advantage, these programs must be difficult 
to imitate. An excellent example of a firm that continuously innovates 
to lower costs is Southwest Airlines, which has pursued cost-reduction 
programs since its inception. Also, Japanese automobile manufactur-
ers, such as Toyota, are legendary for their ability to reduce costs in 
operations.    

Isolating Mechanisms   

 To defend its superior market position from erosion by industry forces, 
a firm must prevent rivals from copying its core assets and practices 
and must induce customers not to switch to comparable or substitute 
products. Firms employ a variety of means to protect their resources, 
capabilities, and customers from competitors. These  isolating 
mechanisms  range from exercising property rights to maintaining a 
high rate of innovation to increasing customer costs in searching for 
new products (see Figure 3.6).  23   

 To understand how firms protect their market positions, it 
is useful to introduce the concepts of resource and capability. A 
 resource  is a relatively stable, observable asset—such as a brand or 
geographical location—that contributes to the firm’s value or cost 
drivers. Resources can usually be priced in a market and traded by 

FIGURE 3.6  |  Isolating Mechanisms
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their owners. A  capability  denotes the firm’s ability, using its orga-
nization and people, to accomplish tasks at a high level of expertise 
continuously over time. One example of the effect of a capability is a 
continuous decrease in cost through learning focused on efficiency 
as the firm grows; another example is the persistent shortening of 
the design-to-production cycle as each new product is developed. 
Capabilities are created and maintained through the coordinated 
efforts of the firm’s employees and are impossible to trade without 
selling the whole company or, at a minimum, the units where the 
capability resides.  24   

 Resources and capabilities are developed over time within the 
firm or bought with more or less accurate foresight for their strate-
gic value.  25   They define the kind and amount of value the firm offers 
as well as the cost the firm incurs to produce this value. They thus 
determine the firm’s market position and must be defended from 
competitors. 

 To defend its market position, the firm must align its value and cost 
drivers, and the resources and capabilities that produce these drivers, 
with the isolating mechanisms that reduce imitation and increase cus-
tomer switching costs. Without these mechanisms competitive forces 
would quickly eat up the firm’s profit. 

Preventing Imitation  

Property Rights  26     A resource that can be protected through rights of 
ownership is among the most durable sources of a superior market 
position. Trademarks and patents, for example, are crucial legal safe-
guards against the imitation of brands and technologies, respectively. 
Without these protections, the returns from investing in these assets 
would be significantly lower. However, resources vary in terms of how 
well they can be legally protected. Patented biotechnology innova-
tions, for example, can usually be “designed around” as competitors 
create new compounds that mimic the function of the patented sub-
stance but not closely enough to constitute an infringement of the 
first innovator’s rights. 

 In some cases, firms avoid patenting a core resource because 
the process would expose details about its design, thus making it 
easier to imitate. In addition, property rights are especially hard to 
enforce across borders. Many countries, such as China before its 
entry into the World Trade Organization, have legal systems that 
do not impose strict, consistent sanctions on copying technologies, 
brands, or other strategic assets. This inattention to property rights 
can weaken the motivation of firms within the country to innovate 
as well as the incentive of foreign firms to compete in the country’s 
markets.  
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  Dedicated Assets   If the resource is external to the firm—for example, 
a dedicated distribution channel or supplier of specialized inputs—the 
firm can turn the resource into a  dedicated asset  by absorbing its 
output of goods or services, thereby preventing competitors from using 
it. Firms can also tie up assets through partnerships and long-term con-
tracts. Rupert Murdoch’s expansion of Fox’s global media franchise is 
based on locking in key communications channels, especially satellite 
systems, early in the development of a market, as Fox did in the United 
Kingdom and Australia. 

 The benefit of a dedicated asset depends on its relationship to 
the firm’s value and cost drivers. For instance, tying up suppliers of 
low-cost inputs helps a firm protect its cost advantage. Similarly, 
locking in a supplier of advanced technology can help sustain a 
value advantage. But a dedicated asset preserves a firm’s market 
position only as long as the returns to building an alternative to the 
asset are so low that imitation is deterred. When the market growth 
rate is high and the expected size of the market is large, rivals may 
invest in new assets, like distribution channels, that compete with 
the firm’s dedicated source. In this case absorbing the capacity of 
a critical asset is not sufficient to protect the firm’s competitive 
advantage. 

 Dedicated assets are also vulnerable to self-interested behav-
ior by the asset owner. When the asset owner attempts to capture 
more profit by raising the price or lowering value, the firm’s mar-
ket position is threatened. Potential solutions are to acquire the 
asset from the owner, develop a proprietary alternative to the asset 
in-house, or change the firm’s strategy to remove its dependence 
on the asset.  

  Causal Ambiguity   In many instances, it is simply not feasible for an 
outsider to copy effectively the procedures that underlie a capability. 
This impediment to imitation is called  causal ambiguity .  27   Unlike a 
resource, which can generally be priced and traded, a capability is typi-
cally based in organization-specific routines that cannot be separated 
from the firm itself. How the capability is executed is hidden from 
view and so cannot be replicated by rivals. Its “causes” are “ambigu-
ous.” For example, when Southwest Airlines found in the early 1970s 
that it was possible to turn a plane around at the gate in less than 
20 minutes, thereby increasing the number of short-haul flights the 
plane could make each day, many competitors rushed to Houston to 
see the company’s employees in action. But, even though the practices 
were observable, they were enabled by a set of conditions the other air-
lines could not replicate: flexible labor rules, employee commitment, 
the absence of baggage transfers, no assigned seating, and standard-
ized boarding passes. Also, beneath the observable procedures were 
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hidden, tacit rules among pilots, baggage handlers, ground crew, and 
others that speeded up the process. So, even if a competitor were able 
to organize its personnel along the lines of Southwest, the interactions 
of the rival’s employees would not be as effective. 

 Causal ambiguity makes it impossible for companies to develop 
capabilities that are exact copies of each other, and variation among 
the firms in how they perform activities leads to different performance 
levels. Moreover, these differences in performance persist over time as 
each firm develops its practices along a relatively unique path. Causal 
ambiguity therefore acts as both a barrier to improvement for the poor-
performing firm and a shield against imitation for the firm with a supe-
rior market position. 

 The capabilities that underlie value drivers such as delivery, quality, 
service, and customization are typically more difficult to understand 
and imitate. These capabilities almost always evolve through process 
innovations that rivals find it hard to model effectively. However, the 
ability of any firm to achieve a value advantage on the basis of these 
drivers is reduced when powerful buyers insist on adherence to industry 
performance standards, such as the ISO series of quality certification 
protocols. An exception may be customization, for which standardized 
metrics are hard to create. 

 Two cost drivers for which causal ambiguity is strong are the learn-
ing curve and organization-specific practices, such as at Southwest Air-
lines. Although many industries have established tacit benchmarks for 
effective learning in a specific activity, competitors vary systematically 
around them, indicating difficulty in copying the best firms. Causal 
ambiguity protects the capabilities underlying these cost drivers from 
imitation and thus allows more able firms to sustain their cost advan-
tage. More generally, causal ambiguity protects firms that have estab-
lished a cost advantage because of superior coordination practices or 
continuous cost-based process innovation. Toyota is a good example of 
a firm that has both value-creating and cost-reducing capabilities that 
are very hard to copy.  

  Sunk Costs   Another impediment to replicating a capability or a 
resource is the  sunk cost  that must be incurred in the learning or 
development process. An obvious relationship exists between causal 
ambiguity and a rival’s costs in learning a capability. The greater 
the ambiguity, the higher the rival’s costs of learning and experi-
mentation to become competent. But even when ambiguity is not 
high, development costs may be substantial. When the capability 
is complex or its execution requires knowledge that can only be 
developed over time, the sunk costs of developing a replica may be 
prohibitive. 



 Chapter 3  Competitive Advantage 75

 Dierickx and Cool have called the cost of trying to develop a 
capability in less time than the original firm a  time-compression 
diseconomy.   28   Diseconomies are greater when the stock of knowledge 
enabling the capability is organization specific. They are also larger 
when the capability’s contribution to value or cost drivers is dependent 
on characteristics of its developmental path. 

 If the stock of knowledge resides in an individual, not the organiza-
tion, then it would be possible simply to hire him or her to capture it. 
But one individual or even a group of managers cannot easily rebuild a 
valuable capability from an earlier employer, even when the practices 
are observable. An example of how rarely single individuals anchor 
a capability is Amazon’s attempt to replicate Wal-Mart’s expertise in 
logistics by hiring its senior logistics executive. Amazon found out that 
building the organizational practices that supported the original capa-
bility took much more time than anticipated. 

 A useful analogy is the scaffolding that is used to construct a build-
ing and then removed.  29   The scaffolding, representing earlier practices, 
is gone, but the building, or resulting capability, remains. To repli-
cate the capability, each firm must somehow simulate the effects of 
the scaffoldinglike practices, which increases its costs. This problem 
is endemic in benchmarking exercises between intense competitors, 
such as Bao Steel (China) and Posco (Korea) in sheet steel, which have 
different manufacturing histories but attempt to match value and cost 
in the present. 

 Sunk costs in developing a capability are also high when it is tied 
to complementary practices within an organization. For example, the 
effectiveness of Lincoln Electric’s piece-rate compensation system, 
which is a key contributor to the firm’s low cost structure, is tied to 
human resource, marketing, and production policies. It would be diffi-
cult for a competitor to copy Lincoln’s system without also adopting the 
policies that support it. But adopting these complementary policies and 
practices increases the cost of imitation. 

 The sunk costs of development are recouped only from the returns 
on the new resource or capability. When these returns are uncertain, 
higher development costs mean that rivals are less likely to attempt 
imitation. Citibank’s broad geographical scope in global commercial 
banking and Intel’s dominant standard in PC microprocessors are 
examples of resources based on sunk cost investments that are both 
formidably expensive for rivals to replicate and difficult to price with 
certainty, even though their benefits are perceptible.  

  Increasing Customer Retention  30   

 Firms are threatened by substitution as well as imitation. Substitute 
products have value-cost profiles based on resources and capabilities 
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that differ substantially from those of the products in the industry. For 
example, different modes of transportation—car, train, airplane—are 
obvious substitutes, each requiring very different resources and capa-
bilities to provide value to the customer. To prevent the erosion of its 
competitive advantage by substitutes and by competing products in the 
industry, a firm can either (1) increase the customer’s surplus relative 
to substitutes by raising the value offered or lowering price or (2) raise 
the costs of switching.  31   

  Switching costs  are based on three types of cost. First, the more a 
buyer must search for an alternative to its current product, the higher 
its  search costs  and the more expensive it is to switch to a new sup-
plier. Second, the more extensive and complex the process of switching 
from one product to another, the higher the  transition costs.  Last, the 
more new information and skills the buyer must learn in adopting a 
new product, the greater the  learning costs.  These three components 
of switching costs—search, transition, and learning—are a function 
of the supplier’s value drivers and so can be manipulated to increase 
customer retention. 

 Search costs are determined by inherent characteristics of the prod-
uct, specifically whether its value can be assessed without the product 
actually being used. A product whose value cannot be measured accu-
rately without a trial is called an  experience good . An experience good 
has higher switching costs because the buyer must try it out to find out 
what it’s worth. A new bottle of wine is an example of an experience 
good since its value cannot be assessed until the wine is drunk. A vet-
eran wine drinker will have less uncertainty, however, since he or she 
can calibrate the wine’s year, winery, appellation, and so on, to forecast 
how the wine will taste. 

 A branded soft drink, such a Coca-Cola or Pepsi-Cola, is not an 
experience good, simply because these companies strive to produce a 
uniform product in every bottle or can, no matter where it is produced 
worldwide. So, once a buyer has tasted the soft drink, there should be 
no uncertainty regarding the value of any bottle in the future. Thus, a 
product is more or less an experience good depending on buyer expe-
rience and product standardization, both of which affect the level of 
uncertainty regarding its value. 

 Many value drivers are directly related to increasing switching 
costs. Customization locks buyers in by providing the firm with deep 
knowledge of the customer’s business. This knowledge reduces com-
munication costs in the supply relationship and perhaps increases flex-
ibility, as long as the firm does not exploit the buyer’s dependence on it 
by reducing service levels or raising prices. The customer’s transition 
costs are raised when it shifts to a new product since it must throw out 
the old customized protocols. 
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 Reputation and brand also contribute significantly to customer 
retention. Reputation acts as a signal of performance that reduces the 
buyer’s uncertainty. Switching away from a major brand entails high 
search costs since it takes time to validate a new supplier’s promises. 
IBM, in its prime period of selling mainframes to large corporations, 
understood very well that its brand offered a certification of quality 
and service. 

 Firms competing on service expertise can create high switching 
costs since service performance is inherently an experience good. It is 
difficult for a buyer to assess the level of service without directly experi-
encing it in the context of specific problems. We need only think about 
our aversion to switching from suppliers of good service to understand 
how costly searching for alternatives can be. 

 Network externalities also increase switching costs, as the recent 
antitrust suits against Microsoft argue. These costs are caused by the 
time and expense of making a transition from the protocols of one 
standard to those of another. Adopting a new standard also creates 
learning costs. 

 In some industries, product line breadth may allow the customer 
to communicate seamlessly across products through standard inter-
faces, as in the example of Cisco’s switches and routers. Interoperabil-
ity increases the cost of switching to a competing supplier. The cost 
arises from the difficulty of designing a compatible interface between 
the products of the old supplier and those of the new. The buyer is 
more likely to replace the entire product line, which is much more 
expensive. 
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 A similar argument can be made regarding the costs of switching 
from a supplier with an extensive geographical scope that matches the 
buyer’s operations. In this instance, there need be no firm-specific tech-
nology that ties regions together. However, communication and coordi-
nation across regions are likely to be more efficient within a single firm 
than in a coalition of several firms that are geographically dispersed. 

 The combination of achieving a superior market position and 
defending it against competitors is shown in Figure 3.7. 

 Summary 

 In this chapter, we have discussed how competitive advantage is built 
and sustained. At its core, it means producing a larger economic con-
tribution than competitors and defending the sources of that contribu-
tion from rivalry. To establish a dominant market position, a firm must 
invest in resources and capabilities that determine value and cost driv-
ers. It is the difference between value and cost—not whether the firm 
has the highest value or the lowest cost—that determines whether the 
firm has an advantage. The larger this difference, the more productive 
the firm and the stronger its position in the market. 

 Protecting a firm’s economic contribution from competitors pro-
duces a larger and longer-lived financial return. By retaining customers 
and preventing the imitation of important resources and capabilities, 
a firm can reduce price competition and sustain margins. Without a 
defense against rivals, competitive advantage is either short-lived or 
cannot be achieved at all. 

 But no advantage is permanent. Ultimately, increased rivalry 
is inevitable. As competition beats down market prices, buyers cap-
ture more surplus, reducing the firm’s profits. Further, innovation by 
entrants and shifts in customer perceptions of value will eventually 
erode any market position.  

  Summary Points 

•     Competitive advantage is a combination of effective market 
positioning and defense against competitors.  

•   Market position is characterized by the difference between the 
value the customer receives from a product and the cost the firm 
incurs in producing this level of value.  

•   The firm’s resources and capabilities determine the value and cost 
drivers on which it competes.  

•   The customer, not the seller, always determines the value of the 
product.  
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•   The value of a product is the price at which a buyer would 
purchase it in the absence of alternatives or close substitutes and 
given the buyer’s other purchasing opportunities.  

•   Competition and bargaining with customers drive the market 
price below the product’s value.  

•   Two generic strategies, differentiation and cost leadership, are 
related to achieving higher value and lower cost, respectively.  

•   Generic strategies do not explain superior market positioning.  

•   A firm can occupy a superior market position without having the 
lowest cost or highest value.  

•   Defending against competitors is necessary to sustain a superior 
market position.  

•   Defense against rivals entails establishing isolating mechanisms 
to prevent imitation and retain customers.  

•   Imitation is reduced by strong property rights, dedicated assets, 
high causal ambiguity, and high development costs.  

•   Customers are more likely to stick with the firm’s product when 
their search costs, learning costs, and transition costs are high.      

  Questions for Practice 

 Think how you would answer these questions for your current 
company, your previous place of work, or a business you are studying.

 1.    What are the key drivers of customer value for your business?  
 2.   What are your business’s key cost drivers?  
 3.   What is the marginal cost of increasing customer value for each 

of your value drivers?  
 4.   How is your business positioned in terms of value and cost 

against your competitors?  
 5.   What market position consistently produces the most profit in 

your industry?  
 6.   How sustainable is the success of that market position?  
 7.   How successfully do you retain customers?  
 8.   What are the factors that determine customer retention in your 

industry?  
 9.   What important barriers to imitation do you use to protect 

your critical resources and capabilities against imitation by 
competitors?  

 10.   What barriers to imitation have your competitors erected to 
protect their key assets from imitation by your company?      
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  Introduction 
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common supplier markets emerge. Through increasing strategic inter-
action, the companies begin to recognize their mutual dependence, 
and their behavior and performance become subject to a set of com-
mon industry forces. How these forces affect the firms in the industry 
and how the firms respond is the focus of industry analysis. 

 Industry forces are important because they affect how much money 
a firm makes. They influence product price as well as the conditions for 
competing on cost and customer value.  Competition,  in many industries 
the most powerful force, commonly pushes prices down. Forces such 
as  buyers  and  substitutes  determine the lower bound of the value a firm 
must offer. These factors also influence the price at which the offer is 
made. Firms whose products are too low in value or too high in price 
simply can’t compete and must shape up or leave the industry. Another 
industry force,  suppliers,  plays a strong role in determining both product 
value and cost. By reducing the benefit their products provide, powerful 
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suppliers push down the amount of value firms in the industry can 
offer their customers; and by raising prices, dominant suppliers push 
up industry costs. Further, the threat of  entry  can cause firms in the 
industry to lower their prices or make commitments to keep potential 
competitors out. The irony is that these defensive moves can ruin profits 
in the industry even as they keep it safe from entrants. Finally, products 
that are  complements  (e.g., TV programming and TV sets) can raise the 
value of the industry’s product to its customers. To emphasize how each 
of these forces affects the firm’s market position (value, price, and cost), 
we will diagram the relationships as we discuss each one of them. 

 Industry forces can be strong and enduring or weak and transient, 
and, along with the macroeconomic environment (e.g., regulation, 
interest rates), can determine a level of performance around which 
firms in the industry vary because of their different strategies. The side-
bar shows how much variance in firm performance is due to (1) the 
firm, (2) its industry, (3) time, and (4) other unspecified influences. 
Although the effect of industry forces on firm performance varies by 
economic sector—manufacturing, services, transportation—in general, 
it appears to be quite significant. This is so even though the three sec-
tors all contain industries with firms that differ widely in their market 
positions (e.g., in cars, GM versus Toyota versus Hyundai). The table 
thus shows how important it is to understand the influence of industry 
forces on how well a firm performs.  

  Defining Industry Boundaries 

 No industry definition is absolute. But before we can analyze the forces 
in an industry, we need to identify its boundaries. Which firms belong 
in an industry and which do not? A reliable rule of thumb is to identify 
firms whose products do the same thing in the same way (technological 
similarity) and that compete with each other through changes in price 
and value (market interdependence).  1    Technological similarity  is nec-
essary to separate an industry from substitutes (e.g., air conditioners 
versus fans).  Market interdependence  among firms forms the basis for 
strategic interaction. 

 By market interdependence we mean that a change in the value or 
price of one firm’s product affects demand for the product of another 
firm. For example, a rise in value, holding price constant, increases the 
buyer surplus, which raises demand for a firm’s product at the expense 
of the other companies that compete with it. Typically, demand also 
increases for a product when its price is lowered, also at the expense 
of competitors. 

 Identifying strategic interaction among firms is more difficult when 
firms compete across geographic regions and customer segments. To 
analyze geographic competition, for example, we might clump together 
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How much do macroeconomic, industry, 
and firm factors contribute to a firm’s per-
formance? The answer depends on which 
sector of the national economy the industry 
belongs to. The charts below show the per-
centage contributions of macroeconomic 
factors, industry forces, the business itself, 
and random events, to business segment 
performance from 1980 to 1994.2

The year in which business performance 
is measured represents the general contri-
bution of macroeconomic factors. Although 
these factors varied substantially from 1980 
to 1994—there were three recessions and 
one stock market crash, for example—it 
appears that they have very little influence on 
economic returns in any of the sectors. How-
ever, the sectors differ quite a bit in the effects 
of industries and firms. In the manufacturing 

sector, industry forces explain about 11 per-
cent of a business’s performance, which is 
less than one-third what the businesses 
themselves explain (35 percent). But in the 
transportation sector, the amounts of these 
contributions are more than reversed: Indus-
try factors contribute 40 percent to business 
unit performance, but the units determine 
only 10 percent. The comparable percent-
ages for services lie between manufacturing 
and transporation—here the business unit 
contributes 33 percent to performance and 
industry 46 percent.

Although industry and business factors 
vary in their contributions across sectors, 
they are always important. So it pays to 
analyze both these factors carefully. The last 
chapter looked at businesses. This chapter 
looks at industries.
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firms that produce the same products in different parts of the world, 
but only if they have a common competitor that competes in both 
regions. For example, we might say that Kelon, a Chinese producer of 
air conditioners, is in the same global industry as Lennox, a U.S. air 
conditioner manufacturer, even though they sell only to customers in 
domestic markets. Kelon and Lennox can be linked because they both 
compete with Haier, the giant Chinese appliance company, which sells 
air conditioners in both China and the United States. 

 Firms in an industry typically align their product lines with one 
or more customer segments, but these segments can often overlap. A 
segment consists primarily of buyers with common preferences, but 
it also typically contains some buyers whose preferences blend into 
neighboring segments. For example, some people are very particular 
about the type of restaurant they like—say, fast food, casual dining, 
or upscale restaurants—while others of us will eat anywhere. The res-
taurant industry therefore has a fast food segment, a casual dining 
segment, an upscale dining segment, and so on. These segments are 
clearly distributed along the dimensions of value and price. Fast food 
is lower value and lower price; upscale restaurants, higher value and 
higher price. 

 Some firms choose to compete in a single segment and tailor their 
products to it. These firms are specialists. Other firms, called gener-
alists, offer one product for all segments or a line of products each 
tailored to a specific segment. A generalist offering one product is typi-
cally positioned in the middle of the market, drawing price sensitive 
customers up from the low end and value sensitive customers down 
from the high end. A generalist offering a product line competes by 
exploiting economies of scope across products to lower costs or by 
exploiting breadth of line as a value driver.  3   

 Two examples are McDonald’s and General Motors. McDonald’s is 
a classic specialist dedicated, obviously, to fast food. McDonald’s makes 
a lot of effort to serve Big Mac diehards and a little effort to serve those 
who might eat fast food some of the time. Does McDonald’s compete 
with Chili’s, a casual dining chain? Yes, but only barely, since the number 
of people who would eat lunch or dinner at both restaurants is proba-
bly rather small. In fact, restaurant businesses generally see themselves 
competing within segments rather than across them. A classic gener-
alist with a product line is General Motors. In 1927, Alfred P. Sloan 
reorganized the company’s car lines into divisions that were directed at 
specific customer segments. Each segment had a unique market posi-
tion. Chevrolet was the cheapest car with the lowest value and Cadillac 
was the most expensive and luxurious; Pontiac, Oldsmobile, and Buick 
fell in between. Sloan’s idea was that a customer would buy a Chevy 
when he or she was young and poor and then with age and more income 
migrate up the product line, eventually to a Cadillac. GM developed 
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economies of scope in producing components and in marketing 
and distribution. Other car companies, such as Toyota, Nissan, Ford, 
and Chrysler, are organized similarly. Many automobile firms thus 
compete against each other as multisegment generalists. But there are 
some specialist firms like BMW, a specialist luxury car company. In 
general, then, auto firms see themselves as competing both across seg-
ments and within them. 

 An industry’s boundary is affected by its stage of development. 
Early in an industry’s history, products may be similar only in what 
they are called. But over time the boundaries of the industry become 
clearer. For example, the first personal computers in the late 1970s and 
early 1980s differed remarkably in their technology and in the way they 
were produced and sold. Yet they performed roughly the same func-
tions. There were many segments in the industry, but the boundaries 
between them were unclear, since buyer preferences were vague. As the 
industry grew, standards in hardware and software were adopted (i.e., 
Microsoft/Intel on the one hand and Apple’s proprietary systems on 
the other) and customer expectations began to gel. As customer value 
and price began to converge across products, the industry’s boundaries 
became better defined.  

  How Industry Forces Influence Profitability 

 Industry forces may either decrease average firm profitability or increase 
it. From one point of view, firms are essentially contentious; they fight 
with each other over customers or with their customers over the spoils 
from a transaction. This perspective has substantial face validity since 
markets are generally organized as competitions. In fact, without rivalry, 
the basic notion of competitive advantage would have little meaning. 
Boeing battles Airbus, Lenovo and Dell go after HP, Target fights Wal-
Mart, and so on. This is the traditional view of industrial economics.  4   
But from a second perspective, there is much to learn from approaching 
industries as frameworks for potential cooperation or coordination. The 
point of this approach is that overall returns can be increased as firms 
benefit from cooperative practices such as setting standards, sharing 
information, and coordinating investments with companies that have 
complementary products. This view, captured by Brandenberger and 
Nalebuff ’s concept of the value net, is less conventional but needs to be 
attended to carefully.  5   

 Both the competitive and cooperative perspectives are use-
ful. Industry forces act as powerful constraints on performance, 
and every firm must address them. At the same time, many oppor-
tunities are typically available for increasing average profitability 
through (legal) coordinated action. In this chapter, we will address 
both views.  
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  Industry Forces that Drive Profits Down: The Five Forces 

 In his seminal book on business strategy, Michael Porter argued that 
five industry forces affect the average profitability of firms (see Figure 
4.1). These forces are

•    The strength of competition.  

•   The potential for entry into the industry.  

•   The power of buyers.  

•   The power of suppliers.  

•   The strength of substitutes for the industry’s products. 6     

 When these forces are strong, average profits in the industry go 
down. Conversely, when the forces are weak, the firms in the industry 
make more money. For example, strong competition and easy entry 
reduce product prices, decreasing the firm’s margins. Powerful custom-
ers also push down prices and may require the firm to deliver higher 
value, which leads to higher costs for the company in most cases. Like-
wise, a firm’s powerful suppliers can decrease the value they provide 
the firm and increase their prices, lowering the value the firm pro-
vides to customers and driving up its costs. Finally, the availability of 
strong substitutes, such as snowboards for skis or DVDs for VCRs, puts 
pressure on the value offered by the firm and on its prices. 

  Competition 

 Competition is the most obvious industry force that influences firm 
performance. In the absence of competition, we would all be forced to 

Competitors 

SuppliersBuyers

Potential
Entrants

Substitutes

FIGURE 4.1 | The Five Forces Framework

Source: Michael Porter, Competitive Strategy (New York: Free Press, 1980), p. 4.



 Chapter 4  Industry Analysis 89

make very severe choices in the products we buy because they would 
all cost us so much. Holding value and cost constant, strong compe-
tition drives prices down so that customers do not pay full value for 
the products they purchase. Strong competitors may also increase the 
value they offer customers but not charge more for it. But higher value 
is likely to lead to higher costs. In this case, then, price is held constant 
but value and costs rise and profits decrease. So competition reduces 
profits, either by lowering prices but not costs, or by raising costs but 
not prices (see Figure 4.2). 

  Monopoly   In order to understand the power of competition, we first 
need to understand its opposite,  monopoly.  A monopoly exists when 
only one firm serves the market. According to United States law, it is 
not illegal to be or even to price like a monopolist, but it is a crime to act 
in a way that perpetuates or improves your position—a fine but very 
important distinction. Thus, the Department of Justice sued Microsoft 
in 1998 not because it had a monopoly in personal computer operating 
systems, but because it exploited and tried to defend its monopoly posi-
tion. Compared to firms in a competitive market, monopolists produce 
less and charge more. They make as much money as their customers 
and suppliers will let them, given the substitute products available. The 
returns to a monopoly serve as the benchmark for the highest profits 
possible in an industry.  

  Perfect Competition   At the other end of the spectrum is  perfect 
competition,  when competition is strongest. Here many firms 
produce very similar products. The value and cost drivers of these 
competitors are roughly the same, and so therefore are their market 
positions. To facilitate entry and keep the number of firms in the indus-
try high, the market must be quite large compared to the efficient size 
of a firm. Further, no firm should be able to protect its innovations 
from diffusing to competitors. 

Strong
Competition

Can Increase
Value

Can Reduce
Price

Can Increase Cost
Associated with Higher Value

Value to the
Customer

Price

Cost

FIGURE 4.2 | How Competition Affects the Transaction with the Customer
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 In perfect competition, firms may assume that they can sell as 
much as they want without influencing the market price. However, this 
assumption is false: Added industry volume drives the market price 
down to marginal cost. So no firm makes a profit over the long run.  7   

 What industries might approximate this state? One possibility is 
money market mutual funds (see the sidebar). This industry almost 
meets the conditions of perfect competition, but not quite. For one 
thing, the costs and the value offered by fund families differ sub-
stantially. These differences are due to variation in fund capabilities 
related to scale economies and forecasting ability, neither of which is 
easily copied. Money funds are thus an example of an industry where 
managers have established capabilities that cannot be imitated in order 
to avoid the poor returns of perfect competition. 

 Which of the conditions of perfect competition is most important 
for driving prices down? For example, if the number of rivals in an 
industry is small but the other conditions are met, are firms’ profits 
still reduced to zero? Or if there are many firms but their value-cost 
profiles are quite different, do the firms make more money? There are 
no simple answers to these questions. In an industry composed of only 
a few firms with comparable products, profits may rise as the firms 
control output or collude to raise prices; alternatively, profits may be 
driven to zero if the firms compete on price. A rise in barriers to entry 
also implies either a rise in profits or the same return as perfect com-
petition, depending on how much the firms in the industry invest to 
discourage entrants.  8   However, when the market positions of firms dif-
fer, the likelihood that some firms will make superior profits goes up. 
These differences in profitability will last as long as the more produc-
tive firms can develop effective isolating mechanisms.  

  Competing in an Oligopoly   An  oligopoly  is a small group of firms that 
compete with each other and at the same time dominate rivalry in an 
industry. Firms in an oligopoly are aware that their actions affect market 
price, and that aggressive actions by one of them affect the returns of 
the others. When such a group emerges, competition is said to be con-
centrated. Table 4.1 on page 92 shows the  concentration ratios  (total 
sales for the top four or top eight firms over the total sales of the indus-
try) for a range of U.S. service industries in 2002. These ratios range 
from .914 for couriers (e.g., FedEx, UPS) to .072 for credit unions. 

 Why are some of these industries highly concentrated and others 
not? There are, in general, two key factors. The first is the ratio of mar-
ket size to the minimum setup costs necessary to compete. The larger 
the size of the market relative to the average efficient firm size, the 
lower the level of concentration, simply because more firms can com-
pete at or above their break-even volumes. For example, as Table 4.1 
shows, the credit union industry is not at all concentrated, reflecting 



The Money Market Fund Industry

A money market fund is a type of mutual 
fund that invests its shareholders’ money 
in low-risk debt securities with a maturity 
of one year or less. The short maturity of 
money market fund investments provides a 
degree of downside risk low enough to be 
comparable to a bank account. A fund’s total 
return to its customer is reflected in its divi-
dend yield, which, considering the very low 
level of risk associated with it, is the value 
the customer receives from the fund. Since 
their introduction in 1971, money market 
funds have grown rapidly in popularity 
as a substitute for bank savings accounts. 
A fund can be part of a mutual fund com-
pany, such as Fidelity; an investment bank, 
such as Goldman Sachs a commercial bank, 
such as Citicorp; or even a nonfinancial 
corporation, such as American Airlines.

The operational innovations in the 
industry have been a steady stream of 
incremental improvements in informa-
tion technology used for back-office 
transaction processing. These innova-
tions are available to all firms through 
suppliers. Also, although new types of 
money funds have proliferated, the vast 
majority of fund families compete directly 
with each other through overlapping 
product lines.

It would appear that the money fund 
industry offers an almost ideal context in 

which to observe perfect competition: easy 
entry, easy exit, many firms, observable 
and available production processes, and 
a common set of buyers. So, one would 
expect the returns to money funds to be 
roughly the same and close to cost. But this 
is not the case.

Money funds differ in a number of 
ways. First, they vary in their abilities to 
forecast interest rates, and these differ-
ences have an impact on how much money 
the funds make. Better forecasters keep 
more of the income they receive from their 
investments, which allows the fund fami-
lies to invest more in growth. Second, the 
fund families differ in how aggressively 
they subsidize their expenses. Expense 
subsidization increases the yield to share-
holders and thereby attracts new business. 
Third, fund families vary systematically in 
their scale economies. This means that at 
any particular size, the costs of fund fami-
lies are different.

It seems clear, then, that even in an 
industry that on the surface has excellent 
potential to represent perfect competition, 
the firms differ on a number of factors that 
have a significant influence on growth and 
profitability. Yields vary, costs vary, and 
consequently growth rates vary. There is 
thus a role for strategic thinking even in the 
simplest industries.
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the low level of fixed costs these institutions incur compared to the 
overall size of the market. In contrast, the courier business is highly 
concentrated. To understand why, we need only think about the mas-
sive, ongoing investments in aircraft and logistics facilities that FedEx 
and UPS make. 

The second factor inhibiting entry is the level of sunk cost invest-
ment made by incumbent companies in activities such as advertising, 
research and development, and the development of network exter-
nalities. The costs associated with these value drivers are mostly non-
recurring, but the benefits from them, such as an established brand, 
endure. So to get up to speed in the industry and catch up with incum-
bents, entrants must spend a lot of money. This puts them at a relative 
cost disadvantage, making the industry less attractive to enter.  9   

 Why do we care about concentration? The answer is that in many 
industries stronger concentration is related in a small but significant 
degree with a higher level of profitability.  10   Why is this so? More impor-
tantly for managers, what does this relationship between concentra-
tion and profitability imply for strategic decision making? 

TABLE 4.1  |   Four and Eight Firm Concentration Ratios for a Sample of U.S. 

Service Industries in 2002

  Four Firm Eight Firm
 Industry Concentration Ratio Concentration Ratio

Hardware and Plumbing .115 .162
Wholesalers

Books, Periodicals, and .300 .453
Newspaper Wholesalers

Investment Advice .248 .328

Portfolio Management .161 .237

Commercial Banking .299 .424

Credit Unions .072 .098

Trucking .095 .139

Natural Gas Pipelines .633 .785

Couriers .914 .926

Newspaper Publishers .322 .446

Software Publishers .394 .455

Internet Service .493 .593
Providers and Portals

Sporting Event Promoters .269 .375

Automotive Repair and .017 .027
Maintenance

Electronics and .439 .509
Appliances Stores
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 The answers to these questions depend on the underlying causes 
of the concentration-profitability relationship. There are three 
possibilities:

•    Larger firms are more efficient.  

•   Large firms interact strategically, but without cooperating, to 
increase profits.  

•   Large firms collude to increase profits.    

 We will deal with each of these below. 

  Efficiency Differences among Firms   Concentrated industries may be 
more profitable because larger firms are more productive. From this 
perspective, some firms succeed and grow in size by being more effi-
cient than rivals.  11   Each firm invests based on its experience with 
buyers and on its expectations of improving customer relationships 
with enhanced value or lower prices. Firms that do not invest in 
value-enhancing or cost-saving innovations remain small and are 
less profitable. 

 According to this view, gaming the firm’s interaction with competi-
tors is not necessary to increase profits. A company need not take into 
account possible rival responses to its investments and may not even 
perceive the real responses of rivals after the investments are made.  12   It 
is not even necessary for a firm to know exactly what rivals are doing. 
The perceived relationship between industry concentration and aver-
age industry profitability emerges only as growing firms become more 
efficient performers.  

  Noncooperative Strategic Interaction: Reata and the Ponderosa   Another 
possible reason concentrated industries are slightly more profitable is 
that firms in an oligopoly interact by observing each other and making 
decisions based on what the others do. This approach is the province 
of noncooperative  game theory .  13   The idea here is that the firms act as if 
they were engaged in a game with each other, taking each other’s moves 
into account, just as if they were playing checkers, chess, or poker. It 
is crucial that in playing the game, the firms only observe and predict 
each other’s behavior, like jet fighters in a dogfight; they do not com-
municate to each other what they are going to do. 

 In many situations, thinking of rivalry as a game can be useful 
simply as an analytical exercise. Laying out how competitors will react 
may be valuable for understanding how much money a firm can make 
in a particular situation. For example, in closely knit industries, such 
as airlines, where good operating and financial data on competitors are 
publicly available, strategic interaction can be intense. Airlines are very 
knowledgeable about how other companies in the industry operate and 
are even able to predict each other’s cash flows with precision. 
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 Can a firm make money in a noncooperative game? The answer is 
yes. But to understand how, we need to separate two different kinds of 
competitive situation: one where firms do not control their prices, and 
one where they do. 

To explore these situations, let’s imagine that there are two 
ranches, Reata and the Ponderosa, that deliver beef cattle steers to a 
town. (We call markets that are dominated by two firms in this way a  
duopoly. ) Suppose both ranches have enough cows and bulls to pro-
duce all the beef the town needs. Further, let’s assume, quite reason-
ably, that the marginal cost to raise and sell each additional steer is 
constant and is about zero. To understand how both ranches can make 
money, we first need to ask: Are the ranches “price takers” or “price 
makers”? By  price takers  we mean that there is a market price that 
the cattlemen respond to when selling their young steers to the town. 
Here the ranchers engage in  quantity competition;  that is, they adjust 
the number of steers they sell in order to make the most money. By 
 price makers  we mean that Reata and the Ponderosa offer their own 
prices to the town in order to win the cattle contract. In this case, the 
ranchers are involved in  price competition  and assume that whoever 
wins the contract can deliver all the cattle the town needs. 

 The distinction between price taker and price maker is important 
because it determines whether the two ranches will make a profit. 
Interestingly, even though their cattle are commodities, the ranchers 
can make profits as price takers but not as price makers. As price mak-
ers, the cattlemen just cover their costs. 

 Let’s look first at why Reata and the Ponderosa can make money as 
price takers. In this case, the ranchers must decide how many cows to 
breed, given the price customers will pay for the total number of steers 
both ranchers will deliver. For example, if the ranches deliver only a 
few steers, the price will be quite high, since beef will be scarce and 
the townspeople who crave it will pay more for it. But if the ranchers 
flood the market, beef will be plentiful and the price will drop. So there 
is an obvious problem. When Reata and the Ponderosa together sell 
 too few  steers, they lose potential revenues because their volume is too 
low, even though the price is high; and when they jointly sell  too many  
steers, they lose potential revenues because the price is too low, even 
though their total volume is high. 

 What is the best solution? As the sidebar “Quantity Competition” on 
page 96 shows, the key to understanding this form of competition is to 
look at how much money a ranch makes for each number of steers,  given 
the number of steers brought to market by its competitor . When the prob-
lem is examined in this way, an optimum number of steers can be iden-
tified for each ranch. At this volume, neither ranch has an incentive to 
change how many steers to produce, since a change would lead to lower 
revenues as long as steer production by the other ranch stays the same. 
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In Table 4.2 in the sidebar, this number is 70 steers (seven lots) for both 
Reata and the Ponderosa. At this amount each ranch makes $4,900. 

 It is important to note that the profits Reata and the Ponderosa 
make at this target level are not as good as if the ranches were allowed to 
coordinate their cattle production directly. If Reata and the Ponderosa 
used the outcomes in Table 4.2 to coordinate their production, each 
ranch would clearly choose to produce 50 steers and not 70. At 50 
steers, the ranches receive $5,500 apiece, $600 more than the $4,900 
they each receive from planning production without communicating. 
So even though two firms in a duopoly can make money without com-
municating their decisions, they don’t make as much as if they col-
luded. We will deal with this issue when we discuss collusion below. 

 Because firms make money without colluding when they compete 
on  how much  to sell, this framework—called Cournot competition—is 
frequently used to find out whether the profits of firms in real indus-
tries are due to quantity competition or to something nefarious. Among 
the industries where this framework has been used to sleuth for real or 
potential collusion are electric power, radio broadcasting, sugar, and 
corporate and retail banking.  14   When firms make more money than 
the framework would predict, analysts look more closely at where the 
profits come from. 

 Now let’s look at why Reata and the Ponderosa can’t make any 
money as  price makers . In this case, both ranches drive each other to 
reduce their prices until they make no money above their costs, just as 
in perfect competition. The winner then delivers cattle to the town to 
cover all its demand. The details are shown in the sidebar, Price Com-
petition on page 98. 

 How does this type of competition compare to monopoly and per-
fect competition? Clearly, since no firm earns a profit, competing on 
price produces results that are identical to perfect competition. So 
when competitors have the same market positions and compete only 
on price, it only takes two rivals to mimic the zero-profit conditions of 
perfect competition. 

 How much higher are the profits from the quantity game over the 
price game? The answer depends on the number of competing ranches. 
Imagine that several other large ranches are established near the town 
in order to benefit from its desire for beef. Or suppose instead that the 
patriarchs of Reata and the Ponderosa decide to split their ranches up 
and dole out the parcels to their children. In either case, as the number 
of competitors goes up, the profits associated with quantity competi-
tion go down. 

 What can managers do about the destructive results (for the 
ranches, but not for the beef lovers in the town) of competing on price? 
The most obvious answer is that the cattlemen should differentiate 
their beef. For example, Reata might sell cattle that are low in fat to 



Quantity Competition

In the case of quantity competition, the mar-
ket sets the price for the product, depending 
on the total production of both firms.15 Given 
this pricing scheme, each firm decides how 
much to produce by forecasting the other’s 
decision and identifying the level of produc-
tion that leads to the best response for both. 
The company assumes that its rival does 
the same. Alternatively, if the firms are less 
imaginative, they could achieve the optimal 
level by slowly moving towards it as they 
compete over time.

Suppose that Reata and the Ponderosa 
sell cattle in lots of 10. Assume also that the 
town is willing to pay $2,000 if the supply 
of cattle is only 10 (the town has some very 
devoted beef lovers) and that the price drops 
by $100 with each additional lot brought to 
market. Table 4.2 shows the revenues for 
various joint ranch outputs. Reata’s rev-
enues (in hundreds) are the left number in 
each cell, and the Ponderosa’s revenues (in 
hundreds) are the right number. For exam-
ple, when both Reata and the Ponderosa 
bring one lot to the market, there are 20 
steers for sale and the price drops by $100 

to $1,900 per lot. Both firms receive this 
amount for their 10 steers, as shown in the 
upper left cell in the table. If Reata decides 
to sell one more lot, the number for sale 
increases to 30, and the price drops by $100 
to $1,800. Here Reata receives $3,600 for its 
two lots (two times $1,800), and the Pon-
derosa gets $1,800 for the one lot it sells. 
The revenues in all the cells are calculated 
in this way.

The table also shows something else: 
It illustrates the best response of each 
ranch to the other’s output decisions. 
These responses are contained in the 
cells with the revenue numbers that are 
in bold. For example, if Reata decided to 
produce three lots (30 steers), the Pon-
derosa’s best production level is nine lots 
(90 steers). The reason is that, when Reata 
delivers three lots, the Ponderosa cannot 
make more than the $8,100 it receives for 
its 90 cattle. At both eight and ten lots, 
the Ponderosa makes only $8,000. We 
can track these “best responses” through 
the table for each level of production. By 
tracing the best responses through the 
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TABLE 4.2  |  Revenues for Each Ranch (each cell contains revenues in hundreds of dollars)

  Number of Steers Delivered by the Ponderosa

  10 20 30 40 50 60 70 80 90 100

 10 19, 19 18, 36 17, 51 16, 64 15, 75 14, 84 13, 91 12, 96 11, 99 10, 100

 20 36, 18 34, 34 32, 48 30, 60 28, 70 26, 78 24, 84 22, 88 20, 90 18, 90

 Number 30 51, 17 48, 32 45, 45 42, 56 39, 65 36, 72 33, 77 30, 80 27, 81 24, 80

of Steers 40 64, 16 60, 30 56, 42 52, 52 48, 60 44, 66 40, 70 36, 72 32, 72 28, 70

 Delivered 50 75, 15 70, 28 65, 39 60, 48 55, 55 50, 60 45, 63 40, 64 35, 63 30, 60

   by 60 84, 14 78, 26 72, 36 66, 44 60, 50 54, 54 48, 56 42, 56 36, 54 30, 50

  Reata 70 91, 13 84, 24 77, 33 70, 40 63, 45 56, 48 49, 49 42, 48 35, 45 38, 40

 80 96, 12 88, 22 80, 30 72, 36 64, 40 56, 42 48, 42 40, 40 32, 36 24, 30

 90 99, 11 90, 20 81, 27 72, 32 63, 35 54, 36 45, 35 36, 32 27, 27 18, 20

 100 100, 10 90, 18 80, 24 70, 28 60, 30 50, 30 40, 38 30, 24 20, 18 10, 10

Best Response

for Both Ranches

Jointly

(best response for each combination is shown in bold)
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table (note that the paths are symmetric),
we can see that at one point (70, 70), the 
shifting stops and each firm makes $4,900. 
At this point, neither ranch has an incen-
tive to change how many cattle it sends to 
market, given the number chosen by its 

competitor. No other point in the table has 
this stability. The seven-lot choice by both 
firms is therefore an equilibrium, a kind of 
target solution that neither firm wants to 
leave unilaterally because if it did, it would 
make less money.16

townspeople concerned about their cholesterol, while the Ponderosa 
might specialize in somewhat fatter cattle for traditional beef lovers. 
Some townspeople might like both kinds of beef and straddle these 
two market segments so that the sales of the two ranches remained 
interdependent. However, because each rancher has a relatively unique 
customer base, the differentiation between the ranches would allow 
them to make more money than if they were competing head-to-head 
with the same product. 

 The price competition framework can be readily used to estimate 
the expected profits of differentiated price makers in a market. This is 
useful because we are often forced to ask: Why are firms in an industry 
making money? Is it because they are differentiated or because they 
are somehow colluding? In many industries, we can find the answer 
to this question because the price maker framework is so successful at 
determining the level of profits that are due just to competition. This 
sets the bar for profits and anything beyond this level must be due to 
some form of coordination among the firms.   

  Collusion   The third reason that oligopolies may make more money 
is that the firms collude.  Collusion  may be either indirect or direct. 
Indirect or  tacit collusion  occurs through a system of public, unstated, 
informal rules and roles to follow, such as a leader–follower setup for 
setting industry prices, or through signals sent between firms, such as 
announcing product plans or investment decisions. In contrast, direct 
or  explicit collusion  happens when the firms actually discuss what 
they will do. This type of communication is against antitrust laws in the 
United States and Europe but can be found in other parts of the world. 
Direct collusion often leads to the formation of cartels, such as OPEC 
in the global oil industry.  

  Tacit Collusion   Effective tacit collusion implies that firms can estab-
lish and maintain strategies that produce profits above the competitive 
outcome. A classic example of the difficulties in making this happen is 
the Prisoner’s Dilemma game. Here two players must choose, without 
communicating, between two courses of action that are the same for 
both of them. One choice leads to the best outcome, as long as the 



98

 Firms compete as price makers in two 
quite distinct situations. In the first situ-
ation, each ranch can deliver enough heif-
ers to cover completely the town’s desire 
for beef. Imagine that the town gathers in 
the square to hear the ranchers’ offers in a 
kind of reverse auction. First Reata shouts, 
“$2,000 for one lot.” What happens? There 
is silence. Why? Because the market is 
waiting to hear from the Ponderosa, which 
logically says, “$1,900 a lot.” Again there 
is silence. And so on, until the price goes 
down to the ranches’ break-even amount. 
Neither ranch will rationally shout out a 
price below this amount, so the auction 
stops. Why doesn’t Reata or the Ponderosa 
simply stop lowering its price before it 
reaches its break-even point? The reason is 

that neither ranch has an interest in stop-
ping the bidding as long as it has a chance 
of getting the whole job. In this case, greed 
(and rational decision making) propels 
both ranches to reduce their offers until 
there is no profit left.  17   

 In the second situation, neither ranch 
has enough heifers to satisfy the town’s beef 
needs. So there is a kind of rationing of 
demand between Reata and the Ponderosa, 
even as they compete on price. Here, inter-
estingly, they don’t beat each other up quite 
so badly, and the result ends up looking 
more like quantity competition than bare-
knuckled price competition. So when nei-
ther firm can satisfy the whole market, the 
destruction wrought by competing on price 
is moderated.  18    

 Price Competition    

other player does not choose it; if the other player does choose it, both 
players are worse off. The other course of action is not the best; but 
if both players select it, they both receive more than they would have 
made if they had selected their best choices—and lost (see Table 4.3). 
Thus, the game is set up so that, if the players choose what’s best for 
them individually, ignoring what the other will do, paradoxically they 
both lose the most. 

 As an example, let’s return to the choices Reata and the Ponderosa 
had to make in delivering beef to the local town. In this case, let’s focus 
only on two choices, 50 lots of cattle and 70 lots, and assume, for the 
sake of argument, that these are the only quantities the ranches can 
deliver. The payoffs to these choices are shown in Table 4.3. 

TABLE 4.3  |  The Prisoner’s Dilemma

 The Ponderosa

  50 lots 70 lots

Reata 50 lots $55K, $55K $45K, $63K

 70 lots $63K, $45K $49K, $49K
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 Looking at the table, we can see that Reata has higher profits at 
70 lots, no matter what the Ponderosa does. If the Ponderosa sells 
50 lots of cattle, Reata should choose 70 lots ($63K over $55K), and 
if the Ponderosa sells 70 lots, Reata does better if it matches this 
move ($49K over $45K). The same pattern is true for the Ponder-
osa—under all circumstances, its profits are higher when it chooses 
70 lots. The paradox here is that when both ranches choose 70 lots, 
they receive lower profits than they would have if they had jointly 
chosen 50. This is the classic problem of the Prisoner’s Dilemma: 
The dominant strategies of the firms—70 lots—lead to a worse out-
come for both. 

 In order to achieve the best outcome, both firms must coordinate 
their decisions and choose 50 lots together. How can they achieve this 
through tacit collusion, that is, without communicating directly? 

 Pankaj Ghemawat has identified four conditions that facilitate this 
kind of implicit coordination of decisions:  19  

•     Mutual Familiarity.  The firms must be familiar with each other. 
Without familiarity they would have poor information on each 
other’s activities and motivations and probably misinterpret them. 
Good information is critical for firms to have enough knowledge 
of each other’s investments and the outcomes associated with 
them to make savvy decisions. Two examples: First, airlines whose 
routes overlap substantially are less likely to engage in destructive 
fare wars; second, early providers of cellular service that were 
rivals in more than one market were more likely to charge 
noncompetitive prices. 20  Firms often signal bits of information to 
each other. For example, in many commodity industries, such as 
steel and lumber, prices and output are regularly reported publicly, 
which helps competitors to forecast industry volume and demand. 
Another example is the auto industry. Automobile companies 
regularly announce their capacity expansion intentions, enabling 
the entire industry to plan more effectively. In fact, information 
sharing in the U.S. auto industry has been shown to help firms 
achieve better profits. 21   

•    Repeated Interaction.  The firms should compete repeatedly 
with each other. Repetition typically improves management’s 
understanding of the outcomes associated with each decision. 
For example, some analysts suggest that repeated interaction 
led to the dramatic exercise of market power by electricity 
firms in California at the beginning of deregulation in 2000. 22  
Because the companies had a long experience of competing 
against each other, they were able to coordinate pricing 
decisions rather than compete head-on as regulators had 
expected. Repeated interaction is one answer to the Prisoner’s 
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Dilemma problem. In fact, there is a substantial body of 
research on how two players, facing the kinds of payoffs 
shown in Table 4.3, can figure out how to cooperate without 
communicating. Learning through repeated interaction seems 
to be crucial to this process. 23   

•    Consistent Roles.  Firms should have consistent roles in competing 
with each other. One potentially important role a firm can play 
is price leadership. When an industry has a  price leader,  the 
process of achieving consensus is simplified because all firms 
agree that a single firm, the price leader, will set the common 
price and that the others will follow, as Nucor does, for example, 
in structural steel. In the absence of such a role, firms must be 
able to converge on a common price and adjust it in unison as 
market conditions change. Since this process of convergence 
is a behavioral minefield, even among long-lived competitors, 
the leader–follower role structure of price leadership can be an 
attractive means of achieving and maintaining tacit collusion. 
An example is the relative equilibrium in the North Texas airline 
market until 2005, when Southwest went on the attack against 
American Airlines. So if one or more firms decide to change their 
roles, as might happen when price leaders or followers behave 
inconsistently, the game loses its predictability and expectations 
have to be reset.  

•    Strategic Complementarity.  For tacit collusion to be effective, 
its payoffs must be stable. One source of stability, according to 
Ghemawat, is strategic complementarity. This means that rivals 
benefit more when they follow the same strategy. Imagine, for 
example, a situation where firms can behave either aggressively 
or meekly, say by increasing or reducing their investments in 
advertising. Let’s assume further that when they are both meek 
and invest in fewer ads, they make more money. In this case, the 
firms would be very interested in being meek together. The meek-
meek combination is therefore stable because the firms have an 
interest in perpetuating it. Their actions are therefore strategic 
complements. A clear example of an industry where strategic 
complementarity is absent is the U.S. automobile industry. 
Throughout 2005, U.S. car manufacturers, led by GM, reduced 
prices drastically and successfully to induce demand. At the same 
time, Toyota, Nissan, and Honda kept prices high and actually 
increased them, relying on their superior brands and quality. 
Rather than losing market share, the three Japanese automobile 
companies actually gained it and made more money as well. 
So even though the U.S. companies increased their volume by 
lowering prices, they still lost ground against more expensive 
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Japanese models. The lack of cooperation in this industry 
regarding pricing clearly conflicts with the information signaling 
described above. So sometimes the availability of information 
may act against the interests of less productive firms.    

  Explicit or Formal Collusion: Cartels   Explicit collusion in an industry 
means that firms coordinate their major decisions through ongoing 
face-to-face communication. How easy is it to put together and sustain 
these kinds of arrangements? One way to answer this question is to 
look at the problems firms have had in forming and running cartels.  24   

 A  cartel  is a case of explicit collusion. Firms in a cartel organize 
and communicate directly to raise profits through noncompetitive 
behavior, such as price fixing, capacity constraints, coordinated invest-
ments, and entry deterrence. The firms also decide on cartel adminis-
tration and policies, for example, the penalties for cheating. Given the 
financial benefits of colluding, cartels might seem to be highly stable 
and enduring. The facts show, however, that this is far from true. 

 Cartels are illegal now in the United States and in Europe, but they 
haven’t always been. At times, moreover, they have been encouraged 
(e.g., the beer cartel in the United States after Prohibition ended in 
1932). Most of the cartels we know about are the ones that have been 
caught. Because these cartels might be unusually incompetent, we need 
to be careful in making generalizations based on their behavior. Even 
so, they show some important regularities in duration, profitability, 
and tendency to fail. 

 In what kind of industries do cartels emerge? Generally, they 
occur among firms that sell standard products. There are a few 
exceptions to this pattern—electrical equipment, for example—but 
generally the list of cartels over the past two centuries reads like 
a who’s who of commodities—sugar, tea, bromine, oil, cement, 
potash, steel, shipping, and mercury. One likely reason for car-
telization in commodity industries is that the firms in them have 
relatively homogeneous market positions, which simplifies mutual 
understanding and the coordination of prices and output.  25   A sec-
ond reason may be that the firms have been competing against each 
other for a long time, leading to mutual familiarity, which makes 
controlling competition somewhat easier. In addition,  firms that 
produce commodities are price takers in industries that often have 
many competitors, leading to destructive price competition. Form-
ing a cartel to control output and stabilize prices is a solution to 
this problem. 

 Several other possible conditions for the creation of cartels are 
a lack of viable substitutes and a high degree of industry concentra-
tion. When substitutes are lacking (for example, try to imagine an 
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alternative to cement), industrywide prices can be raised without a 
significant drop in total demand. The effect of concentration on cartel 
formation is a little more complicated. Concentration per se is less 
important than the aggregate market shares of the colluding firms. 
These shares should be high enough for the cartel to effectively control 
the market. Further, the number of firms in a cartel is less important 
than the number of decision makers. Many successful cartels have 
been organized as a hierarchy, with a policy-making group on top and 
underlings below. Trade associations have also played a role in organiz-
ing cartels in less concentrated industries.  26   

 Although a few cartels can last for decades, the average length is 
around five years, and many barely get off the ground. Even when the 
necessary conditions for effective collusion are present, cartels still fail 
at a remarkable rate. Why is this so? There appear to be four major 
reasons:

•    An inability to prevent entry into the industry.  

•   Uncontrolled cheating or defection from the cartel (think of the 
Prisoner’s Dilemma).  

•   Fluctuations in demand.  

•   Bargaining problems among the cartel members.    

 The first two reasons have to do with the ability of the cartel to 
manage the industry. Without effective entry deterrents, new firms 
can sap the cartel’s power. So can cheaters that are not penalized. 
The second two reasons have to do with the ability of the cartel to 
manage itself. When demand fluctuates, the firms in a cartel must 
reset the target price and guess whether any member has decided 
to cheat by undercutting the cartel price.  27   Market instability thus 
raises the costs of coordinating prices effectively, threatening the 
cartel’s viability. Bargaining problems may also arise for other rea-
sons such as cost differences among the firms, cultural differences 
(in international cartels), and conflicts over how the cartel should 
be organized. 

 Ultimately, a cartel’s ability to manage itself, as it develops over 
time, determines to a large degree its long-term success. The firms 
must overcome a host of challenges early in the cartel’s history to figure 
out how to govern their collusive relationship effectively. Only the car-
tel with the most promising initial conditions can weather the threats 
to its existence.  

  Summary of Competition in an Oligopoly   What can we take away from 
this discussion of competition in oligopolies? Or more generally, what 
can managers learn from the analysis of concentrated industries? Some 
of these conclusions are obvious, but others are not.
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•    In general, fewer competitors are better for profits, but even two 
rivals can drive profits to zero when competing on price.  

•   It is better to compete on how much to produce, taking market 
prices as given, than on how much to charge.  

•   Competing on how much to produce leads to profits, but not as 
much as the firms could make if they colluded.  

•   Product differentiation leads to higher profits, assuming of course 
that customers want the product.  

•   Firms must know a lot about each other to engage in tacit 
collusion effectively.  

•   Explicit collusion appears mostly in commodity industries.  

•   In general, it is difficult to establish and maintain collusion, even 
when the firms are communicating directly with each other.       

  Entrants and Entry Barriers 

 In general, the higher the entry barriers to an industry, the lower the 
competitive pressure on incumbent firms. But protecting the indus-
try from entrants can come at a significant cost.  28   To prevent entry, 
incumbent firms may lower prices and therefore profits, as Figure 
4.3 shows. Incumbent firms may reduce prices to a point where no 
new firms have an incentive to enter, a practice called  limit pricing.  
Obviously the viability of limit pricing depends on the relative cost 
structures of incumbents and potential entrants. In order to make the 
limit price credible, incumbents need to have costs that are low enough 
that entrants will not be able to match them without losing money. If 
incumbent costs are relatively high compared to entrants, as can be 
the case, for example, in deregulating industries, then limit pricing is 
infeasible. Only if incumbent costs are lower than expected entrant 
costs does limit pricing allow a positive return. 

 Industries that have high fixed costs, especially those with large 
economies of scale in operations, are much more expensive to enter.  29   
High entry barriers are also erected when incumbents are able to 
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FIGURE 4.3 | How Entry Barriers Affect the Transaction with the Customer
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protect critical resources and capabilities from imitation. The pace of 
imitation can be slowed in four ways: maintaining property rights over 
key resources, absorbing the capacity of a key external resource such 
as a distribution channel, promoting causal ambiguity regarding the 
execution of capabilities, and having sunk costs in developing the capa-
bility. In addition, high customer switching costs deter entry. A market 
position built around investments in network externalities, customiza-
tion, service, quality, and delivery is much harder to penetrate, since 
the customer incurs substantial search and transition costs in switch-
ing to a new firm.  

  Buyers 

 Buyer power both drives industry prices down and establishes a baseline 
for the value firms must offer in order to compete, as Figure 4.4 illus-
trates. Buyers are powerful when they can force a firm to increase the 
value it provides without increasing the product’s price or to decrease 
the price without lowering customer value. In the first case, as price 
goes down, the firm’s profit obviously decreases. In the second case, 
higher value may increase cost, which lowers the profits of the firm. 

 A good example of buyer power in action occurred in the transfor-
mation of durable goods industries in Europe and the United States, 
such as automobiles and copiers, in the 1980s and 1990s. These buyer 
industries were highly concentrated with few firms and at the same 
time received inputs from highly competitive component markets. The 
transformation happened as many large firms in the buyer industries 
(e.g., Ford in autos, Xerox in copiers), under pressure from low-cost 
Asian competitors, reduced the number of their component firms to gain 
greater control over price and quality. Attrition in the component indus-
tries was whopping, with usually only 10 percent of the firms surviving. 
The buyers asked that the remaining component firms agree to reduce 
their prices every year by a target amount and at the same time intro-
duce significant changes in their operations to increase quality. Those 
that were unwilling were removed from the selected supplier list. 

Powerful
Buyers

Reduce the Price
Required to Compete

Increase the Value
Required to Compete Value to the

Buyer

Price

Cost

FIGURE 4.4 | How Buyer Power Affects the Transaction with the Customer
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 Buyer power arises when competing suppliers offer roughly the 
same value and price. Given this condition, seven factors determine 
how much power buyers have:

•    Buyer concentration.  

•   Market growth rate.  

•   Percentage of product sold to the buyer.  

•   Strategic importance of the buyer to the firm.  

•   Strategic importance of the product to the buyer.  

•   The firm’s need to fill capacity.  

•   The buyer’s credible threat of vertical integration.    

 Some or all of these factors may be present in a buyer–supplier 
relationship. 

  Buyer Concentration   Buyers are more powerful when there are only a 
few of them. The reason is that the firms that supply them have little 
flexibility to shift to another customer if the terms of trade become 
onerous. Even if the few buyers are fierce competitors, their rivalry 
may be translated into intense bargaining pressure on their suppliers, 
as in the example of the durable goods assemblers above.  30    

  Market Growth Rate   A slower market growth rate shifts the balance of 
bargaining power toward buyers and away from firms in the supply-
ing industry. As suppliers struggle to maintain their rates of expansion, 
battles for market share break out. The increased competition leads to 
a focus on retaining current customers and attracting the customers 
of competitors, putting buyers in a position of greater power. Buyers 
leverage their stronger position by demanding either higher value or 
lower prices, or both. For example, in 2001 and 2002 the worldwide PC 
industry faced increasingly powerful customers due to a reduced market 
growth rate.  

  Percentage of Product Sold to the Buyer   When a firm sells a large per-
centage of its business to one customer, this buyer de facto has signifi-
cant leverage in setting the terms of trade. This is the case for smaller 
firms in any industry that build their businesses selling to a few cus-
tomers. But for this effect to be prevalent in an industry, so that aver-
age profitability is lowered by buyer power, the  average  firm must have 
concentrated its sales with several buyers. For instance, Microsoft 
is well known for its market power over software firms that develop 
specialized products for the Windows platform.  

  Strategic Importance of the Buyer to the Firm   A firm may be dependent 
on a buyer in ways other than selling a large percentage of output to it. 
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For example, a buyer may have a strong reputation for purchasing 
only from highly competent firms, and firms selling to this buyer 
may use the supply relationship to increase their own reputation 
in selling to other customers. Consultants, for example, trade on 
their relationships with high-profile clients. Other types of strategic 
importance that are not related to volume may involve geographic 
location, location in a network of partnerships, and access to key 
technologies.  

  Strategic Importance of the Firm to the Buyer   The flip side of a buyer’s 
strategic importance to a firm is the firm’s strategic importance to the 
buyer, which may mitigate substantially the buyer’s power in the rela-
tionship. A firm selling critical inputs will be less vulnerable to pressure 
on pricing simply because buyer switching costs are higher. If the firm 
can sell its product to other buyers, its ability to neutralize buyer power 
increases markedly.  31    

  Firm’s Need to Fill Capacity   In many industries, such as steel, oil refin-
ing, and chemicals, capacity is added in large increments. Expanding 
volume in order to break even is critical when a new facility is brought 
on board. Buyers may be able to exploit this situation by forcing a firm 
to reduce prices.  

  Buyer’s Credible Threat of Vertical Integration   When a firm has strategi-
cally important inputs and resists improving its value or reducing its 
price in response to pressure from a buyer, the buyer may choose to 
vertically integrate. Here the buyer is both the firm’s customer and, 
through the threat of vertical integration, its competitor. However, when 
the buyer cannot credibly pose this threat, its power to negotiate more 
favorable terms in the supply relationship is reduced. Semiconductor 
firms, for example, frequently will make their own testers rather than 
buy them from suppliers. This puts pressure on the suppliers to increase 
the value of their products and lower their price.   

  Suppliers 

 Supplier power is the flip side of buyer power. The firm is now the 
buyer and wants to be powerful over its own suppliers as a customer 
(see Figure 4.5). The ideal situation for the firm is to have weak sup-
pliers, so it can get more value for a lower price, and weak buyers, so 
that it can deliver less value and charge higher prices. This is the classic 
situation of buy low–sell high.  32   

 Suppliers set the baseline for the input costs of a firm. If input 
prices increase above the price a firm can charge its customers, the 
firm goes out of business. Alternatively, if the firm’s customer demands 
a lower price, and suppliers will not lower their prices, the firm fails. 
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Powerful Suppliers
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FIGURE 4.5 | How Supplier Power Affects the Transaction with the Customer

Also, relationships with suppliers can affect the value the firm offers 
its customers. This influence can be important when an input’s value 
is based on technology, quality, delivery, or service. Powerful suppli-
ers can lower the value they provide, for example, by lowering service 
levels, stretching out delivery times, or reducing the performance of 
the product. 

  Supplier Concentration   High supplier concentration gives a firm fewer 
options in choosing a source of inputs and raises a supplier’s ability 
to increase its profits, either by raising prices or lowering value. One 
notable instance of supplier power is Microsoft. Microsoft’s abuse of its 
significant power in selling Windows to PC original equipment manu-
facturers (OEMs) led to antitrust suits in the United States and Europe. 
Another example is the newsprint industry where consolidation has 
led to higher prices and therefore higher costs and lower profits for 
newspaper companies.  

  Percentage Volume Sold to the Firm   A supplier that sells a substantial 
percentage of its volume to a firm has lower bargaining power. This 
type of supplier weakness is common in the relationships of start-ups 
to more established firms, such as the ties of biotechnology ventures to 
pharmaceutical and chemical companies.  

  Strategic Importance of the Supplier to the Firm   The more strategically 
important a supplier is to a firm, the greater the supplier’s bargaining 
power. Strategic importance becomes evident when the firm needs to 
control aspects of the supplier’s investment behavior—for example, its 
investments in quality improvement or cost reduction. Alternatively, 
a supplier may be powerful when it provides a firm with a critical 
resource such as specialized access to end users.  

  Strategic Importance of the Firm to the Supplier   The reverse of a supplier’s 
strategic importance to the firm is the firm’s strategic importance to 
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the supplier. For example, the firm may have resources, such as a brand 
or distribution channel, that are critical for the supplier’s business. In 
this case, the supplier is weakened in negotiations and can’t lower value 
or raise price easily.   

  Substitutes 

 Substitutes compete with the products in an industry without belong-
ing to the industry itself. For example, snowboards are a substitute for 
skis. Both are used to glide downhill on snow with energy and grace, 
most of the time. But the athletic experience of snowboarding is dif-
ferent from skiing, so much so that many snowboarders stop skiing 
entirely. Skis and snowboards perform the same function but not at all 
in the same way. Likewise, e-mail substitutes for regular mail, fax, and 
telephone conversation, each of which also substitutes for the others  
as a means of written communication. 

The analysis of substitutes involves comparing the substitute’s buyer 
surplus to that of the product. The result of this comparison determines 
in part the range of value and price that products in each industry 
must offer to compete.  S ubstitutes are therefore part of the frame-
work within which customers assign value to the industry’s product. 
For example, those customers who believe they can be active in either 
sport appraise the value of skiing within the context of snowboarding. 
This means that as a substitute increases in value so must the product 
it substitutes for; otherwise, the firms that produce the product will 
lose customers (see Figure 4.6). Thus, if snowboards become easier and 
more fun to ride, more skiers will switch to them. Likewise, if snow-
boards decline in price relative to skis, it is possible that price-sensitive 
skiers will switch. So skis must improve in design to become more fun 
(shaped skis with more advanced materials) and must maintain their 
price point.  

 How should firms in an industry defend against substitutes? There 
are two ways. First, firms compete against substitutes just as they do 
against rivals in their own industry: through innovation. Both improving 

FIGURE 4.6 | How Substitutes Affect the Transaction with the Customer
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value to the customer and reducing the cost to produce that value keep 
old customers and attract new ones. Ski designs have become much 
more innovative since snowboards were introduced, making skiing 
both a more extreme sport for experts and an easier sport to learn for 
novices. A second means of defending against substitutes is to increase 
customer switching costs. Buyers will remain loyal to a product when 
their costs of adopting a substitute exceed the benefits they could 
receive from it. Even when the buyer surplus offered by a product is 
lower than that of its substitute, high customer transition and learn-
ing costs will impede switching. No matter how much fun snowboard-
ing appears to be, many older skiers have not switched because of the 
learning costs involved.   

  Industry Forces that Drive Profits Up: The Value Net 

 Even as industry forces may decrease firm performance in some ways, 
in other ways they may  increase  it. Brandenburger and Nalebuff ’s 
 value net  (see Figure 4.7) captures the potentially positive effects of 
industry forces on average firm profits.  33   The value net is similar to the 
five forces model, except that it focuses on (legal) overt cooperation for 
mutual gain. The most intuitive element in the value net is the comple-
mentary product. Complements are sold by firms outside an industry 
but increase the value customers receive from the industry’s product, as, 
for example, the erection of towers for transmitting wireless telephone 
signals increases the range over which cell phones can be used and 

FIGURE 4.7 | The Value Net

Suppliers Customers

Complementors 

Competitors 

The Firm 



110 Part Two Building Competitive Advantage

therefore a customer’s willingness to pay for them. Another source of 
mutual gain is cooperation between the firms in an industry and their 
buyers or suppliers, either to lower costs or to raise value. Finally, com-
petitors within an industry may also cooperate, although obviously 
within the guidelines of antitrust law. Cooperation of this kind may 
take the form of industry associations and research and development 
joint ventures. 

  Complementors 

 Just as some products in adjacent industries may act as substitutes 
for a firm’s product, products in other industries may serve as comple-
ments. Complementary products, such as high definition televisions 
and HDTV transmission equipment, have a positive influence on each 
other’s demand. In fact, almost all products are embedded in systems 
of complements.  34   

 A good example of a firm that understands the value of complements 
is Intel. Intel’s internal venture capital unit, called Intel Capital, invests in 
technology start-ups that not only are promising as businesses but also 
have products that are complementary to Intel’s product lines. Because 
of Intel’s superior technological expertise, the due diligence performed 
on these start-ups is deep and comprehensive. Thus, Intel rarely makes 
a poor investment. However, by far the most important result of funding 
the start-ups is the support they give Intel’s own products. Intel calls the 
domain of complements in which it invests a “market ecosystem.”  

  Cooperation with Buyers and Suppliers 

 Firms frequently improve their market positions, either by increasing 
value or lowering costs, by cooperating with their buyers and suppli-
ers. Just as the firm and its buyers bargain over how economic gain is 
distributed, so too are there inducements to increase the size of this 
gain to benefit both firms. This kind of interfirm coordination can take 
the form of sharing information or transferring resources and capabili-
ties. Firms that repeatedly receive benefits from cooperation are said 
to have developed a  relational capability .  35   

  Sharing Information   In many supply relationships, sharing knowledge 
about strategic routines and plans can lower cost and improve value. 
For example, if delivery is a key value driver for the buyer, greater infor-
mation flow between the firms concerning logistics routines is likely to 
shorten shipping times, which increases the value provided. Procter & 
Gamble, for example, has substantially raised its value to Wal-Mart by 
lowering delivery time through coordinating logistics processes. 

 Strategically important information may also be shared between 
firms, typically when they have formed an alliance for the supply of 
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a critical component. This form of cooperation increases the value 
offered as the supplying firm is able to direct its investments to meet 
future needs of the buyer. However, the buyer may face a significant 
trade-off between the benefits of sharing information and the risk of 
having it exposed to competitors.  

  Sharing Resources and Capabilities   Firms that have developed state-of- 
the-art capabilities may transfer them to suppliers of critical inputs 
in order to improve value, lower costs, or both. For example, Toyota 
built its supplier base after World War II by transferring quality-control 
techniques to component manufacturing firms in Japan. Also, there 
is evidence that quality control methodologies, such as ISO 9001, dif-
fused from large assembly firms in the United States to component 
firms to suppliers of materials within a very short time. 

 Interestingly, the more standardized these practices, the easier they 
are to transfer, but also the more readily they can be copied by competi-
tors. Therefore, for cooperation between a buyer and its suppliers to 
improve the buyer’s market position, part of the transfer process should 
be nonstandard and proprietary. This tension between standardization 
and uniqueness in the capabilities that are transferred is central to how 
firms can improve their performance through cooperating with their 
suppliers.   

  Coordination among Competitors 

 In a variety of circumstances, rivals may be able to join together to 
cooperate on specific industry problems, such as lobbying for favorable 
legislation or developing technology for broad industry application. 
Sematech, a research and development consortium of U.S. semicon-
ductor companies organized in 1987 to respond to Japanese advances, 
spurred many other such arrangements in the U.S. economy. Coopera-
tive networks of rivals will be discussed in greater detail in Chapter 7. 

 Throughout our discussion of competition and cooperation we 
have noted how industry forces influence the value offered, price, and 
cost of firms. Table 4.4 on page 112 summarizes these effects.   

  Strategic Groups 

 As discussed above, industries are commonly divided into more than 
one customer segment, and firms may compete by specializing in serv-
ing the needs of one segment alone. Firms serving a distinct segment 
typically have developed relatively similar value and cost drivers and 
are frequently called a  “strategic group.”  In some industries, these 
groups are quite distinct, almost composing separate industries. In 
other industries, the groups overlap as numerous firms compete across 
customer segments.  36   
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 In either case, building an industry map of strategic groups can 
provide important information on firm strategies and how they influ-
ence performance.     Strategic groups represent a level of analysis 
between the industry and the firm and can have a significant influ-
ence on profitability. 37  This is so because each group of firms develops 
comparable resources and capabilities to serve the particular prefer-
ences of its customer segment. For example, customers in many durable 
goods industries (e.g., cars, PCs, and fax machines) are segmented 
according to their price sensitivity and their sensitivity to different types 
of value, such as quality, technology, and service. Correspondingly, the 

TABLE 4.4  |  How Industry Forces and the Value Net Affect Value, Cost and Price

Five Industry Forces Effect on Value Effect on Cost Effect on Price

Stronger May be based on May increase cost associated Lowers the price
Rivalry higher customer with higher value required to compete
 value  in industry

Stronger Raise the value  Lower the price
Buyers required to compete  required to compete
 in industry  in industry

Stronger Lower the value provided Raise the costs of 
Suppliers to firms in the industry firms in industry 

Lower   Lower the price to keep
Entry Costs   entrants out of industry

More Powerful Raise the value required  Lower the price required
Substitutes to compete in industry  to compete in industry

Value Net

Cooperation Between  Raises the value Lowers firm costs 
Firm and Buyers to buyers without without comparable 
 comparable rise drop in buyer value 
 in firm costs  

Cooperation Between  Raises the value Lowers supplier costs 
Firm and Suppliers to firm without a without comparable 
 comparable rise drop in firm value
 in supplier costs  

Cooperation Between  Raises the value Lowers the costs  Raises the potential price
Firm and Competitors to industry buyers  in industry without  necessary to compete
 without a comparable a comparable drop (cooperative pricing)
 rise in industry costs in value to industry buyers
 (shared innovation) (shared innovation)

Effective Raises the value to
Complements industry buyers without  
 a comparable
 rise in industry costs
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resources and capabilities of the firms aligned with each segment are 
markedly different. 

 In Chapter 3 we discussed the airline industry in 2004, which 
provides a graphical example of strategic groups in an industry. To 
remind you of the configuration of these strategic groups,  Figure 3.3 
is expanded somewhat here as Figure 4.8 (on page 114). Recall that 
firms that are above the main diagonal of the chart had operating 
profits, and firms below the diagonal did not. The industry is split 
into three groups of airlines—Low-Cost, Network, and Regional—as 
defined by the Bureau of Transportation Statistics of the U.S. Depart-
ment of Transportation. Low-Cost firms generally focus on low costs, 
naturally; the Network carriers are the traditional incumbents that 
built hub and spoke systems in order to compete after the industry 
deregulated in 1978 (Frontier is the exception); and the Regional air-
lines are smaller carriers that mostly operate flights that feed the Net-
work carrier hubs. Clearly, the market positions of the three strategic 
groups vary substantially. Also, the groups differ in their profitability, 
from uniformly positive returns among the Regional carriers to mixed 
profitability in the Low-Cost group to uniformly negative returns in 
the Network group. 

 More generally, since strategic groups are relatively distinct in terms 
of their value and cost drivers, they are likely to be affected differently 
by the power of buyers and suppliers, substitutes, and potential entry. 
Further, they may have different opportunities for cooperation and for 
supporting complements. In addition, the customer segments of the 
groups may vary in size and growth rate. Because of this variation 
among groups in profit potential, firms within a more profitable group 
are likely to defend their shared strategic position against encroach-
ment from other firms in the industry, much as firms within the over-
all industry raise barriers to keep outside firms from entering. These 
impediments to large shifts in market position within the industry are 
called  mobility barriers.   38   Without strong barriers to mobility across 
groups, more profitable groups would slowly lose their advantage as 
other firms in the industry entered them. 

 The three strategic groups in the airline industry manifest signifi-
cant mobility barriers. Perhaps the most challenging mobility barrier 
lies between the Network and Low-Cost airlines. Both United and Con-
tinental have tried to build low-cost operations to compete primarily 
with Southwest. But their efforts have failed. American has reduced its 
costs substantially so that it butts up against the Low-Cost group. Yet 
the members of this group remain more efficient. 

 How do strategic groups emerge? One standard explanation is 
that experimentation in value and cost drivers by start-ups in the early 
stages of industry development produces a range of market positions 
that vary in their potential profitability due to differences in customer 
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characteristics. Firms in more profitable positions attract imitation, 
and the less profitable firms fail. The industry thus converges on more 
effective combinations of resources and capabilities. Over time, due to 
differences in innovation and in the ability to protect market positions 
though mobility barriers, the groups begin to vary in their average 
performance, and the industry becomes stratified. 39

 In some industries, however, disruptions create opportunities 
that reshape the competitive landscape. This is what happened in 
the U.S. airline industry to produce the strategic groups discussed 
above. The disruptive event was the deregulation of the industry. 
Smaller, more efficient intra-state carriers such as Southwest moved 
into the national market, and entry into the Low-Cost group was 
strong. Incumbent firms became the Network group as they built 
hub and spoke systems in the expectation of economies of scale, and 
the Regional airlines emerged to service the hubs. The three distinct 
groups were defined, therefore, primarily in response to a shift in the 
rules governing competition.  
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Airline Codes:

AE   = American Eagle
SK   = SkyWest
AS   = Atlantic Southeast
PI     = Pinnacle
EX   = ExressJet
CM  = Comair
US   = US Airways
NW = Northwest
CN  = Continental
DL   = Delta
UA   = United
AA  = American
AL   = Alaska
FR   = Frontier
AT   = Airtran
AW = America West
SP    = Spirit
SW  = Southwest
JB    = JetBlue

FIGURE 4.8 | Strategic Groups —U.S. Domestic Airline Industry, 4th Quarter 2004
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  Summary 

 In this chapter we first examined how industry forces can lower firm 
profitability. Five forces—competition, buyer and supplier power, sub-
stitutes, and potential entry—may drive profits down by forcing prices 
down or costs up. We examined the various forms of competition, 
especially in concentrated industries, by looking in detail at how firms 
compete on quantities or prices and at the conditions under which col-
lusion, both tacit and explicit, might emerge. We also examined how 
buyers and suppliers try to gain an advantage over the firms in the 
industry. Then we turned to other industry forces that involve coopera-
tion and complements so that profits are increased rather than eroded. 
Last, we discussed strategic groups. These groups constitute a separate 
layer of competition within the industry that influences firm perfor-
mance. A strategic group is typically dedicated to a specific customer 
segment, and the performance of firms in the group depends on their 
ability to produce a superior economic contribution and to protect the 
sources of this contribution from imitation by other firms, both within 
and outside the industry. 

  Summary Points 

•     Industry and firm factors differ in their contributions to firm 
performance according to the industry’s sector.  

•   Industry forces may decrease or increase profitability.  

•   Five forces that drive down profitability are rivalry, buyer power, 
supplier power, potential entry, and substitutes.  

•   Perfect competition is never found in reality, but it is useful to 
highlight the importance of rivalry in reducing prices to marginal 
cost.  

•   There are three rationales for the finding that the average 
profitability in more concentrated industries is frequently a little 
higher:

•    Larger firms are more efficient.  

•   Firms in an oligopoly are price takers and engage in quantity 
competition or are price makers and sell differentiated 
products.  

•   Firms in the oligopoly collude.     

•   The basic conditions for collusion in a concentrated industry are 
mutual familiarity, repeated interaction, consistent roles, and 
strategic complementarity.  
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•   The four factors that threaten cartel stability are:

•    An inability to prevent entry into the industry.  

•   Uncontrolled cheating or defection from the cartel.  

•   Fluctuations in demand.  

•   Bargaining problems among the cartel members.     

•   When firms in an industry offer roughly the same economic 
contribution, high buyer power drives average industry profits 
down.  

•   Supplier power sets the baseline for the costs firms in an industry 
incur in producing value for their customers.  

•   In general, the higher the entry barriers to an industry, the lower 
the competitive pressure on incumbent firms.  

•   Substitutes determine in part the range of value and price that 
products in each industry must offer.  

•   Complementary products have a positive influence on each 
other’s demand.  

•   An industry is commonly composed of groups of firms, called 
“strategic groups,” each of which is aligned with a particular 
customer segment and thus has a relatively distinct approach to 
competition.  

•   The average performance of strategic groups may vary 
substantially.  

•   Impediments to large shifts in market position within the 
industry are called mobility barriers.      

  Questions for Practice 

 Think how you would answer these questions for your current 
company, your previous place of work, or a business you are studying.

 1.    How is your industry defined? What are the key dimensions your 
firm uses to identify competitors?  

 2.   What are the key forces limiting profits in your industry?  
 3.   How concentrated is your industry? What factors have led to 

concentration or are preventing it?  
 4.   If your industry is concentrated, how efficient or productive are 

the largest firms in your industry compared to the second and 
lower tiers? If it is not concentrated, are there opportunities to 
consolidate activities that would lead to greater efficiency with an 
increase in size?  
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 5.   To what extent do firms in your industry engage in strategic 
interaction? Are they price takers or price makers?  

 6.   How differentiated are the products in your industry? What effect 
does the degree of differentiation have on firm profitability?  

 7.   How powerful are buyers in your industry? How powerful are 
suppliers?  

 8.   What entry barriers does your industry pose to possible entrants?  
 9.   What are the major substitutes your industry confronts?  
 10.   In what ways do firms in your industry cooperate—with each 

other and with buyers and suppliers—in order to improve 
profitability?  

 11.   What are the key complements to your industry and how does 
your industry support their expansion?  

 12.   What are the key strategic groups in your industry? What are 
the key mobility barriers that keep firms from moving from one 
group to another?      
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 All industries evolve as new firms enter and failing firms exit. 
Entry is driven by expectations of profitable sales and exit by the 
inability to achieve them. Start-ups bet that their initial value and 
cost drivers will be effective. Incumbents bet on their abilities to 
improve their market positions as technologies and customer pref-
erences change. Good bets help firms survive and poor bets lead to 
failure. 

 The more a firm resists evolutionary change, the less likely it is 
to endure. Early market leaders frequently lose their dominant posi-
tions as the industry matures (e.g., Apple Computer in personal com-
puters before its resurgence in the last five years). Some firms, such 
as Digital Equipment, fail to manage the transition to new product 
technologies. Others, such as Eastern Airlines, go bankrupt because 
they cannot take advantage of industry deregulation. Only a few sur-
viving firms manage to remain successful when their industries are 
disrupted by technological or institutional change. IBM, Johnson & 
Johnson, and Sony are among the rare examples of firms that have 
survived multiple industry life cycles with relatively strong economic 
performance. 

 Industry evolution threatens all types of competitive advantage. 
Each firm develops its value and cost drivers within historically deter-
mined market constraints. As these constraints change, keeping a supe-
rior market position depends on meeting the challenges of competing 
over time.  

  The Stages of Industry Evolution 

 No two industries have the same evolutionary path. However, most 
paths, as captured by the entry and exit rates of firms, are quite 
similar. The typical pattern of industry evolution has three major 
stages:  1  

•     Stage One — Growth : new product commercialization and industry 
expansion as the entry rate exceeds the exit rate.  

•    Stage Two — Shakeout : a systematic drop in the rate of entry and 
rise in the rate of exit, decreasing the number of firms in the 
industry.  

•    Stage Three — Maturity : industry stabilization as entry and exit 
rates converge.    

 The mature stage need not be stable, however. During this period, some 
industries experience a resurgence of entry into niche markets that 
large, successful firms are unable or unwilling to serve. The number 
of firms that enter in this late period can be substantial, sometimes 
roughly half of all the firms that entered earlier in the growth phase.  2   
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Further, many industries in the mature stage also experience techno-
logical or regulatory shocks that threaten the market positions of estab-
lished firms. In this potential fourth stage, which we will call  industry 
disruption , industry practices are rejuvenated as start-ups enter and 
incumbents adapt to the new rules of competition. Figure 5.1 shows 
how the number of firms in an industry is related to entry and exit 
rates. 

 Closely tied to industry evolution is the concept of the  product life 
cycle . The life of every product follows a growth and maturation pro-
cess just as an industry does. When new products are introduced, they 
appeal to just a few buyers. Then, if the product provides a significant 
buyer surplus compared to substitutes, volume grows. But at some 
point, the number of buyers who want the product levels off, and the 
product life cycle enters the mature phase. Ultimately, most products 
die and are replaced. 

 Over the course of industry evolution, companies are likely to 
introduce many products, each following its own trajectory of shifting 
volume over time. For example, think of how many different kinds of 
cell phones Nokia, Motorola, Samsung, Ericsson, and now Apple have 
introduced. This kind of repeated new product introduction is often a 
force that determines industry development. 

 Clearly, however, the industry life cycle subsumes the life cycles 
of individual products. Both the growth and the mature stages of an 
industry can last much longer than the life cycles of the products 
introduced within them. A classic example of an industry that has 
progressed from growth to maturity and shows the tie between new 
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products and this evolutionary process is U.S. automobiles (see the 
sidebar). 

 Industries differ in their progress through the stages of industry 
evolution. Table 5.1 shows the results from a study of the years selected 
industries have spent in each stage. The time span runs from indus-
try inception to 1981. Some industries remain in Stage 1 for a long 
time as entrepreneurs struggle to find the right combination of value 
and cost drivers. Other industries, such as fluorescent lights, acceler-
ate and mature quickly. If entry barriers are low, new firms are formed 
hoping that they can solve the productivity challenges incumbents are 
facing. But the costs of entry rise once these challenges are solved and 
surviving incumbents improve their market positions. Table 5.2 on 
page 126 shows the rates of attrition in Stages 2 and 3, during and 
after the shakeout. Clearly, industries vary in the number of firms that 
exit during the shakeout and therefore in the number that survive into 
maturity. In spite of this variation, industries are remarkably similar 
in their patterns of entry and exit, as shown for four representative 
industries in Table 5.3 on page 127.     

TABLE 5.1 |  Number of Years in Each Developmental Stage for Selected Industries from the 

Inception of the Industry

  Stage 1 Stage 2 Stage 3
Product Period Growth Shakeout Maturity

Freon compressors 1935–1981 45 1 

Piezo crystals 1936–1981 31 4 10

DDT 1943–1981 9 22 7

Electrocardiographs 1914–1981 50 17

Electric blankets 1911–1981 51 13 6

Fluorescent lamps 1938–1981 2 1 40

Gyroscopes 1911–1981 55 15

Outboard motors 1908–1981 9 6 58

Penicillin 1943–1981 7 23 8

Radar 1940–1981 22 19

Radio transmitters 1922–1981 40 13 6

Styrene 1935–1981 45 1

Cryogenic tanks 1959–1981 8 1 13

Oxygen tents 1926–1981 32 23 

Automobile tires 1896–1981 26 10 49

Artificial Christmas trees 1912–1981 52 17

Windshield wipers 1914–1981 11 9 47

Zippers 1904–1981 55 13 9

Source: Adapted from Steven Klepper and Elizabeth Graddy. “The Evolution of New Industries and the Determinants of Market 

Structure.” Rand Journal of Economics 21, no. 1 (1990).
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The U.S. Automobile Industry

Automobiles are so pervasive and taken 
for granted that we almost assume that the 
companies and brands we know were born 
successful and that the industry’s current 
structure has always existed. Such assump-
tions would simply not be valid. The auto 
industry in the United States emerged 
slowly and has had an amazing number of 
competitors (roughly 2,350) over its his-
tory. The first chart below shows the trend 
in the number of companies founded from 
1880 to 1975, the number of companies that 
exited, and the total number of firms in the 
industry in each year.3 Consistent with the 
three stages of industry evolution, the total 
number of firms rises sharply, then drops 
and levels off, with a very mild resurgence 
starting around 1950.

The second chart shows that the produc-
tion of automobiles generally rises with the 
growth of the U.S. economy. The drop in sales 
to zero in the early 1940s reflects the radical 
shift from consumer to military spending 
during World War II. It is interesting that 
after the war, production resumed at about 
the prewar level—for the obvious reason that 
the production lines that shifted to military 
vehicles when the war began simply reverted 
to consumer vehicles when the war ended. 
The production trend line shows that auto 
industry evolution does not map onto a prod-
uct life cycle. Rather, its evolution has more 
to do with the introduction of the Model T by 
Ford Motor Company in 1908.

The Model T offered sufficient value at a 
very low price to generate wide acceptance 
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(see the third graph). Consequently, it drove 
many firms out of the market. The rise of 
the automobile industry from roughly 1913 
until 1923 reflects the increase in demand 
for the Model T.

But Ford discontinued the Model T in 
1926. Why did this happen? In the early 

1920s Alfred P. Sloan had successfully 
turned General Motors around with a strat-
egy based on a broad product line of cars 
that had improved comfort and aesthetics. 
These GM cars were priced low enough to 
neutralize Ford’s advantage and push the 
Model T from the market.

TABLE 5.2 |  Number of Firms Remaining at the End of Stages 1 and 2 for 

Selected Industries

   % Decrease
 Number of Number of Firms in Firms from
 Firms at End Exiting During the Number
Product of Stage 1 Stage 2 at the Peak

Piezo crystals 45 17 38%

DDT 38 33 87

Electric blankets 17 11 65

Fluorescent lamps 34 14 41

Outboard motors 21 8 38

Penicillin 30 24 80

Radio transmitters 76 55 72

Cryogenic tanks 84 29 35

Automobile tires 275 211 77

Windshield wipers 51 30 59

Zippers 49 9 18

Source: Adapted from Steven Klepper and Elizabeth Graddy. “The Evolution of New Industries and 

the Determinants of Market Structure.” Rand Journal of Economics 21, no. 1 (1990).
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TABLE 5.3 | The Industry Life Cycles of Four Representative Industries4
Table 3

   Stage One—Growth 

 All new industries start with a product innovation that offers a superior 
buyer surplus compared to substitutes. This surplus is typically based 
on a novel design, innovative product features, and the availability
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of new complements. For example, the first automobiles competed 
with trains, trolleys, horses, and horse-driven carriages as modes of 
transportation. Early cars were composed of an innovative power train 
and engine, among other components, and required better roads and 
gas stations as complements for travel over long distances. Another 
example is personal computers. PCs have become widely accepted as 
a replacement for the typewriter and simple computer terminal, but 
their expansion required the development of new software and hard-
ware, including operating systems, applications, storage devices, and 
semiconductors. Similarly, as a form of mass communication, tele-
vision has become a substitute for radio in the home. But frequent 
television broadcasts became feasible only with the development of 
complements such as programming, cameras, transmission stations, 
and other specialized equipment. 

 Early in a new industry’s history, entrants differ widely in their 
resources and capabilities, reflecting different bets on what buyers 
want in the market.  5   Experimentation by entrants creates a range of 
market positions based on variation in value and cost drivers.  6   At this 
stage, the evolutionary path of the market is highly uncertain. There 
are no rules of the game, and the ultimate characteristics of the market 
cannot be predicted. Nor can the trajectory of the product’s technology 
be forecasted with any accuracy. 

  Dynamic Capabilities and the Growth of the Firm 

 As an industry develops in the growth stage, firms enter and customers 
choose among the products offered, favoring those with higher value–
price differentials. As firms observe buying behavior, they adjust their 
market positions to increase demand for their products, shifting toward 
more successful combinations of value, price, and cost and reducing the 
heterogeneity in the industry. At the same time, new firms enter with 
innovations, some of which increase the level of competition, while oth-
ers fall by the wayside. These trends in imitation and innovation by both 
incumbent and entering firms determine the range of market positions. 

 As the industry grows, firms improve their market positions through 
a process we can call the  dynamic growth cycle.   7   Companies begin this 
process by investing in product or process innovations to increase value 
and lower cost. Assuming positive returns to scale, these innovations 
improve productivity and thereby raise the firm’s margins, even as price 
decreases. Higher margins mean greater profitability, which provides 
cash for capacity expansion, and the size of the firm increases. Greater 
size means more resources for innovation, and this cycle relating size, 
innovation, profitability, and growth repeats itself (see Figure 5.2). 

 More productive firms are able to attract buyers through higher 
value at a given price or a lower price at a given value, forcing weaker 
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firms out of the market and increasing the exit rate. Potential entrants 
observe the steadily improving productivity of successful incumbents 
and are deterred from competing in the industry. At the point when the 
rising exit rate exceeds the entry rate, a shakeout begins.  8   

 The dynamic growth cycle implies that firms in Stage 1 of industry 
evolution grow through two types of investment: (1) innovations that 
increase productivity and (2) capacity expansion that increases firm 
size. Each of these is necessary for the other. The resources gained 
through productivity improvements are required to expand the organi-
zation’s scale of operations. At the same time, the resources associated 
with larger size are needed to develop or adopt the innovations that 
improve productivity. 

 How does this process begin? Obviously it must start with innova-
tion, which then leads to growth. But this sequence is only the first step. 
The key part of the cycle involves the entrepreneur’s ability to exploit 
the firm’s larger size so that investment in innovation continues and 
improves the firm’s market position as the industry expands. Enacting 
this part of the growth cycle repeatedly—from size through innovation 
to an improved market position—requires a  dynamic capability.   9   It 
is located in those activities and business processes that govern the 
design and execution of key innovations that improve customer value 

FIGURE 5.2 | Dynamic Growth Cycle
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or lower the firm’s cost. Without such a capability, enacted over and 
over, a firm cannot neutralize and overcome the onslaught of innova-
tions by start-ups. 

 For example, the features and manufacturing processes that 
defined the Model T were the culmination of a continuing effort by 
Ford to improve the cars he sold. Before the Model T, there was the 
Fordmobile, the (original) Model A, the Model C, and the Model N, 
each an advance on its predecessor. Ford also borrowed many innova-
tions from other automakers, such as the assembly line itself, which 
was introduced to the industry by Ransom Olds. Olds had used an 
assembly line to produce the Oldsmobile starting in 1901 before he 
sold his company to General Motors. With each new car, Ford moved 
closer to the combination of value and cost that defined the market 
position of the Model T. This path of iterative innovation reflects Ford’s 
dynamic capability. 

 Ford’s path of innovation was not completely opportunistic. 
Every investment decision channeled organizational resources along 
a particular technological path that opened the firm to some oppor-
tunities for innovation and closed it to others. Attractive potential 
innovations were more or less compatible with existing technol-
ogy and practices. Those that were more compatible were adopted 
because they were easier to design and cheaper to implement and led 
ultimately to the breakthrough product—the Model T—that revolu-
tionized the industry. 

 Taking Ford as a representative case, we can say that each com-
pany progresses technologically and organizationally along a rela-
tively unique path for developing new techniques. These successive 
innovations build on each other and can be seen as stages in a single 
developmental process, each stage compatible with the next. This phe-
nomenon of historical investments guiding future innovation is called 
 path dependence.   10   

 A modern example of path dependence is the development of Intel’s 
microprocessor platform. The microprocessor chip is the guts of a per-
sonal computer, and Intel was an early innovator. The company’s first 
microprocessor was the 4004, developed in 1971. In 1978, Intel got the 
contract to supply IBM with microprocessors for its PC and over the 
next 26 years created 13 enhancements to the basic design of this chip, 
ending with the Pentium M. Each new chip in this progression was 
more powerful and more expensive to design and build and was tech-
nologically reliant on the one before, suggesting that Intel’s innovations 
had a path-dependent pattern. 

 Path dependence is relevant not only to innovations developed 
internally but also to those adopted from other firms. A firm’s histori-
cal investment behavior determines the types of ideas and techniques 
it is open to adopting and forms the basis of its  absorptive capacity.   11   
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Absorptive capacity is a firm’s ability to adopt innovations developed 
by other organizations. 

 Consider again Ford’s assembly line innovations as an example. 
First, he adopted the Olds mass production process in 1903 and refined 
it over time to produce the first Model T in 1908. Using this “push” 
assembly line, with interchangeable parts, he produced one car for 
every 12.5 man-hours. In 1913 Ford made a trip to a hog slaughter-
house and observed an early instance of a “pull” assembly line using 
conveyor belts. He adopted the technique and increased line produc-
tivity to one car for every 1.5 man hours. Ford’s early investment in 
assembly line techniques sensitized him to the potential benefit of the 
pull system in the slaughterhouse, even though it was carrying pigs not 
automobiles. 

 It should be noted that Ford’s commitment to the assembly line 
eventually caused the firm to decline. The company’s tendency to 
explore only innovations consistent with mass production led to deci-
sions that ultimately reduced customer value, such as painting cars 
only in black (because black paint dried faster) and bringing out new 
models every two or three years instead of annually. These policies 
pretty much ignored what customers were willing to pay for. At General 
Motors, Alfred Sloan understood that customers would respond posi-
tively to cars in different colors and more frequent model changes. GM 
implemented these innovations in the early 1920s, and Ford’s market 
share plummeted. 

 Ford’s powerful path of innovative designs and production tech-
niques had become a  core rigidity.   12   The concept of core rigidity 
indicates that it is not enough just to innovate as the industry grows; 
rather, each innovation must improve the firm’s market position. The 
challenge is to recognize when the marginal returns to a firm’s innova-
tive activity are decreasing and then to redirect investments to a more 
productive path of innovation. Whether a firm can make such a change 
before its market position erodes significantly is a key question. 

 Ford’s switch was clearly too late to prevent General Motors from 
surpassing it in market share, just as General Motors’ innovations did 
not enable it to keep pace with Toyota later in the century. The concepts 
underlying the dynamic growth cycle are shown in Table 5.4  (page 132).

 A recent example of a firm that explicitly follows a dynamic growth 
cycle is Samsung. Samsung’s “virtuous cycle” emphasizes financial 
resources rather than size per se (see Figure 5.3 on page 132). The key 
similarities to the growth process shown in Figure 5.2 are an emphasis 
on investment ahead of the competition (innovation), market leadership 
(improvement in the firm’s market position), and high profits. These 
three parts of the process capture the essence of the ongoing dynamic 
capability that is central to the firm’s repeated success in its product 
markets. Samsung spreads its innovations over a diversified portfolio of 
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TABLE 5.4 |  Key Concepts in Developing and Maintaining 

Dynamic Capability

• Dynamic growth cycle

   The cycle of firm growth linking size, innovation, productivity, profitability, 
and capacity expansion.

• Dynamic capability

   The ability of a firm, as it grows, to build its innovative potential and exploit 
it effectively.

• Path dependence

   The tendency of a firm over time to invest in innovations that are upwardly 
compatible with each other, thereby creating a relatively unique path of 
product and process developement.

• Absorptive capacity

   The ability of the firm to adopt innovations developed by other 
organizations based on its prior experience with similar or related practices 
or technologies.

• Core rigidity

   The inability of a firm to adapt to changing market or technological 
conditions because of its attachment to its core practices and customers.

products, capturing economies of scope in technology platforms such 
as LCD technology for both cell phones and large screen televisions. 

   Developing Scalable Value and Cost Drivers 

 In a new industry, firms focus on building dominant market posi-
tions through investing repeatedly in innovative value and cost driv-
ers. Repeated investment is necessary since the contributions of early 
innovations in value and cost are likely to erode as the industry evolves. 
The erosion is caused by changes in demand and by decreasing returns 

Investment Ahead
of the Competition

Market Leadership 

High Profits 

Cash Flows and
Balance Sheet Flexibility  

FIGURE 5.3 | Samsung’s Virtuous Cycle
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to scale in the firm’s initial cost drivers. These shifts in the focus of 
innovation are a major challenge for entrepreneurs as the firm grows. 

  Scale-Driven Value Drivers   A start-up’s initial value driver is com-
monly an advanced product technology with which the firm com-
petes against substitutes. But market penetration in Stage 1 requires a 
broader set of value drivers than technology alone. Early adopters are 
interested primarily in technological advances and weight functional-
ity strongly. Later adopters, however, want additional value drivers, 
as well as lower price.  13   The shift from the early market of techno-
philes to mainstream adopters is a major strategic hurdle in Stage 1 
(see Figure 5.4). To expand beyond early adopters—called  crossing 
the chasm —the firm must develop other sources of value that lead to 
broader acceptance.  14   

 Which value drivers a firm invests in depends on what the majority 
of buyers want. Three examples are customization, geographical scope 
and network externalities. For instance, Dell devised a method for cost-
effective PC customization because it saved mainstream commercial 
customers money in shifting from old to new software. Likewise, wire-
less phone companies have expanded their services across regions 
because users value wide geographical scope for cell phone service. In 
turn, technology firms like Intel (PC microprocessors) and Sony (Blu-
ray disc players) increased the installed base of their standards through 
licensing because network externalities reduce customer costs of using 
a product. Other value drivers that early majority buyers prefer are 
brand, reputation, quality, service, complements, and convenience. 

 Firms are often challenged by how to time the trade-off between 
investing in technology and investing in other value drivers. Overin-
vesting in technology after the product has begun to diffuse to the early 
majority can stall market growth. Early majority customers are simply 

Time

Industry

Volume
Late MajorityEarly MajorityEarly Adopters Laggards

FIGURE 5.4 | Customer Segmentation over the Product Life Cycle
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less sensitive to technology than early adopters and won’t switch from 
substitutes without other sources of value. But underinvesting in 
technology before the product diffuses to the majority reduces sales 
to early market technophiles. To be successful, firms must time their 
investments to match the segment served. The growth of many new 
industries is limited because entrepreneurs are unable to make this 
important transition.  

  Scale-Driven Cost Drivers   Like value drivers, cost drivers vary in their 
effectiveness over the course of industry evolution. A young firm must 
rely on practices and low-cost inputs to increase productivity. At low 
volumes these are the only cost drivers available. As the firm grows, 
these drivers may be preserved if decreasing returns to scale can be pre-
vented. For example, as it grew in Internet brokerage, Charles Schwab 
continually increased productivity through innovation in its informa-
tion technology practices, prolonging their contribution to the firm’s 
low costs. Southwest Airlines is another example of a firm that grew by 
modifying its practices to work in larger-scale operations. 

 It is more common, however, for practices developed at low volumes 
to become less efficient as the firm grows. To overcome declining effi-
ciency with greater size, firms typically invest in new processes that lower 
costs with higher volume and a broader product line. These processes are 
based on economies of scale, the learning curve, and economies of scope. 
A classic example of scale and learning is—one more time—Ford’s assem-
bly line. A notable instance of scope economies is the set of practices 
developed by Vanguard, the mutual fund company, to lower expenses by 
sharing highly efficient activities among its products. 

 However, the development of scale and scope economies may 
cause a firm to trade off cost reductions against value. Scale-based cost 
drivers can lead to lower value as inputs and processes become more 
standardized. For example, financial service firms frequently trade off 
high customer service levels, based on customer-specific knowledge 
and procedures, against low-cost service operations, based on standard 
protocols more amenable to large-scale automation. 

 The key question for a firm developing scale-based cost drivers is 
whether the drop in value is more than offset by the reduction in cost. 
The answer in many industries has generally favored scale and stan-
dardization. A notable example is retail banking. In some industries, 
however, scale-based cost drivers decrease value so much that they hurt 
firm performance. If entry barriers are low enough, these industries 
remain fragmented as smaller firms develop market positions that are 
at least as competitive as firms attempting to become more efficient 
through scale and scope economies. 

 An equally important question is how much investing in higher 
value forces a firm to incur higher costs. For example, the emergence 
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of large global firms in professional service industries, such as advertis-
ing and legal services, has been driven by value-oriented investments in 
broad product lines and geographical scope. The competitive strength 
of these larger firms depends on their abilities to make these invest-
ments productive so that margins can be maintained. If costs rise more 
than increases in value, growth degrades the firm’s market position. 

 Therefore as the industry develops, firms compete both by offering 
buyers new sources of value and by investing in new cost drivers. Dur-
ing Stage 1, one firm’s practices may be countered by a rival’s economies 
of scale. Who wins this competition depends on the effectiveness of the  
firms’ capabilities. 

 The story varies across industries. In automobiles, for example, 
Ford’s scale economies devastated craft-based rivals. But in the U.S. 
airline industry, which has been rejuvenated by deregulation, the out-
come is different. As a low-cost firm, Southwest has been consistently 
profitable using scalable practices focused on increasing efficiency. 
However, major airlines, such as Delta and United, have not been as 
successful. Their performance has been more variable than Southwest’s 
in part because they have not realized significant scale-based efficien-
cies from their investments in hub and spoke route systems. In autos, 
scale-based economies won, but in airlines the competition is still rag-
ing. Every industry’s development depends on how this classic contest 
plays out.  15     

  Early Mover Advantage  16   

 It is common to hear about the perils or the rewards of being a “first 
mover” in an industry. The first mover is either the pioneer with arrows 
in his back or the successful early prospector with the valuable claim. 
However, since firms typically enter an industry in cohorts, it is more 
appropriate to analyze early movers as a group rather than as indi-
vidual companies. 

 In many industries there is a benefit to being an early mover for 
two reasons. First, an early entrant may establish and defend a strong, 
enduring market position. Its value and cost drivers may be scalable 
as the market matures, and its position protected effectively by isolat-
ing mechanisms. The second reason is that the earlier the entrant, the 
longer it is exposed to opportunities for growth and innovation. If the 
early mover does not seize these opportunities and develop a dynamic 
capability, it is just as likely to fail as a later entrant whose options may 
be fewer. Research shows that over the long term, survival over the 
industry life cycle is related less to a firm’s age than to its size, which is 
determined by the company’s ability to grow.  17   

 Only those entrants that can establish and defend superior mar-
ket positions—as well as adapt continuously to shifts in demand and 
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supply—will survive the course of industry evolution. We usually don’t 
remember the early movers that failed since their brands have been 
overpowered by the survivors. For example, older personal computer 
hands know that both Radio Shack and Digital Equipment once had a 
reasonable share of the PC market, but these businesses were washed 
away by Dell, Compaq (now HP), and IBM (now Lenovo), whose growth 
dynamics were more powerful. In the end, it is the combination of 
competitive advantage in the short term and dynamic capability in the 
long term that determines early mover advantage. Both are necessary 
and neither is sufficient.  18    

  Strategic Pricing  19   

 During the growth phase of the industry, a firm may try lower prices in 
order to expand more rapidly but without reducing costs, thus squeez-
ing margins. This practice, called strategic pricing, is based on two 
assumptions: (1) customer switching costs are high enough to ensure a 
reasonable retention rate; and (2) scale-based cost drivers are currently 
in place or can be developed. For example, strategic pricing is endemic 
in many industries with strong learning curves, such as aircraft and 
semiconductor manufacturing, and in industries with strong scale 
economies, such as money market funds. In these industries, firms 
reduce their costs and increase their profitability, even as the product’s 
low price is maintained. The benefit of this policy is that the firm has 
achieved its profit target based on lower costs due to the learning curve 
or scale economies, while growing larger and establishing a sustain-
able market position. 

 The risks of strategic pricing are, however, substantial. First, and 
most obvious, is the possibility that the decline in cost due to learning 
or scale does not match the profits forgone from a low price. A com-
mon cause of such a shortfall is a weak understanding of the firm’s 
underlying cost dynamics. Poor demand forecasting may contribute 
to this problem, leading to ineffective production planning and costly 
periods of excess capacity. Another important risk is that the firm may 
be unable to protect its cost advantage from competition. When other 
firms can imitate cost-reducing innovations based on the learning 
curve, all firms can price strategically and offer the buyer the same 
deal. So no firm gains. If a company can’t protect its learning curve 
from competitors, it has less incentive to expand volume through 
lower prices.   

  Stage Two—Shakeout 

 Stage 1 continues until the industry loses its attractiveness to potential 
entrants and weaker firms exit at the same or a greater rate, producing 
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a shakeout. The shakeout occurs when the rate of exit exceeds the rate 
of entry, and the number of firms in the industry begins to drop. What 
causes this transition? 

 The trigger point is when one or more firms achieve a level of pro-
ductivity that neither weaker rivals nor potential entrants can match.  20   
Thus, the shift in entry and exit rates is ultimately caused by successful 
and sustainable growth strategies. Only the presence of one or more 
firms whose dynamic capabilities create dominant, defendable market 
positions can deter entrants and force weak competitors to leave the 
industry. 

 The emergence of dominant competitors may also be associated 
with a maturing of the product life cycle or with a shift in technology 
to an industrywide dominant design. In the absence of strong com-
petitors, neither of these factors alone can push the industry into a 
shakeout. But when they are present, they can strengthen the effect of 
superior dynamic capabilities on the pattern of entry and exit. 

  The Maturation of the Product Life Cycle 

 As the rate of growth in demand begins to decrease, the product life 
cycle begins to mature. The industry then looks much less promising as 
an opportunity to build a new business. Slowing demand also increases 
the pressure on firms to retain current customers, either through rais-
ing the value offered or by lowering prices; and because there are fewer 
new customers, firms must fight more intensely for them. These forces 
ultimately drive weaker firms from the market. The combination of 
slowing entry, due to lower long-term growth, and rising exit rates, due 
to greater competition, raises the potential for a shakeout. 

 The television receiver industry in the early 1950s is an interesting 
example of this pattern. The industry began in the early 1930s but was 
slow to expand until after World War II. Sales then slowed in the early 
1950s, stabilizing at around 7 million sets a year. Volume was relatively 
flat thereafter until the rise of color television in the mid-1960s. Cor-
respondingly, the number of producers peaked in 1951 at 92 and then 
declined substantially. Thirty-eight firms remained in the industry in 
1958. This reduction in the number of firms closely matches the drop 
in the growth rate, so a maturing product life cycle is a logical explana-
tion for the shakeout. 

 But the life cycle concept does not provide a complete answer to 
questions about industry evolution. It does not explain why some firms 
survive a shakeout and others do not. Further, in some industries, a 
shakeout can occur even when the growth rate in the number of cus-
tomers remains strong, as in the U.S. auto industry described earlier. 
Only firms with superior dynamic capabilities can cause the shift to 
Stage 2 competition.  
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  The Emergence of a Dominant Design  21   

 A  dominant design  is the culmination of a series of innovations in a 
product’s components and architecture and in related value drivers, 
such as service, network externalities, complements, or breadth of 
line. At some point late in Stage 1, buyer preferences converge on a 
specific configuration of technological features that have been intro-
duced independently at different times throughout the industry’s his-
tory. These features, together with related value drivers, improve the 
buyer’s surplus significantly over previous versions of the product. 

 The evolution toward a dominant design commonly involves many 
competitors, each introducing products with specific features that the 
last firm combines into a whole. As competitors invest in the dominant 
design, variance in their market positions is reduced. Companies that 
can copy the dominant design survive while those that cannot fail. The 
design typically remains the standard product model for many years. 
During this time firms compete on lowering costs through process 
innovation. A useful example is the general purpose tractor (see the 
sidebar on page 140). 

 A key corollary to the idea of a dominant design is that firms shift 
their focus from product to process innovation, from value to cost advan-
tage, as the industry shifts from Stage 1 to Stage 2 to Stage 3. Companies 
make this change because the wide acceptance of the dominant design 
reduces opportunities for developing a major new product architecture 
or new product components. Figure 5.5 shows how the emphasis on 
product and process innovation shifts over an industry’s history. 

 A good example of this trend is the personal computer industry, 
which converged on a standard design with the introduction of the 
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IBM PC in 1982. Improvements in component technology, driven by 
Intel and Microsoft, stimulated repeat purchases throughout the 1980s 
and 1990s without changing the product’s basic configuration. These 
innovations were available to all PC manufacturers, making it difficult 
for them to compete on differences in functionality. During this period, 
Dell’s continuing innovations in operations and logistics gave the firm 
a cost advantage across its markets, allowing the company to expand 
its market share among large customers. Dell’s processes were difficult 
to imitate, forcing competitors to lag behind it in their improvements. 
However, as consumers and corporations moved away from desktops 
and towards laptop PCs, HP’s purchase of Compaq and Lenovo’s acqui-
sition of IBM’s PC business changed the competitive landscape once 
more. HP’s close ties with retailers were important for increasing its 
share of the market for laptops, which are more of an experience good; 
and Lenovo’s low costs, coupled with IBM’s superior design, gave the 
Chinese company a strong position in the laptop market. Dell has been 
forced to adapt rapidly in order to compete effectively. 

 Although the emergence of a dominant design may play a role in 
industry evolution, it is neither necessary nor sufficient as the cause 
of a shakeout. Shakeouts can occur in the presence of more than one 
product standard. And by reducing technological uncertainty, the suc-
cess of a single design may encourage new firms to enter, prolonging 
the industry’s growth stage. Further, the existence of a dominant design 
does not explain how some firms grow and innovate.  22   Again, it is the 
presence of dominant competitors with strong isolating mechanisms 
that determines the onset of the shakeout.  

  Shakeout Duration and Severity 

 Industries differ substantially in the duration of the shakeout. As Tables 5.1 
and 5.2 show, the shakeout may be as short as one year or endure for more 
than 20 years. However, there is a strong correlation between the duration 
of the shakeout and the percentage of incumbents left when the industry 
stabilizes. The shakeout in zippers lasted 13 years and only 18 percent of 
the incumbents exited, whereas after 23 years of decline, 80 percent of 
penicillin producers left their industry. Excluding outliers like fluorescent 
lamps where Stage 2 lasted only 1 year, the average percentage decline dur-
ing the shakeout is around 6 percent of the number of firms per year. 

 What determines the severity of the shakeout? There are three 
factors:

   1. Expectations about future market demand and the degree of sunk 
costs.  

2.   The imitability of the dominant firms’ resources and capabilities.  

3.   The presence of defendable niche markets.    
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The General Purpose Tractor

The dominant design for the general pur-
pose tractor took 36 years to emerge. The 
innovations started in 1902, when the first 
tractors were sold, and ended in 1938, 
when Ford-Ferguson introduced the final 
invention—the “three-point hitch.” The orig-
inal tractor, introduced before World War I, 
had low clearance and steel wheels, making 
it suitable for plowing and mowing, but not 
for cultivating crops. Competition between 
Ford and International Harvester produced 
a number of innovations, the first of which 
was the power takeoff, allowing the engine to 
run attachments to the tractor. In 1925 Inter-
national Harvester introduced the Farm-all, 
a smaller, lighter general purpose tractor 
with a higher clearance. This design could 
be used for cultivation in addition to plow-
ing, mowing, and reaping and was superior 
to Ford’s product. Deere, Massey-Harris, and 
Case quickly copied International Harvester’s 
concept. Over the next 10 years, three more 
innovations rounded out the tractor’s domi-
nant design. These were the power lift, intro-
duced by Deere in 1927; rubber tires in 1932; 
and the diesel engine in the mid-1930s.

In 1934 International Harvester pro-
duced a small “one-plow” tractor with a high 

clearance and adjustable front wheels. This 
machine was cheaper and so could be sold to 
small farms, especially in the southern part of 
the United States. It diffused rapidly. Larger 
tractors eventually followed a similar design. 
After 1938 no major changes occurred in the 
tractor’s design. The basic tractor in a farmer’s 
barn today is almost the same as it was in the 
late 1930s, a remarkable case of technological 
longevity.23

The general purpose tractor emerged 
over time through a long process of inno-
vation involving many competitors. But 
once the pieces were in place, virtually no 
changes were made for two generations. 
The design succeeded because it provided 
a greater buyer surplus at a cost that was 
sustainable as volume increased. Before the 
dominant design became established, com-
petitors’ market positions differed widely in 
value and cost, as each firm experimented in 
an effort to find the one product that would 
capture and keep customers. Once this 
design emerged and was established, these 
firms—Deere, Case, International Harvester, 
and others—stopped investing in major 
product innovations and competed on mar-
keting, distribution, service, and price.

 First, exit is slowed when weaker firms have sunk investments in 
resources, such as brand equity, and expect demand to grow beyond 
the production capacity of the dominant firms. Sunk costs create a 
drag on exit if the investments would be more expensive to rebuild 
upon reentry. So firms remain in the industry longer, hoping that 
future demand will produce a return to profitability. A second reason 
to postpone exit is based on the possibility that the firm can improve its 
poor market position by imitating some or all of the industry leaders. 
When the isolating mechanisms of dominant firms can be attacked, 
less-advantaged firms will tend to remain in the industry longer. Third, 
the shakeout may be slowed when weaker competitors can avoid direct 
rivalry with the dominant firms by competing in niche markets. Niche 
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markets allow firms to avoid exit by building defendable market posi-
tions, albeit with fewer customers. This puts a drag on the shakeout.   

  Stage Three—Maturity 

 At the end of the shakeout, weaker firms have exited the industry 
because they could not compete with firms that had stronger market 
positions. These dominant firms have also raised the bar for start-ups 
seeking to enter the industry, causing the entry rate to drop substan-
tially. Entry and exit continue, but at roughly equal rates that are much 
lower than in earlier stages. Although there may be a mild resurgence 
of entry into niche markets later, the number of firms in the industry 
stabilizes, and the industry enters the mature stage. 

 This does not mean, however, that only big firms survive. The typical 
distribution of firm sizes is highly skewed with many small firms, fewer 
firms of moderate size, and even fewer large firms. This skewed distri-
bution in the mature stage indicates that firms remain somewhat het-
erogeneous in their market positions, although less so than in Stage 1. 
The industry structure therefore remains complex. 

 How long does Stage 3 last? It lasts until a new, viable substitute 
technology appears. Substitution can occur rapidly and repeatedly, as 
it did in the shifting of tire cord material from cotton to rayon to nylon 
to polyester. In other industries the period of maturity lasts for some 
time. For example, since the shakeout in outboard motors ended in 
1923, little change has occurred in entry and exit rates for a very long 
time (see Table 5.2). 

 Competition in the mature stage differs markedly from earlier peri-
ods. Firms continue to compete through the dynamic growth cycle, 
since both innovation and growth remain strategically important. 
However, firms must adapt to four new industry conditions:

   1. A decline in the market growth rate.  

2.   A rise in buyer experience.  

3.   The concentration of market share among relatively similar large 
firms.  

4.   The persistence of niche markets.    

  Decline in the Market Growth Rate 

 During Stage 1, the market growth rate is based on the increasing num-
ber of buyers switching from substitutes to the industry’s product. But 
as the shakeout ends and industry maturity begins, this type of customer 
becomes scarce. Demand is no longer driven by an expanding number 
of buyers but by replacement purchases and population demographics. 
The growth rate is therefore substantially lower. This reduced rate of 
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market growth determines which kinds of innovation will produce 
higher returns. With lower growth, projects requiring an increase 
in capacity (e.g., those based on the learning curve) are riskier since 
higher volume is harder to achieve. Few new buyers come into the 
market in the mature stage, so firms must fight each other for custom-
ers, increasing the costs of acquiring them. Under these circumstances, 
it is more efficient for firms to keep their customers through a lower 
price and higher value than to lose them and then try to win them back. 
These retention tactics by competitors lower firm growth rates across 
the industry and make investing in new projects based on the learning 
curve less attractive.  24   

 However, innovations that replace current processes can be pow-
erful sources of improved market positioning. Process redesign can 
lead to significantly higher value and lower cost, if the implementation 
is well planned and executed as Dell’s innovations in manufacturing 
and logistics were. The adoption of new practices, such as total quality 
management (TQM) in operations and just-in-time (JIT) in logistics, 
has led to lower costs and improved customer value in mature indus-
tries. Also, Internet-based innovations have produced substantial cost 
reductions in almost all industries. 

 Firms may also lower costs by investing in economies of scope. 
Redesigning activities to serve multiple products or geographical 
regions generally increases efficiency. However, such a restructuring 
may also reduce overall customer value by offering a more generic 
product to buyers who have different preferences. The key question 
is whether this trade-off between cost and value improves the firm’s 
overall market position. The early battle in interstate banking between 
Bank One (now part of JPMorganChase) and Nationsbank (now Bank 
of America) reflects two different views on this question. Bank of 
America’s more centralized approach, favoring lower costs, appears 
to have been more successful as the race to acquire customers through 
acquisition has slowed.  

  An Increase in Buyer Experience 

 Experienced buyers have more clearly defined preferences and have 
lower search costs. They are therefore harder to retain. To counter 
buyer experience, firms develop value drivers such as service, quality, 
breadth of line, and customization that increase customer switching 
costs. Lower prices also defend against the power of more experienced 
buyers. Innovations in practices that raise productivity allow firms to 
lower prices without lowering margins. Assuming the innovations can 
be protected, the improved buyer surplus leads to higher retention 
rates and steals customers from competitors.  
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  The Concentration of Market Share among Similar Large Firms 

 An industry is much more concentrated at the beginning of the mature 
stage than at the end of the growth stage. During the shakeout, large 
firms absorb the customers of weaker firms that have exited. But con-
centration can vary widely across industries. 

 Industry concentration depends on three factors:

1.    Market size.  

2.   The minimum scale required to compete.  

3.   Sunk cost investments in value drivers that have increasing 
returns to scale.    

 When the minimum scale to compete on cost is large relative to 
market size, the industry’s concentration ratio is high, as in industries 
whose processes have large economies of scale like aluminum or gyp-
sum production. In contrast, if the minimum scale is small relative 
to market size, concentration will be lower, as we find in retail baker-
ies. This effect of minimum efficient scale is moderated by the need 
to make sunk cost investments in value drivers such as technology 
and brand (e.g., in the personal computer and beer industries respec-
tively). Firms may be deterred from entering by the extra expense 
they must incur to match incumbent positions on value, which have 
already been amortized.  25   

 In concentrated industries, the largest firms compete with each 
other differently than smaller firms. Larger firms are typically older 
and belong to the same cohort of firms that entered the industry in the 
growth stage. For example, Coca-Cola, Pepsi-Cola, and Dr Pepper all 
started up between 1885 and 1898. Because larger firms in an industry 
have been rivals for many years, they have observed each other’s innova-
tions and, when possible, absorbed those that were effective. They there-
fore have typically invested in similar cost and value drivers, so their 
market positions resemble each other. Firms that entered later or that 
did not grow as large over the life cycle typically compete using more 
limited resources, perhaps in narrower or peripheral markets. 

 It is common for the dominant firms in an industry to face off 
against each other with broad product lines across geographical regions 
or market segments. This form of complex rivalry is called  multipoint 
competition.   26   Multipoint competition takes place in closely fought 
skirmishes along many fronts. The deterioration of these skirmishes 
into total war, through price decreases or overinvestment, pushes 
profitability down. One key to avoiding this outcome is a series of foot-
holds by each firm in the core markets of its rivals. Mutual footholds 
create the potential for competitive stability since each firm can attack 
its rivals in their home markets just as it is vulnerable to attack from 
them. The pattern of footholds across markets represents a series of 
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threats whose credibility is crucial for the system’s stability. The U.S. 
airline industry has shown this pattern of strategic behavior.  27   

 The relative similarity of large firms also affects the direction and 
rewards these firms receive from innovation. Together, innovations by 
these firms in both value and cost constitute an arms race, in which 
no firm benefits for long from its improved market position.  28   Firms 
observe each other innovating in the same direction at roughly the 
same pace to satisfy the same buyer preferences. Even though there are 
no enduring isolating mechanisms, each firm must invest in innova-
tions to stay abreast of the others. Any misstep in this competition can 
be damaging as customers, who are the winners in this game, switch 
to more productive rivals. 

 The combination of multipoint competition and an arms race is 
sometimes called  hypercompetition.   29   Hypercompetition is a dynamic 
growth cycle in which increments to profitability and capacity are low, 
even as firms innovate repeatedly. Profitability is lower because innova-
tions are difficult to protect from rivals that have developed comparable 
absorptive capacities for new product or process technologies. Capacity 
expansion is limited since market growth is lower and competitors vig-
orously defend their customer bases. In spite of these constraints, firms 
must continue to innovate. The destructive effect of hypercompetition on 
firm profitability can be moderated by informal price coordination.

 Although short-term prices are determined by supply and demand, 
the long-term downward trend in industry prices levels off in industry 
maturity. One explanation of this flattening out of prices is that most pro-
cess innovations leading to greater efficiency have been discovered. For 
example, standard DVD players have reached this stage, unlike Blu-ray 
players, which have a way to go. But a second explanation is that competi-
tors have learned how to coordinate prices based on their long experience 
with each other’s strategies. This is the realm of tacit collusion in which 
firms producing highly similar products, such as aluminum or structural 
steel, develop ways, such as price leadership, to prevent price wars.  

  The Persistence of Niche Markets 

 In many large mature industries, even those that are highly concen-
trated, small firms thrive in low-volume  niche markets  that larger 
firms are either unable or unwilling to serve. Buyers in a niche have rel-
atively unique preferences. For example, many small applications soft-
ware firms have focused on industry niches—so-called vertical markets 
(e.g., construction or trucking) that require specialized products—or on 
local small business customers that can be offered superior service. In 
each niche, smaller firms have been able to thrive by providing a higher 
economic contribution than their larger rivals, which are focused more 
on building dominant market positions with large corporations. 
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 Niche markets may emerge during the growth or mature stages of 
the industry life cycle. They may be based on old customer segments 
that formed in the growth stage but separated from the mainstream 
as the industry developed, as in the case of diehard Apple Computer 
customers. These mature niches are served by older small firms that 
have survived by investing repeatedly in practices that increase produc-
tivity. A niche may also emerge in the mature stage when a group of 
customers changes its preferences and creates a new segment, like the 
recent rise of craft beers in the United States. Demand in newer niches 
typically grows at a faster rate than the overall industry and attracts 
entrants. The ability of these emergent niches to threaten the core mar-
ket depends on the evolution of customer preferences and the dynamic 
capabilities of the new firms, leading possibly to industry disruption. 

 Niche characteristics also affect how many small firms will remain 
viable in the industry. Small firms can compete in a niche when they 
are able to build market positions without investing in scale. Thus, 
how many small firms a niche can support depends on the minimum 
scale necessary to compete in it.   The lower the minimum scale relative 
to the size of the niche, the more small firms the niche can contain. 
When there are many niches of this type in an industry, there are many 
small firms. 

Niche firms are threatened when they can no longer defend against 
the economies of scope and core market value drivers of larger firms. 
The benefits from value drivers tailored to a niche drop as customer 
preferences become more similar to the market as a whole. To protect 
its market position in this case, a small firm can invest in improv-
ing value and increasing buyer switching costs. Small firms must also 
repeatedly improve non–scale-based cost drivers to remain viable.   

  Industry Disruption 

 The mature stage is not necessarily the end of industry evolution. 
Every mature industry is vulnerable to radical innovations enabling 
entrants to create market positions that threaten incumbents. When 
incumbents cannot adapt, the entrants replace them. More frequently, 
however, many incumbents find ways to adjust to the shift in competi-
tion. The industry then evolves as entrants grow larger and incumbents 
develop the resources and capabilities necessary to compete in the new 
market. Cars were a radical innovation that slowly replaced earlier 
forms of private transportation, such as horse-driven carriages. Many 
early auto companies were in fact offshoots of older industries, such 
as gasoline engine companies, carriage makers, bicycle manufacturers, 
and machine shops (in the case of Henry Ford).  30   These offshoots had a 
better chance of surviving industry evolution than those firms that had 
no obvious industrial background. 
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 What are the chances incumbents will be able to adapt to industry 
disruption? The answer depends on three factors:  31  

   1. The degree of incumbent control over complementary assets 
providing access to customers.  

2.   The strength of isolating mechanisms protecting the new 
technology.  

3.   The magnitude of short-term opportunity costs incumbents incur 
in adopting the new technology.    

 When all these factors are against them, incumbents are unlikely 
to survive. In this case, how fast incumbents die depends on how fast 
start-ups can expand. However, when any of these factors favor incum-
bents, the rate of start-up penetration can be slowed. 

 Control over the assets needed to commercialize an innovation gives 
incumbents time to learn about the new product, especially through 
alliances with start-ups. A good example is the pervasive partnering 
that has occurred between new biotechnology companies (start-ups) 
and established pharmaceutical firms (incumbents). Big pharmaceuti-
cal companies have large marketing, sales, and distribution capabili-
ties that biotech start-ups lack. The start-ups in turn have potentially a 
more productive drug development platform. So the alliances between 
these two groups represent a good match of complementary assets. 

 Also, when the isolating mechanisms, especially property rights, 
protecting the innovation are weak, incumbents may be able to imitate 
the technology and compete directly with start-ups. 

To return to the example of biotechnology and pharmaceutical firms, 
the latter have been trying for years to build biotechnology expertise in 
house. The problem is in establishing a viable position for the in house 
unit in the complex array of relationships that link scientists across 
firms and universities. These relationships are essential for knowledge 
sharing and hiring new PhDs. Without a strong position in this network, 
the pharmaceutical in house unit simply cannot compete.

But even when copying the new technology is easy, incumbents may 
still be slow to adopt the innovation. The reason is that they can be 
intensely focused on competing effectively in the mature, hypercompet-
itive industry and not on radical product innovation. In effect, because 
the short-term opportunity costs to incumbents of new technology 
adoption are high, they might wait too long to innovate and thus give 
the attackers an irreversible advantage. 

 These three factors pertain to the three major types of industry 
disruption:

    1. Technological substitution . The introduction of a radically new 
technology that has a higher rate of return on investment in R&D 
than the current technology in the industry. 32   
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2.    Disruptive innovation . The introduction of a new product—based 
on standard, low-cost technologies —that has a stronger long-term 
market position than the industry’s current product. 33   

3.    Radical institutional change . A radical shift in the institutional 
environment of the industry—for example, the deregulation of 
entry and prices—that opens the market to firms with innovative 
capabilities.    

 In all three types, incumbents may control complementary assets 
yet delay adapting to avoid short-term opportunity costs with core 
customers. When the disruption involves a technological substitute, 
strong isolating mechanisms around the innovation may slow incum-
bent adaptation even further. 

  Technological Substitution 

 All technologies are subject to an eventual flattening of research and 
development productivity. As a technology matures, it becomes vulner-
able to alternatives whose life cycles are just beginning. For example, 
jet engines replaced propeller engines in commercial aircraft; CDs have 
largely eliminated vinyl LPs and are themselves quickly being over-
whelmed by downloaded music; and digital cameras have substantially 
eliminated analog cameras, except in niches like the professional sub-
market and disposables. 

 Industries frequently experience periods of discontinuity as they 
shift from a technology whose productive history is ending to another 
whose productive history is just beginning (see Figure 5.6). Since invest-
ments in the new technology bring higher benefits, the technology

Return on
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FIGURE 5.6 | Industry Disruption from Technological Substitution
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attracts entrants that use it to build their market positions. As invest-
ment in the older technology begins to decline, so do the market posi-
tions of firms that cannot make the transition to the innovation. 

 A recent and compelling example of technological substitution is 
the rise of DVD players and the corresponding decline of VCRs. Figure 
5.7 shows how VCR sales declined as DVD players grew to dominate the 
market for recorded video content. The spikes for DVD players  occur 
during the Christmas buying season.  34   In addition, we have another 
example of how complements influence each other’s growth rates. The 
obvious complement to DVD players is the DVD itself. Blockbuster, the 
United States video rental firm, began to promote DVDs in April 1999, 
and demand for DVD players accelerated soon thereafter. 

 A  technological substitute  may come from within or outside an 
industry. A major firm within the industry may develop the new tech-
nology, which then may spread to competitors. The diffusion of the 
technology separates incumbent firms into early and late adopters, a 
rift that can have significant consequences for long-term market posi-
tioning. But when start-ups introduce the innovation, the potential for 

VCRs

500

450

400

350

300

S
a
le

s
 i
n
 1

0
,0

0
0
s

250

200

150

100

50

0

q1
-9

8

q2
-9

8

q3
-9

8

q4
-9

8

q1
-9

9

q2
-9

9

q3
-9

9

q4
-9

9

q1
-0

0

q2
-0

0

q3
-0

0

q4
-0

0

q1
-0

1

q2
-0

1

q3
-0

1

q4
-0

1

q1
-0

2

q2
-0

2

q3
-0

2

q4
-0

2

q1
-0

3

q2
-0

3

q3
-0

3

q4
-0

3

DVD

Players

FIGURE 5.7 | Trends in VCR and DVD Sales in the United States by Quarter, 1998–2003



 Chapter 5  Competing over Time 149

larger-scale industry disruption emerges, especially if no incumbent 
can match the dynamic capabilities of the new firms. 

 Incumbents delay in adopting a technological substitute, even when 
the technology is legally available, for three reasons. First, when an 
incumbent assesses its R&D projects, it emphasizes the  total  (not mar-
ginal) return on investment in an innovation, based on spreading the 
gain over the firm’s customer base. Although technical improvements 
are typically quite small late in a technology’s life cycle, sales based on 
them can be large. But opportunities for these kinds of incremental 
innovations cannot last forever. When the current technology dries up, 
competitors investing in the new technology may have moved far ahead 
and started pulling the incumbent’s customers away. Second, the intro-
duction of a new technology cannibalizes the profits of an incumbent’s 
traditional business. Profitability goes down because the firm must 
pay for new capacity to commercialize the innovation. However, an 
entrant with no capacity in the traditional market has no trade-off with 
an existing business and so makes no immediate sacrifice to innovate. 
Third, incumbents may have poor absorptive capacities to adopt the 
new technology. Switching to the new technology may require a major 
overhaul of the firm’s research infrastructure, as many pharmaceutical 
companies have found in trying to start up biotechnology units. The 
costs of such a transition can delay the time of adoption.  

  Sustaining and Disruptive Technologies 

 In his analysis of how aggressive entrants can replace incumbents, 
Clayton Christensen makes the distinction between sustaining and 
disruptive technologies. A  sustaining technology  is a technological 
substitute that is compatible with the way incumbents understand 
their existing business. Even though these innovations may be quite 
expensive to develop or adopt, they increase customer value as incum-
bents currently understand it. In contrast, a  disruptive technology  
adds very little to current customer value, so an incumbent has little 
incentive to adopt it or even to pay attention to it. However, as time 
progresses, customer preferences shift toward it, blindsiding incum-
bents. Their market share is eroded and they are ultimately forced 
from the industry. 

 Disruptive technologies cause the demise of incumbents under the 
following conditions:

   1. The technology is initially introduced by one or more start-ups 
into a niche market that is too small to attract incumbents’ 
attention.  

2.   Compared to incumbents’ products, the product based on the 
technology has lower initial functionality but also has a lower price 
and cost, perhaps determined by cheaper standardized inputs.  
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3.   The price and type of value offered by the new product do not 
initially attract customers in the industry’s core market, inhibiting 
incumbent adoption.  

4.   Over time, the preferences of incumbents’ customers shift toward 
the value–price profile of the new product.  

5.   Incumbents do not control complementary assets, such as 
distribution, necessary for the market penetration of the 
disruptive technology.  

6.   Start-ups selling the new product develop a dynamic growth cycle 
that allows them to penetrate the core market rapidly through 
scale-based cost drivers.    

 These conditions together present a formidable challenge to incum-
bent firms, so much so that when all conditions are met, most and per-
haps all incumbents will fail. The vulnerability of incumbents arises 
from their resistance to investing in a product that does not match their 
customers’ current preferences. 

 As customer preferences shift toward the new technology, the 
combination of entrant growth capabilities and weak entry barriers is 
fatal for the incumbents’ market positions. Low-cost competition can 
expand rapidly from the periphery of the industry to its core as cus-
tomers become oriented less toward performance and more towards 
price. The speed with which this shift can happen makes it is extremely 
important for incumbents to recognize the threat of the disruptive 
technology early. 

 For this reason, the concept of a disruptive technology has received 
wide attention and spurred companies to analyze competitors, techno-
logical trends, and customer preferences more broadly. Also, even if 
incumbents control customer access and slow the market penetration 
of a disruptive innovation, the rise of a new technology forces these 
firms to change their strategies.  

  Disruption by Regulatory Change 

 Competition over the industry life cycle occurs within a specific regu-
latory context. When this context shifts, so do the forces influencing 
rivalry. For example, a change in industry subsidies and tariffs can alter 
entry rates and especially exit rates almost immediately for marginal 
firms. In extreme cases,  industry deregulation  can induce massive 
change in industry structure and practices, as the U.S. telecommunica-
tions industry experienced starting in 1984 with the breakup of AT&T. 

 Since 1978 six major industries in the United States have expe-
rienced price and entry deregulation: airlines, trucking, railroads, 
commercial banking, natural gas, and telecommunications. Some of 
these industries (e.g., airlines, railroads, and trucking) were opened to 
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competition almost all at once, while others were opened gradually (e.g., 
telecommunications). In all cases, however, new entrants or revamped 
incumbents put significant pressure on competitors to change their 
strategies. Table 5.5 shows the attrition rates of incumbents in four of 
these industries roughly 10 years after deregulation. 

 Like a radical technological innovation, a major institutional 
change—such as deregulation—induces a wave of entry by new firms 
with value and cost drivers that are different from incumbents. Typi-
cally, entrants have much lower costs than incumbents and offer lower 
service levels, similar to the start-ups in Christensen’s model of disrup-
tive technology. As they grow, entrants invest in value drivers to attract 
customers from the core market, replicating the pattern of firm expan-
sion found in Stage 1 of industry evolution. 

 As Table 5.5 shows, the rise of entrants can induce a shakeout 
among incumbents, so that deregulation produces a net decrease in the 
number of firms in an industry. This effect varies by industry, depend-
ing on the number of incumbents—in telecommunications, there was 
only one—and the vulnerability of incumbents to entrant strategies. 
Incumbents in railroads and natural gas remained strong because of 
their control over the industry’s basic infrastructure. These firms took 
advantage of deregulation to consolidate the industry through acqui-
sition. Likewise, in interstate banking, deregulation spurred a mas-
sive wave of acquisition, creating multistate bank holding companies, 
such as Bank of America and Bank One. Entry and consolidation also 
occurred in airlines and trucking.   

  Summary 

 In this chapter we have examined how firms compete over the industry 
life cycle, including its rejuvenation through radical innovation, whether 
technological or regulatory. Each phase of competition presents a new 
strategic challenge, which many firms fail to meet successfully. Early 
in the history of the industry, start-ups must develop dynamic capabili-
ties to improve their market positions. New value and cost drivers are 

TABLE 5.5 |  Incumbent Survival in Four U.S. Industries after Price and Entry 

Deregulation

Industry Incumbents Surviving (%)

Airlines, 1978–1988 32

Banking, 1985–1994 71

Railroads, 1980–1994 37

Trucking, 1980–1993 59
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required to compete as firms grow and penetrate the core of the mar-
ket. As the industry matures, however, the reduced market growth rate 
forces larger firms to compete head-to-head through innovations that 
are more difficult to protect. At the same time, on the periphery of the 
market, niches persist for smaller firms, some of whom may be even 
more profitable than the large competitors at the market’s core. In this 
mature state, the industry is continually vulnerable to the emergence 
of technological substitutes with higher value or lower price and to the 
shift of customer preferences toward these substitutes. Given the rig-
ors of strategic change over the life cycle, few firms survive with their 
identities intact. Fewer still endure this challenge repeatedly. 

  Summary Points 

    • All industries evolve over time as new firms enter and failing 
firms exit.  

•   Industry evolution threatens all sources of competitive advantage.  

•   Each firm develops its value and cost drivers within market 
constraints that are historically determined.

• The more a firm resists evolutionary change, the less likely it is to 
survive.  

•   The prototypical pattern of industry evolution has three major 
stages: growth, shakeout, and maturity.  

•   All new industries start with a product innovation that offers a 
superior buyer surplus compared to substitutes.  

  • Early in a new industry’s history, entrants differ widely in their 
resources and capabilities, reflecting different bets on what 
buyers want in the market.  

•   In the growth stage, the trajectory of a product’s technology 
cannot be forecast with any accuracy.  

•   Firms can improve their market positions over time through both 
innovation and imitation in a growth process called the  dynamic 
growth cycle.   

•   A  dynamic capability  is the ability of a firm to innovate to improve 
its market position at larger scale.  

  • Historical investments can also guide future innovation, a process 
called  path dependence .  

   • Absorptive capacity  is a firm’s ability to adopt innovations 
developed by other organizations, including sources of 
technology such as universities and government agencies.  
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  • The shift from the early market of technophiles to mainstream 
adopters is the major strategic hurdle in Stage 1.  

  • The combination of competitive advantage in the short term 
and dynamic capability in the long term determines early mover 
advantage.  

•   A shakeout occurs as the rate of exit exceeds the rate of entry and 
the number of firms in an industry begins to drop.  

  • Only the presence of one or more firms whose dynamic capabilities 
lead to dominant market positions and are protected from 
imitation can deter entrants and force weak competitors to exit.  

  • Although the emergence of a dominant design may play a role in 
industry evolution, it is neither a necessary nor a sufficient cause 
of a shakeout.  

  • Once the shakeout begins, its duration and the percentage 
of incumbents left when the industry stabilizes are strongly 
correlated.  

  • The average percentage decline during a shakeout is around 6 
percent of the number of firms in an industry each year.  

  • Three factors determine the severity of the shakeout: (1) 
expectations about future market demand and the degree of sunk 
costs, (2) the imitability of the dominant firms’ resources and 
capabilities, and (3) the presence of defendable niche markets.  

  • At the end of the shakeout, entry and exit continue, but at roughly 
equal rates that are much lower than in earlier stages, and 
without significant upward or downward trends.  

•   The duration of industry maturity depends on how short a time it 
takes for a viable substitute technology to appear.  

  • In the mature stage, firms must adapt how they innovate and 
grow to four new industry conditions: (1) a decline in the market 
growth rate, (2) a rise in buyer experience, (3) the concentration 
of market share among relatively similar large firms, and (4) the 
persistence of niche markets.  

•   Industry concentration at maturity depends on three factors: (1) 
market size, (2) the minimum scale required to compete, and 
(3) the extent of sunk cost investments in value drivers, such as 
advertising (brand) and research and development (technology) 
that have increasing returns to scale.  

•   It is common for the dominant firms to face off against each 
other with broad product lines across geographical regions for 
consumer market share or, if their customers are other businesses 
rather than consumers, for the dominant share of large accounts. 
This form of complex rivalry is called  multipoint competition.   
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  • The large firms that engage in multipoint competition sometimes 
compete with innovations in both value and cost. In this 
situation, called an  arms race , no firm benefits from its improved 
market position for long.  

•   The combination of multipoint competition and an arms race is 
sometimes called  hypercompetition.   

•   Many large mature industries, even those that are highly 
concentrated, however, retain a place for small firms, which 
thrive in low-volume niche markets that larger firms are either 
unable or unwilling to serve.  

•   Both large and small firms in a mature industry are vulnerable to 
radical innovations that create new market positions threatening 
incumbent firms.  

•   Industry disruption can arise from technological substitution, 
disruptive innovation, or radical institutional change.  

•   Incumbents can adapt to industry disruption when (1) they 
control complementary assets necessary for new product 
commercialization, (2) they can imitate the disrupting 
innovation, and (3) they overcome short-term opportunity costs 
associated with disinvesting in their traditional businesses.      

  Questions for Practice 

 Think how you would answer these questions for your current com-
pany, your previous place of work, or a business you are studying.

    1. What stage of development is your industry in?  

   2. If your industry is in the growth stage, can you forecast the 
shakeout? If so, when it occurs, how will your firm be positioned?  

 3.   What are your firm’s key technology platforms? Its central paths 
of innovation? Its core rigidities?  

 4.   How well does your firm execute a dynamic growth cycle? Do you 
have a strong dynamic capability?  

 5.   How well has your firm developed scale-based value and cost drivers?  

 6.   If your industry is in the mature stage, how is your firm 
positioned? Is it positioned in the core market or in peripheral 
niche markets?  

 7.   If you compete in niche markets, how vulnerable are they to 
rivalry with large incumbents?  

 8.   If you compete in the core market, how effectively does your firm 
compete against rivals across products and market segments?  
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 9.   How attuned is your firm to major technological disruptions?  

 10.   Can your firm identify and neutralize major internal impediments 
to technological change?      
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tion as events unfold, as when Microsoft gained share in operating sys-
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lucky firms need deliberate execution to sustain their superiority.  1 ,  2   So 
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how well they achieve them. Two firms competing on quality and service, 
for example, can vary substantially in how effectively they execute the 
capabilities that produce these types of value. Likewise, companies that 
compete on price can have different levels of efficiency. For example, 
using its low-cost model, Southwest Airlines succeeded in California’s 
airline market first by shutting out PSA and then by dominating United 
Airlines Shuttle. United Airlines developed the Shuttle as a low-cost 
competitor but has been unable to develop the capabilities to match 
Southwest. So Southwest remains the superior executor. 

 It is important to note that execution may include, but is not the 
same as, strategic planning. Execution is the substance of strategic 
action, while strategic planning is the process of articulating the firm’s 
strategy and the programs that implement it. Although effective execu-
tion is always necessary for competitive advantage, planning may not 
be. For example, a relatively simple firm, whose market position is 
based solely on a key resource, such as a patent or geographical loca-
tion (or a gold mine), must be operationally efficient to realize the 
resource’s value. As long as the firm’s competitive situation is relatively 
stable and simple, strategic planning would not contribute much, in 
contrast to operational planning, which is always required. The benefit 
from strategic planning would rise dramatically, however, if the firm 
began to make more challenging strategic decisions, either because 
market conditions shifted or became more complex.  

  The Basic Elements of Strategy Execution: 
Resources and Capabilities 

  Resources 

 A  resource  is a relatively observable, tradable asset that contributes to 
a firm’s market position by improving customer value, lowering cost, 
or both. The classic example is geographic location, the retail competi-
tor’s mantra (location, location, location). Other examples of resources 
are the following:

•    A patent or combination of patents on a product (think of the 
patent on the original microprocessor or on the original 
television picture tube).  

•   A proprietary process (for example, the process Illinois Tool 
Works has developed for producing screws specialized to plastic 
and concrete).  

•   Ownership of an abundant or especially valuable natural 
resource (e.g., a mine).  

•   An established brand (IBM, Porsche).  

•   A dedicated distribution network (Caterpillar Tractor’s dealers).    
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 Some resources, such as a patent or geographical location, keep 
their value with only a little husbanding. But other resources, like a 
brand or distribution channel, need to be nurtured continuously. For 
example, a brand’s value depends on effective product design and mar-
keting decisions, as Reebok and Adidas have discovered in competing 
against Nike in athletic shoes. 

 To make an enduring contribution to the firm’s market position, a 
resource must be difficult for competitors to imitate or for substitutes 
to neutralize. Coca-Cola has built a large global presence in soft drinks 
on the basis of Coke’s taste, which comes from the special syrup that 
goes into each can or bottle and whose formula the company owns. The 
firm closely guards the syrup’s secret ingredients to prevent competi-
tors from imitating it. Without this syrup, it is inconceivable that Coca-
Cola could have achieved such a wide acceptance of its product. 

 Resources are typically tradable in the sense that the firm can put 
them up for sale and potential buyers place a value on them. However, 
as we will see below, how much a resource is worth to other firms 
depends in part on how much its contribution to its current owner 
depends on other factors the owner controls. In the case of Coca-
Cola, the value of Coke’s syrup may be amplified by the company’s 
capabilities in operations, logistics, distribution, and especially 
marketing.   

  Capabilities 

 Resources can be sufficient for competitive advantage, but they are 
not necessary. Many firms succeed on the basis of their superior 
capabilities. A  capability  denotes a firm’s ability to accomplish tasks 
that are linked to performance by increasing value, decreasing cost, 
or both.  3   These tasks are performed repeatedly through the coordi-
nated efforts of teams within the organization, whose members may 
change even as the practices involved persist and improve. The prac-
tices are specific to the firm and are typically difficult to describe in 
detail. But in many cases, their contribution to the firm’s performance 
is incontrovertible. For example, Intel’s superior ability to innovate 
within its microprocessor platform is widely seen as critical for the 
company’s continued market dominance. To stay afloat, Intel’s major 
rival, AMD, has had to develop a comparable expertise in innovation. 
The process Intel uses to develop new products involves extensive 
interunit coordination, especially between R&D and manufacturing, 
and is not separable from Intel as an organization. The firm’s capa-
bility therefore cannot be bought and sold as one might buy and sell 
Intel’s patents .

 A capability is likely to be both less stable and less easily traded 
than a resource. It is less stable because it is developed and sustained 



Every activity in a firm, from marketing 
research to human resources to technol-
ogy development to the controller’s office, 
makes a forecast of the future, explicitly 
or not. The better these forecasts, the 
more effective the firm’s investment deci-
sions. Superior forecasting is therefore a 
capability that contributes to how much 
money the firm makes. Moreover, the 
firm may be able to keep this contribu-
tion rather than pass it on to customers 
through lower prices and use it to develop 
the capability further.

All these characteristics can be found 
in the forecasting of interest rates by 
financial institutions. The industry where 
we observe this capability is money mar-
ket funds, which try to forecast short-term 
interest rates. When interest rates go up, 
the value of debt securities goes down; 
when interest rates go down, the value of 
debt securities goes up. Since short-term 
debt is generally less sensitive to interest 
rate movements than long-term debt, the 
trick is to structure the money fund port-
folio with short- and long-term securities 
to make the most money as interest rates 
change. If a money market fund could 
forecast interest rates accurately, its best 
policy would be to invest in short-term 
debt when interest rates were about to 
rise and long-term debt when rates were 
about to fall.

Most money fund families (e.g., Fidelity,
Federated) forecast interest rates using a 
team of professionals. However, some teams 
are better forecasters than others. Some 
families systematically beat the industry 

average by a wide margin. Moreover, the 
more accurate a fund family’s forecasting, 
the more money it makes. Does the family 
keep this money? The answer is yes. Fami-
lies that forecast effectively tend to keep the 
earnings they make. Also, it appears that as 
firms earn more through better forecasting, 
their ability to forecast improves—a virtu-
ous cycle. So forecasting in money fund 
families has the characteristics of a key 
capability since it is 1) specific to each orga-
nization; 2) predictive of economic returns 
that the organization keeps; and 3) related 
to organizational growth, both as a cause 
and a consequence.

Interestingly, if a family could fore-
cast rates perfectly, its gross yield would 
increase 25 basis points. How much money 
are we talking about? Actually, quite a lot. 
For example, a money fund with 50 billion 
U.S. dollars in assets, somewhat smaller 
than Fidelity Cash Reserves, would make 
an extra $125 million.

We can speculate that other types of 
forecasting are also capabilities. For exam-
ple, most firms need accurate estimates of 
future demand and costs in order to make 
reasonable budgeting decisions. To show 
that one of these types of forecasting, or 
any other activity for that matter, is indeed 
a capability, one would want to be able to 
measure it and relate it to performance over 
time, just as has been done for money fund 
families. However, this can be hard to do. 
So, in practice, we typically make sensible 
guesses about which activities define capa-
bilities and how strongly they are related to 
performance.4

Forecasting Ability as a Capability

162



 Chapter 6  Strategy Execution 163

through the coordinated efforts of individuals who come and go over 
time. Capabilities are thus fluid. They improve or decline as a firm 
grows, reorganizes, and gains or loses key personnel. 

 Also, unlike a resource, a capability cannot be traded. It is embed-
ded in the firm’s decision-making processes and operating activities. 
If another organization wanted to buy the capability, it would have to 
buy the organization or at least the operating unit where the capability 
was located. 

 Many capabilities contribute to firm performance without being 
linked to a resource. The development of several value drivers—
especially service, quality, and customization—depends only on how 
employees design and execute their tasks. For example, as discussed 
in the sidebar, a deceptively simple activity such as forecasting can 
be an important capability that determines how much money a firm 
makes.   

  Relating Resources and Capabilities 

 Capabilities often contribute to performance by supporting resources, 
as in the case of Coca-Cola discussed previously. Another example is 
a company that markets fashion goods and is managed to build and 
maintain its brand, such as Esprit or Polo. Such a firm has developed 
highly effective marketing techniques and constantly fine tunes its 
methods of selecting and monitoring suppliers. Its supplier-oriented 
practices are directed at maintaining high quality in the firm’s branded 
goods at an appropriate cost. Without the capability in supplier man-
agement, variance in product quality would be higher and the brand’s 
value would decline. 

 Caterpillar’s distribution network is another instance of a crucial 
resource supported by a key capability. The company’s dealers con-
tribute in an essential way to the company’s sales and service activi-
ties. Many dealers have been in place since World War II, building 
their franchises as the global postwar economy grew and providing 
fast, expert service to contractors working under deadlines. To sup-
port the dealers, CAT has developed extensive capabilities in logistics 
and marketing. It is not clear that CAT would be able to withstand the 
competitive pressure of Komatsu, its major rival, without this rich and 
highly competent network. 

 A firm’s expertise in exploiting a resource strongly influences how 
much it is worth to the company. When a resource is auctioned, its 
value is determined in large part by how effectively the resource will 
interact with a bidder’s existing mix of assets and skills. The sidebar on 
Makadok’s model on page 164 gives a deeper look at the logic of  resource 
complementarity.  In addition to the American Airlines–TWA example 
in the sidebar, many other cases of acquisition behavior reflect the 



    Richard Makadok has explored the ways a 
firm can become more profitable than its 
competitors.  5   His framework is based on 
two firms bidding for a resource, such as 
a plot of land or piece of machinery, in an 
auction. He identifies three kinds of differ-
ence between the bidders.

   • The asset complements the resources 
of one bidder more than the resources 
of the other.  

•   One bidder has a greater ability to 
forecast the value of the asset after it is 
acquired.  

•   The capabilities of one bidder 
contribute more strongly to the asset’s 
postacquisition performance.    

 We will discuss each of these in turn.  

  Resource Complementarity 

 The complementarity between the asset 
being auctioned and the existing resources 
of the bidding firms determines the least 
amount each will bid. A higher level of com-
plementarity produces a higher expected 
value of the asset to the bidder and there-
fore a higher bid. For example, when 
American Airlines bought TWA’s assets in 
a bankruptcy sale in 2001, its bid exceeded 
(and had more credibility than) those of 
other airlines largely because TWA’s hub 
cities and route structure complemented 
American’s routes very nicely. TWA’s St. 
Louis hub was geographically well placed 
between the American hubs in Chicago and 
Dallas. Also, the overlap between the routes 
of the two airlines was quite small, only 
about 12 percent. The acquisition did not 
cannibalize American’s current routes, so 
there was little basis for an antitrust suit. 
American’s expected profit from acquiring 
TWA was therefore simply higher than that 

of Continental or Northwest, who were 
interested in some of TWA’s assets.  

  Forecasting 

 Makadok calls this factor “resource picking.” 
The idea is that better forecasting—based on 
the firm’s analytical ability and more reliable 
information sources—produces a more accu-
rate expected value of the asset and superior 
returns.  6   More accurate valuation leads to a 
more effective bid. If a firm does not over-
bid because of superior forecasting, but still 
buys the asset, its acquisition cost is lower. 
On the other hand, if the firm bids accurately 
but loses the auction, no profits are forgone. 
In the American–TWA acquisition, American 
had extensive knowledge of TWA’s assets based 
on a long history of previous transactions 
between the two airlines and on a detailed 
due diligence beginning three months before 
TWA filed for bankruptcy. This information 
sharpened American’s estimate of TWA’s 
value. In fact, before the negotiations began, 
American’s forecast of TWA’s cash flows was 
even more accurate than TWA’s.  

  Capabilities 

 The higher the contribution of the firm’s 
capabilities to the value of a resource, the 
more the resource is worth to the firm. Let’s 
look again at the American–TWA acquisition 
as an example. American had developed a 
very strong capability, called yield manage-
ment, in achieving high average revenues 
per seat. Because TWA’s revenue per seat was 
substantially lower than American’s, one of 
American’s motivations for acquiring TWA 
was to apply its yield management exper-
tise to TWA’s routes, thereby increasing their 
profitability. Interestingly, the costs of the 
two airlines were about the same, so there 
was little American could do to improve 
TWA’s efficiency after the acquisition.  

Makadok’s Model
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  Which Factor Is More Important? 

 Obviously, it would be best to be strong in 
all three factors: high resource complemen-
tarity with the asset, powerful capabilities to 
improve its value, and accurate forecasts of 
its worth. But what if the firm has to make 
trade-offs among these factors? To answer 
this question, we need to consider the fac-
tors in sequence, starting with resource 
complementarity. 

 In Makadok’s approach, a firm’s resource 
complementarity with the target asset 
always establishes the baseline price the 
firm is willing to pay. Then, having estab-
lished this floor price, we look at the ben-
efits of both forecasting and capabilities. 
These depend on how much the resources 
of the bidders differ. 

 First, let’s look at forecasting: When 
one firm has a clearly higher resource com-
plementarity with the asset, forecasting 
ability is not very important. This is so 
because, holding capabilities constant, the 
firm with the stronger complementarity 

will buy the asset anyway. On the other hand, 
when neither firm has a distinct edge, it is 
a good idea to invest in forecasting since it 
increases the chances that whatever bid is 
made will be the most profitable. 

 Now let the firms invest in capabili-
ties as well. The implications of unequal 
resource complementarities are somewhat 
different. The firm with weaker resources 
now can invest in capabilities to raise the 
target asset’s value, bringing it closer to 
that of the other bidder. As the value of the 
asset rises for the weaker firm through its 
enhanced capabilities, so does the impor-
tance of investing in forecasting. Improved 
forecasting may increase the likelihood that 
the asset will be bought, which would jus-
tify the investment in capabilities. 

 These are not simple relationships. But 
they highlight how important the trade-offs 
among these important factors can be. All 
the factors are important, but the comple-
mentarity between the resources of the bid-
der and the target grounds the analysis.  

importance of resource complementarity and the relationship between 
resources and capabilities. Successful U.S. bank holding companies, 
such as Banc One (now part of JPMorganChase), Nationsbank (now 
Bank of America), and First Union (now merged with Wachovia) grew 
during the 1980s and 1990s by developing methods for turning around 
small- to medium-sized local banks. The premiums paid for these tar-
gets reflected how much the acquiring banks expected to gain over 
the long term based on their capabilities in integrating the targets and 
improving their performance. 

 During the 1990s, telecommunications companies, especially 
Cisco Systems, pursued a similar acquisition strategy to broaden and 
refresh their product lines. For the banks discussed above, the primary 
resources acquired were the target firm’s book of business and rela-
tionships with customers. For Cisco and its competitors, the resources 
were the target firms’ technologies and people. In both cases, the firm’s 
ability to benefit by integrating the resource with existing systems had 
a significant effect on the acquisition price.  
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  Building Capabilities 

 Capabilities are produced by specific routines and policies. For example, 
superior customer service on the telephone requires careful personnel 
selection, well-designed training and employee recognition programs, 
and effective information systems. Each of these is necessary for fast 
and effective solutions to customer problems. 

 How should management think about designing and implement-
ing such programs? First, it needs to have a clear picture of their 
economic value. But second, managers need a way of mapping them 
as a whole to reduce unintended consequences in program develop-
ment and to allow comparisons with competitors. The value chain and 
activity system frameworks described below are useful tools for this 
purpose. 

  The Value  Chain 

 One way to identify capabilities in specific activities is Michael Porter’s 
 value chain  diagram.  7   As Figure 6.1 shows, the value chain breaks a 
firm down into nine activities. Five of these—inbound logistics, opera-
tions, outbound logistics, marketing (which includes distribution and 
sales), and service—are primary in the sense that they represent a flow 
of goods and services from inputs (inbound logistics) to the sale and 
service of final outputs (marketing and service). The remaining four 
activities—technology development (in products and processes), pro-
curement, human resource management, and infrastructure (which 
includes the organization’s reporting structure and its accounting and 
control systems)—are secondary in that they support or are found in 
each of the primary activities. For example, technology development, 
when viewed as process innovation, can be found in logistics, opera-
tions, marketing, and service. Technology development as product inno-
vation is located in research and development or product engineering. 

 Every firm’s value chain is likely to be more detailed than Porter’s 
framework. For example, the distribution function in many service 
firms includes fulfillment, a key subactivity for communicating with 
customers. Also, the infrastructure of a large manufacturing firm is 
likely to include ERP software, an important control system. As a gen-
eral rubric, however, the value chain shown in Figure 6.1 is a useful 
starting point for representing a single business. 

 The value chain is also helpful for analyzing competitors that share 
a market position based on similar value and cost drivers. Rivals will 
almost always differ in their investments in value chain activities. They 
can also vary in whether they perform an activity or outsource it to a 
supplier. 

 For example, compared to other major pharmaceutical firms, 
Merck has been slow to outsource a major part of R&D to small 
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Procurement

Technology Development

Human Resource Management

Infrastructure

Outbound

Logistics
Operations

Inbound

Logistics
Marketing Service

FIGURE 6.1 | The Value Chain

bioscience firms. A value chain chart of Merck’s technology develop-
ment activity would therefore look quite different from its competitors, 
say Pfizer and Eli Lilly. This difference represents a fundamental divide 
in the approaches of these firms to research.   

  Activity Systems 

 A broader framework than the value chain is an  activity system.   8  
Activity systems are composed of organizational components that con-
tribute to, or detract from, the firm’s key value and cost drivers. Such 
a system contains policies governing

   • Specific activities in the firm’s value chain.  

•   General characteristics of the firm’s structure and culture.  

•   Product attributes.  

•   Key resources such as technologies and brands.    

 The benefit of mapping a firm’s activity system is that it shows how 
these components relate to and reinforce each other. At the core of the 
system are activities that have a major impact on the firm’s market 
position and the ancillary activities that support them. 

 For example, Figure 6.2 on page 168 shows the activity system of 
Vanguard, the mutual fund company, in 1997.  9   The system shows how 
Vanguard achieved a significant cost advantage over its competitors 
and delivered high-quality service to ensure reasonable rates of 
customer retention. The system has seven core elements:

•    The fund family’s governance structure (mutual not stock).  

•   The distribution of the product (direct rather than brokers).  
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•   Conservatively managed funds (low rather than high risk).  

•   Low cost.  

•   Candid communication.  

•   Focus on long-term performance.  

•   High-quality service.    

 The supporting elements include value chain activities, such as

•    Investment management (outsourced at low fees).  

•   Human resource management (college graduates, no Wall Street 
veterans, no perks for management).  

•   Infrastructure (in-house fund administration).    

 Vanguard was very careful about how it handled or outsourced 
each activity in order to achieve higher value at lower cost. In addi-
tion to candid communication, the activity system included other cul-
tural attributes, such as the zeal to restructure the industry through 
Vanguard’s innovations, high esprit de corps, and the significant influ-
ence of John Bogle, Vanguard’s chief executive. All of these elements 
reinforce each other to produce a powerful market position, primarily 
driven by low costs. 

    The Organizational Dimensions of Capability Development 

 But focusing on individual activities alone obscures how organization-
wide practices contribute to economic performance. The major orga-
nizational dimensions of capability development can be summarized 
as follows (see Figure 6.3 on page 170):

•     Complementarity and consistency  among a firm’s resources, 
tasks, and policies is achieved when they are jointly aligned 
with the firm’s market position and reinforce each other’s 
contributions to it.  

•    Control and coordination systems  comprise the 
infrastructure that governs tasks, transactions, and decisions 
within the firm.  

•   The firm’s  compensation and incentive systems  determine the 
rewards and punishments associated with task outcomes, from 
the highest to the lowest levels of the organization.  

•   The firm’s  culture and learning behavior  shape capability 
development through their influence on decision making 
and task performance.    

 No firm can succeed over time without focusing intensely on these 
four elements and synchronizing their planning and execution. 
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    Complementarity and Consistency 

 Complementarity and consistency are similar but not identical. As dis-
cussed above, two or more resources or capabilities may be comple-
mentary when they produce a more effective outcome together than 
they produce independently.  10   Complementary resources and capabili-
ties reinforce each other in support of achieving the same goals (see the 
following sidebar on Internet retailing). 

 Activities are consistent when they are jointly in tune with the firm’s 
strategy, even if they don’t interact directly with each other. A high level 
of consistency or  fit  implies that the firm’s policies and practices are 
aligned together with its market position.  11   Vanguard’s activity system, 
shown in Figure 6.2, demonstrates how tightly integrated a firm can be 
to support its desired market position—in this case, low cost and price 
coupled with high customer service. 

  Consistency, Value Advantage, and Cost Advantage   Successful firms, 
wherever they are positioned in the market, endure because their poli-
cies are designed and executed within a single strategic framework. 
However, to understand the concept of consistency, focusing on value 
and cost leaders is helpful. It is in these generic market positions that 
consistency makes the most sense. Exemplary  cost leaders , such as 
Vanguard and Southwest Airlines, set policies and design their activi-
ties to keep expenses low while providing price-sensitive customers 
with sufficient value to create an adequate buyer surplus.  Value leaders , 
such as Tiffany in jewelry and Apple in PCs, continually emphasize the 

Capabilities

Resources

Value and Cost

Drivers

Isolating

Mechanisms

Organizational Dimensions

of Capability Development

Complementarity and

Consistency within the

Activity System

Control and

Coordination

Systems

Compensation and

Incentive Systems

Organizational Culture

and Learning

Individual Elements in the Activity 

System, Except Resources

FIGURE 6.3 | The Organizational Dimensions of Capability Development
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 Channel Complementarity    

 In the 1990s many traditional retailers built 
e-commerce channels in order to compete 
with Internet start-ups, which were rapidly 
growing in number. There were three vari-
eties of incumbents. One group, like Lands’ 
End, sold through catalogs. A second group, 
like The Gap, sold through stores. Finally, 
a third group, like JCPenney, sold through 
both a catalog and stores. All three types of 
incumbent were aggressive in adopting the 
Internet. 

 As the Internet start-ups began to fail 
from 2000 through 2002, a growing con-
sensus emerged that multichannel retailers 
would dominate the Internet. One rationale 
for this assertion was that, unlike the start-
ups, these retailers had established brands, 
which allowed them to earn higher margins 
on more frequent purchases. A second argu-
ment for the success of multichannel retail-
ers was that they could leverage their existing 
infrastructure to enable order fulfillment and 
order processing in their online businesses. 

 However, firms with catalog operations 
contributed different kinds of capabilities 

to the online business than companies with 
stores did. Catalog firms typically man-
aged a larger number of products and used 
a more extensive order-processing system, 
including a network of distribution cen-
ters. These companies also developed an 
ability to forecast sales for catalog items, 
many of which were also sold on the firm’s 
website. Firms with store operations, in con-
trast, only had a transportation network for 
carrying goods. 

 Not surprisingly, an analysis of Inter-
net sales for incumbent retailers shows 
that catalog firms experienced significantly 
greater growth than firms with stores only. 
But, interestingly, the companies that had 
both catalog and store operations did better 
than companies with a catalog alone. These 
findings hold up even when the size of the 
firm is included in the analysis. A catalog 
channel was thus an important complement 
to a firm’s online business, as well as a criti-
cal condition for the contribution made by 
stores. In the absence of a catalog, stores 
had only a small effect on Internet sales.  12    

key factors that make their products or services worth the premium 
value-sensitive customers pay for them. For example, Mercedes-Benz 
has built an organization of skilled workers for making and installing 
a wide variety of high-grade materials and components, using robots 
for only 30 percent of the fabrication and assembly. In comparison, 
the privately held Chrysler Corporation uses robots in its plants for 70 
percent of the tasks in producing lower-cost cars. 

 The internal consistency of firms with successful value or cost-
based market positions constitutes a formidable barrier to imitation by 
less-developed organizations.  13   The major airlines in the United States 
(American, United, Delta, Continental, Northwest) have experienced 
this barrier in competing against Southwest, JetBlue, and Airtran, the 
dominant low-cost carriers. One reason for this barrier is that the align-
ment of policies and activities within highly consistent firms is typically 
the result of extensive learning. In fact, the ability of a firm to build and 
maintain fit among activities over time is a capability in itself.  
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  The Pitfall of High Consistency   A high level of consistency provides 
superior economic returns for well-positioned firms in stable indus-
tries. However, the more consistent an organization’s activities, the 
more difficult they are to change.  14   The reason is that consistency is 
driven by a few decision rules that together define the organizing prin-
ciples of the firm. When the market shifts, new organizing principles 
are typically required, challenging assumptions that are deeply held 
systemwide. Less consistent companies are able to adopt new decision 
rules more easily. For example, Kodak, a classic value leader in the 
film industry, suffered extensively when Fuji aggressively entered the 
U.S. market with low prices, drawing customers away from Kodak’s 
traditional brand. Kodak’s transformation into a lower-cost firm took 
many years as its commitments to differentiation were slowly broken. 
Johnson & Johnson, a highly consistent differentiator in health care 
products, faced similar challenges when its market shifted toward 
lower-priced goods in the 1980s and 1990s.   

  Control and Coordination Systems 

 Building capabilities requires the development of  control and 
coordination systems.  These systems should enable the specific capa-
bilities the firm needs to achieve its desired market position. When 
these systems support capability development, the firm will execute 
its strategy effectively. When control and coordination are at odds 
with the capabilities the firm wants to build, execution will be weaker, 
and competitors that are better executors will have stronger relative 
performance. 

 A firm’s financial and operational control systems are central for 
deciding which investments the company will make and therefore 
which capabilities it will develop.  15   Without conventional financial con-
trol and budgeting protocols, it is obvious that any firm would quickly 
lose control over its capital resources. Operational control processes 
are also critical since they determine both how materials and people 
are allocated to organizational tasks and how performance on these 
tasks is measured. The key question for both types of system is how 
well they support the development of capabilities. 

 For example, in a host of service businesses—such as insurance, 
investment advising, transportation, and telecommunications—
managing the frequently complex interface with customers is neces-
sary for reaching a high level of customer retention. Higher reten-
tion, on average, lowers the cost per customer, smoothes cash flows, 
and in many businesses increases revenues through cross-selling. 
But the interface typically stretches across many functions includ-
ing sales, marketing, and operations, with support from information 
systems. Unless retention is measured in the operational control 
system, managers in these functions will subordinate it to other 
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goals, such as increasing market penetration or cost reduction. Put-
ting customer retention in the control system is therefore necessary 
for effective strategy execution. 

 Coordination systems determine how projects will be executed 
 across  the units in the organization. Coordination aligns transactions 
between units through shared information and influence and through 
the exercise of management authority. Without effective coordination, 
no market position can be sustained for long. 

 Jay Galbraith presents five mechanisms, in addition to manage-
ment authority, for coordinating interunit relationships:

1.    Standardized procedures.  

2.   Joint planning.  

3.   Liaison personnel.  

4.   Task forces with members from multiple activities.  

5.   Teams that institutionalize the task forces. 16     

 Each of these mechanisms is added, one after the other, as the 
complexity and rate of change in an interunit relationship increase. 
Basic procedures are effective when the relationship is simple and 
stable. They break down, however, as the relationship becomes more 
complex or changes frequently. To get the relationship back on track, 
the units introduce planning processes. The combination of proce-
dures and planning is effective until a higher rate of change makes 
goal setting cumbersome. Liaison personnel are then put in place to 
handle the increasing number of exceptions to the plan. When new 
coordination problems swamp the liaisons, temporary task forces are 
instituted, followed, if necessary, by teams, which have greater per-
manence and depth. Thus, as the interface between activities becomes 
increasingly complex and fluid, the number of coordination mecha-
nisms expands. 

 Galbraith’s framework contains one more mechanism:  hierarchical
referral —which means sending coordination problems up the chain 
of command. Managers resort to this mechanism last. The reason is 
that referring problems upward expends political capital. It exposes 
conflicts that lower-level managers cannot resolve and thus shows the 
limits of their competence. It also uses up the more expensive time of 
senior executives. 

 Management hierarchies in a single business are typically organized 
along one or more of the following dimensions:  function, geographic 
region, customer , and perhaps to a small degree,  product  (see Figure 6.4 
on page 174). A function is simply an activity in the value chain—such as 
research and development (R&D), operations, marketing, or service. A 
functional organization is therefore one in which the direct reports of the 
CEO are functional managers—vice presidents of R&D, of operations,
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of marketing, and others. In a similar vein, the direct reports of the 
CEO of a firm organized primarily by geography are the vice presidents 
of the eastern region, the southern region, the western region, and so 
on. Likewise, in a customer-based organization, CEO direct reports are 
associated with types of customer as defined for example by specific 
industries or size categories. 

 The structure of a firm’s reporting hierarchy contains important 
information about how conflicts are resolved and which capabilities 
the firm is developing. The higher a mode of organizing (function, geog-
raphy, customer) is located in the hierarchy, the more important it is in 
making decisions. Why is this so? The reason is that a manager’s pri-
mary responsibility determines his or her priorities regarding capabili-
ties. For example, an engineering manager focuses on developing and 
implementing engineering programs, marketing managers design and 
execute marketing programs, and so on. Regional managers, in turn, 

FIGURE 6.4 | Types of Organizational Structure
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are concerned with the special characteristics of their geographic ter-
ritories. Likewise, customer account managers are responsible for pro-
grams that serve the needs of specific customers. So, how the reporting 
hierarchy is structured signals the types of programs the company 
thinks are most important. 

 For example, until 1999 Cisco was organized by customer seg-
ments: Enterprise, Small/Medium Business, and Service Provider. The 
company then shifted to a three-division worldwide geographic organi-
zation. This change indicates that Cisco perceived that the differences 
among its global regional markets were more important for improving 
performance than differences among its types of customer. So geogra-
phy now dominates customer segment in decision making. This does 
not mean that segments and functions (R&D, marketing, operations) 
are not important. Rather, they are coordinated across geographic divi-
sions, which is inherently more difficult than within their own central-
ized units. 

 Rivals with different hierarchical structures build different 
kinds of capability. In one firm the CEO’s direct reports might be 
in charge of functions, such as marketing, operations, and research 
and development. These managers develop capabilities in the func-
tions first and then generalize them across regions and customers. 
In competing firm, the CEO’s direct reports might manage different 
geographic regions. Here, regional capabilities are dominant and 
generalize across functions and customers. These two firms thus 
execute their strategies along distinct paths by developing different 
capabilities: the first firm builds capabilities dominated by func-
tional concerns, while the second firm focuses on capabilities tied 
to regional markets. 

  Functional Organizations   In companies organized by function, coordi-
nation among activities is ultimately guided by the aims of the func-
tions themselves. Building capabilities within R&D, marketing, or 
operations has priority over projects related to a specific geographical 
region or type of customer. The types of capability that can be built 
within functional structures are numerous and important. 

 First, organizing by function enables a firm to reduce costs through 
economies of scale and learning within the functions themselves. Lower 
costs are achieved by

1.    Reduced overhead from combining functional tasks across 
regions or customers.  

2.   Standardization of procedures within functions.  

3.   Process innovation specific to each function.  

4.   Greater power over suppliers due to increased scale in 
purchasing.    
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 Second, a functional organization allows a firm to invest in function-
specific expertise that may increase value to the customer, such as

1.    Technology development programs within R&D.  

2.   Skills in sales and marketing research.  

3.   Quality improvements in operations, logistics, and service.    

 Third, a functional structure provides a mechanism for firm growth 
through

1.    The centralization of new product introduction.  

2.   Investment in stronger technology platforms for future product 
development.     

  Geographic Organizations   Organizing by geography makes sense 
when regions are markedly different strategically. Customer prefer-
ences may differ so much by region that competing with local firms 
requires specialized capabilities. For example, during the 1990s 
Coca-Cola competed strenuously against Dr Pepper in Texas, which 
Texans perceive not as a cola but as a kind of fruit drink. If Texas 
had been an independent country, it would have been Coke’s sixth 
largest national market. But Coke did not decentralize operations 
to its Texas franchise to deal with the state’s idiosyncratic tastes. 
Rather Coke ran Texas policy from Atlanta, where Dr Pepper was 
categorized as a root beer. As a result, Coke’s marketing policies 
were misaligned, and the company did not achieve its potential in 
the Texas market. 

 Also, in addition to regional customers, regional suppliers may 
require unique policies and procedures that are best managed locally. 
Local suppliers may have lower prices and better delivery times than 
large-scale vendors selected by corporate purchasing. Attempts to 
exploit these regional benefits often create conflicts between local and 
corporate management, exposing unresolved inconsistencies in the 
strategy of the firm. 

 Finally, the conditions of local competition may be unique. Large 
centralized firms frequently have difficulty penetrating a local market 
because of their inability to align with its specialized business prac-
tices. To overcome this disadvantage by focusing on each region effec-
tively, management may be required to organize by geography.  

  Customer-Based Organizations   Firms organized around customers del-
iver products specialized to well-defined customer segments. These 
segments must be unique enough in their requirements to warrant 
this heightened attention. Customer-based structures are frequently 
found in firms that compete in professional service industries, such as 
consulting or accounting. These firms are typically organized by 
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industry sector, such as telecommunications, financial services, 
transportation, and energy. The client needs in each sector are suffi-
ciently distinct that special industry knowledge has substantial value 
and trumps the benefit a generalist might provide.  

  The Matrix Form  17     Firms often face a trade-off between two organiz-
ing dimensions (say function and geography), both of which are criti-
cal strategically. To avoid the problems of favoring the first mode of 
organizing over the second, a company may structure itself on both 
dimensions simultaneously. Such a structure is called a  matrix.  In a 
matrix structure, some managers report along two hierarchies instead 
of one. So, for example, a marketing manager in the United States 
would have a U.S. regional boss and at the same time a global market-
ing boss. The company benefits because this structure both focuses 
attention on specific U.S. market needs and achieves global scale in 
marketing. 

 The major problem with a matrix structure is its complexity. The 
managers with dual reporting relationships are torn between the 
demands of the two sides of the company and frequently burn out after 
several years. Similarly, the tension between the two reporting hierar-
chies produces battles over resource allocation and policy formulation. 
Matrix structures are also more expensive to manage than conventional 
one-hierarchy structures simply because the matrix requires greater 
administrative overhead to operate effectively. 

 Matrix structures are a sign that a firm has internalized compet-
ing forces in its market, such as the inconsistent, but equally weighted 
demands of customer specialization and low costs. By choosing to 
organize on both dimensions, the firm is trying to satisfy both stra-
tegic requirements at the same time. How the industry evolves will 
ultimately determine the success of the firm’s decision. The struc-
ture continues to be used in companies such as Agilent, Novartis, 
and Acer to address complex organizational demands for strategy 
execution.   

  Compensation and Incentive Systems 

 Employees must be compensated and otherwise rewarded so that they 
can contribute effectively to their firm’s strategy. To be effective, the 
compensation system must achieve three goals:

1.    Measure the task outcomes related to the firm’s value and cost 
drivers.  

2.   Set appropriate targets for each outcome.  

3.   Reward managers for achieving these targets.    

 This is a tall order for any organization, but a useful aspiration. 
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 Brian Hall identifies three types of problems inherent in designing 
any incentive system:  18  

1.      The controllability problem —when managers are unable to 
identify how much performance is due to individual skill and 
effort and how much is due to luck.  

2.     The alignment problem —when crucial tasks cannot be measured 
and less important tasks are weighted more than they should be 
because they can be measured.  

3.     The interdependency problem —when performance depends on 
the efforts of a team, making it difficult to identify individual 
contributions.    

 These problems are to a degree unavoidable and reflect both noise 
and distortion in the compensation system. The controllability problem 
highlights noise that makes it difficult to design rewards that encour-
age employee effort and skill independent of luck. Noise also contri-
butes to the interdependency problem when performance depends on 
teamwork. The alignment problem reflects distortion in the system 
that underweights hard-to-measure activities and overweights those 
that are easy to measure.  19   

 The best system obviously has low levels of both noise and distor-
tion. Unfortunately, this goal is rarely, if ever, achieved. An analysis of 
incentive systems shows that noise and distortion must be traded off, 
as becomes apparent when a company is forced to choose between 
measures based on firm or individual performance.  20   

 Rewarding managers using firm-level metrics, such as overall prof-
itability or growth in the firm’s stock price, solves the alignment prob-
lem and therefore reduces distortion. These rewards are not related 
to the measurable performance of specific tasks, so managers have 
no incentive to work harder on the tasks that can be measured at the 
expense of those that cannot. All employees are therefore motivated to 
work hard at whatever they are doing. 

 But the downside of emphasizing firm-level performance measures 
is that it increases problems of controllability and interdependency. 
The reward system does not differentiate between the active contribu-
tor and the free rider. So, noise in the compensation system increases. 
Compensation based on firm performance is thus a rather blunt instru-
ment to induce managers to increase effort or ability in the absence of 
rewarding individual action. 

 Using individual task performance measures has the reverse effect. 
Noise is reduced, but distortion is increased. Tight coupling between 
rewards and task performance makes it easier to identify superior 
skill and effort, lowering the incidence of slacking off. But rewarding 
managers for their performance on measurable tasks skews attention 
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toward them, to the detriment of less measurable but important activi-
ties such as interpersonal or interunit cooperation. 

 How do organizations deal with this dilemma? There is no consis-
tent answer to this question. Each firm develops its own solutions over 
time, using a mix of firm- and individual-level incentives to reduce the 
noise and distortion in the system. One generic solution is the piece 
rate system, which first lowers noise through task-based incentives 
and then moderates the distorting effects of these incentives by adding 
firm-level rewards.  

  Piece Rate 

 The clearest, most direct policy for linking compensation to strat-
egy execution is pay for performance. This compensation system, 
often called  piece rate , focuses a worker’s attention on his or her 
productivity, since pay is directly related to how much is produced.  21   
Higher productivity per worker translates into higher volume spread 
over the same fixed assets and thus into lower costs. But cost need 
not be the focus of pay for performance. The firm can reward any 
behavior that is tied to strategy execution—whether it is producing 
highly engineered widgets, developing large customer accounts, sell-
ing tract houses, or flying airplanes on long routes.  22   

 Implementing a piece-rate system effectively depends on six con-
ditions (see the sidebar on page 180). Each addresses one of the three 
problems (controllability, alignment, interdependency) in reducing 
noise and distortion in the incentive system. 

 Pay-for-performance systems are burdened by the problem of risk 
bearing. Typically, employees are less interested in taking risks than the 
firm simply because the firm has a larger portfolio of ventures. If the 
employee fails in his current job, his income may disappear, whereas 
the firm has other projects to fall back on. An obvious way to induce 
greater employee risk taking is to reward it. For example, if large cus-
tomer accounts are more difficult to get but provide a disproportion-
ately higher return, a salesperson might be rewarded extra for them. 

 Because of the factors discussed above, firms that have implemented 
the piece-rate system fine tune it continuously. The outstanding exam-
ple of a firm that has committed itself over its history to making piece-
rate work effectively is Lincoln Electric, a U.S. arc-welding equipment 
firm. Lincoln Electric’s strategy centers on having the lowest costs and 
therefore the lowest prices in its markets, coupled with strong techni-
cal sales and service. Consequently, employee compensation focuses on 
productivity to keep costs low, with no pay for poor quality. The sidebar 
on page 181 describes Lincoln Electric’s development of administra-
tive practices to support its piece-rate system as well as the company’s 
recent problems in expanding globally.   



 Conditions for the Effective Implementation of Pay for 
Performance Incentives 

     1. Employees must be able to 
control the pace of production 
(controllability problem).  If parts 
of the production system, such as 
automated processes, are programmed 
to override the discretion of employees 
in choosing their rates of productivity, 
then it makes little sense to reward 
workers on how much they have 
produced. Whatever their effort and 
ability, they have no control over the 
amount of work completed. 

  2. The standard rate of production 
assigned to a job must be perceived 
as fair and not be adjusted 
arbitrarily (controllability problem).  
Standard setting is a critical part of 
any compensation system focused 
on individual accountability, and 
an effective standard must be based 
on experience with the job. This 
means that piece rate is difficult to 
apply when new jobs are introduced 
frequently or when a job is repeatedly 
redesigned. Further, employees may 
reduce their effort when rate changes 
cannot be justified by technology 
improvements since they perceive 
management as exploiting the 
piece-rate system. 

  3. If uncertainty is significant and 
the employee is risk averse, piece 
rate alone becomes infeasible 
(controllability problem).  Tying 
employees’ pay to performance is often 
complicated by factors that are outside 
their control, such as poor quality 
materials or late supplier deliveries. 
When the effects of these factors 

are significant, the firm typically 
absorbs some of the risk by providing 
a base wage in addition to piece-rate 
compensation. 

  4. Team members should have 
roughly the same preferences for 
expending effort (interdependency 
problem).  Conflict within the group 
about appropriate levels of effort 
can undermine the advantages 
of individual accountability. The 
selection of group members and the 
management of their relationships 
with each other are key elements in an 
effective piece-rate program. 

  5. When cooperation is required 
to achieve productivity goals, a 
group bonus may be offered in 
addition to piece-rate compensation 
(interdependency problem).  This 
compensation scheme works better for 
small groups than large groups since 
small size improves the visibility of 
effort and reduces slacking. Moreover, 
rewarding cooperative effort requires 
that group members be carefully 
selected (see number 4 above). 

  6. Rewarding productivity requires an 
explicit lower bound on the quality 
of output (alignment problem).  
Anyone getting paid according to his 
or her output alone will tend to lower 
the quality of the product in order to 
raise the amount produced. So this 
incentive requires careful monitoring 
of product quality, coupled with a 
policy of no pay for substandard work. 
This condition also applies to other 
performance measures.  
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 Lincoln Electric    

 Lincoln Electric, a dominant firm in the 
global arc-welding equipment industry, is 
a classic example of a company run on the 
piece-rate incentive system to achieve sus-
tainable low costs. Lincoln views itself as 
predominately a manufacturing firm. The 
company has endured for more than 100 
years in a highly competitive industry by 
keeping prices low. It also provides excel-
lent technical service. From its beginning, 
Lincoln has focused on developing admin-
istrative and operational procedures to 
achieve a high level of efficiency without 
degrading quality. They are the following:

 1.    Compensation for piece work only: 
no hourly wages, except for those jobs 
where measuring output per employee 
has been shown to be infeasible.  

 2.   A yearly bonus based on four factors: 
dependability, output, quality and 
ideas, and cooperation, each rated 
by a different department in the 
organization.  

 3.   A very active stock purchase plan for 
employees.  

 4.   Guaranteed employment after two 
years.  

 5.   Continuous improvement in work 
methods by staff engineering and 
workers.  

 6.   Employee guarantee of quality.  

 7.   Price and volume targets to produce 
a planned financial return to the firm 
and to workers.  

 8.   A policy of not hiring additional 
workers to increase production when 
demand increases.  

 9.   Open discussion of job and employee 
ratings.  

10.    A system of consultation between 
workers and management, including 
an Advisory Board that meets twice a 
month, a top-management open-door 
policy, and extensive informal contact 
between management and workers on 
the shop floor.  

11.    A policy of promotion from within.  

12.    A flat hierarchy, giving workers easier 
access to top management.  

13.    A strenuous trial period for new 
employees, which many do not pass.    

 The development of the company’s 
routines was based on substantial practi-
cal knowledge of how interpersonal rela-
tionships shape the piece-rate system. 
Other firms cannot easily replicate this 
deep understanding of the organizational 
context. For example, it would be difficult 
for another firm to replicate the cohort of 
senior workers that serve as role models for 
younger employees. 

 In the past several decades, Lincoln 
expanded into international markets by 
establishing facilities in Europe, Asia, and 
Latin America. One reason for this expan-
sion was to prevent ESAB, a large Swedish
competitor, from dominating the global 
industry. ESAB had deep financial pockets 
and was able to penetrate new markets with 
low prices. 

 Lincoln’s global expansion threatened 
its compensation system in two ways. First, 
the company learned that what works in 
Cleveland, Ohio, its headquarters, does 
not work in Brazil, France, and other non-
U.S. locations because of local laws and 
traditions. So Lincoln’s top management 
had to be able to compete internationally 
with a variety of production and marketing 
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systems, not just piece-rate compensation. 
Second, to expand into other countries, 
Lincoln had to increase its debt, and the 
bankers who made loans to the company 
were not committed to maintaining its 
compensation system. This has meant that 
in some periods, workers have not gotten 
the bonus they expected because interest 
payments came first. 

 Lincoln’s recent history suggests that 
intricate compensation systems based on 

the piece-rate logic need to be buffered 
from environmental change. But no buf-
fer lasts forever. Although the company’s 
piece-rate practices are an almost ideal 
compensation system for rewarding indi-
vidual effort, the company faced severe 
challenges in sustaining the system when 
the global industry changed. Lincoln con-
tinues to thrive with its system intact, 
although it applies to a much reduced 
percentage of its workforce.  

  Culture and Learning 

  Culture 

 A critical part of strategy execution is the firm’s people and the culture 
they create and perpetuate.  23   Organizational culture is defined by the 
mores and systematic expressive behavior of employees as they direct 
thought and activity toward or away from the organization’s goals. 
Cultural content includes the official and unofficial values that indi-
viduals espouse and act on, the stories and anecdotes that employees 
hear and pass on as guides for appropriate or inappropriate behavior, 
the rules of thumb regarding decision making that are passed from 
one employee to another, and the resulting common understanding 
of a wide range of problems and tasks that pervade the organization 
over time. 

 David Kreps has argued that by creating focal points for decision 
making that are widely shared across a firm, organizational culture 
narrows the choices available to individuals, leading to commonly 
accepted decisions without extensive communication.  24   The develop-
ment of focal points through a shared organizational culture is espe-
cially valuable in a nonroutine decision context.  25   For example, when 
employees face an unusual and challenging customer problem, the 
implicit rule in one firm may be that they should go out of their way to 
help the customer, a practice for which Nordstrom, the upscale depart-
ment store, is well known. If customer retention is a key component of 
a firm’s competitive advantage, and the firm has developed a culture 
that perpetuates stories and rules of thumb that focus on high cus-
tomer service, then the culture supports the strategy and will improve 
its execution. On the other hand, if customer retention is part of the 
strategy but the firm’s culture is not customer-focused, then the strat-
egy and culture are not synchronized and strategy execution will be 
less effective.  26    
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 Strong and Weak Cultures  

   Firms differ in their cultures, and cultures 
differ in their relative strength. Stronger cul-
tures are more enduring and create greater 
consistency in the behavior of employees. 
Weaker cultures, on the other hand, are more 
fragile and subject to fragmentation and 
violations of commonly understood rules of 
behavior. Where does a strong culture come 
from? The standard explanation is that it is 
produced by the kinds of processes observed 
at Vanguard in the development of consis-
tent activity systems. As managers try to 
build the capabilities that underlie effective 
value and cost drivers, the culture develops 
in response to feedback from the market. 

 Given the frequently severe constraints 
markets can place on a firm to execute 

effectively, a strong culture is more likely to 
emerge in a firm that is performing at an 
increasingly high level. Research has shown 
in fact that firms with strong cultures tend 
to have higher economic performance over 
time, especially in markets that are highly 
competitive, where constraints on firm 
behavior are greater.  27   Equally important is 
the effect of culture strength on performance 
variability.  28   In a firm with a strong culture, 
employees are likely to conform more consis-
tently with well-understood rules of behavior. 
Higher conformance leads to less deviation 
in performance with customers and suppli-
ers, reinforcing the firm’s reputation. More 
consistent performance also raises the cred-
ibility of the firm in the eyes of competitors.  

  Learning 

 As a firm’s culture provides a set of focal points for decision making, 
it also produces models for effective questioning and experimentation. 
Without inquiry, there is no initiative for improving   strategy execution; 
without experimentation, managers have little direction for effective 
change. Organizational learning is therefore necessary for adaptation 
to changing market conditions. Learning within a firm typically is 
guided by established routines and subject to strong path dependence, 
as existing resources and capabilities provide the framework for future 
innovation. Within these constraints, managers set performance tar-
gets that direct the organization’s pattern of experimentation.  29   

 This kind of inquiry is, in many cases, extremely effective. A pro-
cess of directed trial and error creates a powerful dynamic capability 
to grow the firm.  30   For example, Southwest Airlines established its low-
cost market position in Texas before the U.S. airline industry deregu-
lated in 1978 and was able to experiment with its practices in order to 
improve its economic contribution to its customers. After deregulation,
the airline continued to innovate within these constraints as it began 
to compete in other states. 

 However, effective adaptation sometimes requires investments that 
are inconsistent with the organization’s planned growth path. Chris 
Argyris and Donald Schon have made the distinction between single- 
and double-loop problem solving.  31   Single-loop problem solving entails 
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working within the given parameters of a task to reach a solution. In 
this case, there is little or no questioning of the task as such; all search 
paths lie in well-understood and accepted territory, as in the case of 
Southwest Airlines. Double-loop learning, on the contrary, extends the 
problem-solving process outside the task’s normal domain and raises 
questions about the task parameters themselves. Rather than finding 
ways to perform the task more effectively, double-loop thinking asks 
why it is configured as it is and even whether it is the correct task to 
be performed. 

 Effective strategy execution clearly requires the ability to engage 
in both types of problem solving. Single-loop learning is necessary 
and sufficient to solve routine problems. In these cases, it is sim-
ply not effective to explore outside the box. Double-loop learning 
becomes increasingly necessary, however, when the industry shifts 
from one growth stage to another, and especially when it is dis-
rupted by technological or regulatory change. Developing effec-
tive double-loop learning in these circumstances can be a critical 
managerial task. 

 Double-loop learning means breaking down the cognitive barri-
ers that surround a problem so that a new perspective can be adopted, 
even one that you can currently perceive but cannot seem to accept. 
For example, to shut down the company’s DRAM business in 1984, 
two of Intel’s top executives, Andy Grove and Gordon Moore, got up 
out of their chairs, mentally but not physically, walked through the 
office door, and then walked back in with a new mind-set. In this 
imaginative exercise they fired themselves and then assumed the 
role of new management. Only by pretending to be someone else, 
someone more rational, could they make the decision they knew 
was right. 

 Learning from failure is most useful in the context of well-defined 
goals. Figure 6.5 shows how single and double loop learning can be 
embedded in a capability planning cycle that is originated by a target 
market position based on specific value and cost drivers.  32   The pro-
cess starts with this position and then defines the operational capabili-
ties required to achieve it. The tasks and elements of execution that 
are needed to create the capabilities are then specified and the plan is 
executed. 

 But the map is not the territory. As managers put the plan into 
action, they encounter unexpected problems. Some involve gaps 
in knowledge or lapses in cooperation or coordination that can be 
dealt with directly through improved communication, changes in 
incentives, or organizational redesign. In these cases, the learning 
is single loop and the plan is altered at the margin to include these 
adjustments. Other problems, however, may indicate fundamental 
constraints in the company’s ability to execute the plan that require 
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a redefinition of the target market position or of the capabilities 
needed to achieve it. The ability to ask the hard questions that double 
loop learning implies thus has fundamental consequences for the 
strategy of the firm.   

FIGURE 6.5 | Capability Planning and Learning
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  Summary 

 In this chapter we have examined how a firm executes its strategy. We 
distinguished between resources and capabilities and discussed how 
they are related. The key concepts of the value chain and activity sys-
tems were introduced as ways of analyzing what an organization does 
to deliver its goods or services. We also discussed four elements of 
strategy execution that are critical for building capabilities: (1) com-
plementarity and consistency among the firm’s policies and activities, 
(2) the firm’s control and coordination systems, (3) the firm’s incentive 
systems, and (4) the culture and learning systems of the organization. 
The decisions managers make regarding each of these elements play a 
crucial role in developing the firm’s value and cost drivers and there-
fore in determining its market position.  Finally, we laid out a model 
of capability planning that integrates the elements of execution, the 
firm’s target market position, and organizational learning. 

  Summary Points 

•     The key to understanding strategy execution is how firms build 
and maintain resources and capabilities.  

•   To provide an economic advantage, a firm’s resources must 
contribute to its value or cost drivers and be difficult for 
competitors to imitate or to neutralize through substitution.  

•   The ability of a firm to accomplish tasks that are linked to 
economic performance is called a  capability . Capability-related 
tasks are performed over time through the coordinated efforts of 
teams whose memberships change even as the practices involved 
persist and improve.  

•   A capability must be associated with specific activities and 
programs within the organization.  

•   The major contributors to building and maintaining capabilities 
are consistency or complementarity among activities, control and 
coordination systems, compensation and reward systems, and 
people and culture.  

•   Two or more resources may be complementary in that together 
they produce a more effective outcome than either produces 
independently.  

•   The concept of  consistency  or  fit  implies that the firm’s policies 
and practices are aligned with the demands of the firm’s market 
position.  
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•   A useful way to analyze a firm’s consistency and examine the 
impact of activities on strategy execution is Porter’s value chain 
diagram.  

•   Activity systems are composed of policies in value chain 
activities, general characteristics of the firm’s structure 
and culture, product attributes, and key resources such as 
technologies and brands.  

•   The two end points of the spectrum of market positions in an 
industry—extreme value and cost advantage—require highly 
consistent execution.  

•   The more consistent an organization’s activities, the more 
difficult they are to change.  

•   A firm’s formal control systems for managing and allocating 
financial resources, such as its budgeting and financial reporting 
systems, determine which capabilities will be built 
and sustained.  

•   Galbraith presents five mechanisms for achieving interunit 
coordination, in addition to the use of hierarchical authority: 
(1)  standardized procedures , (2)  joint planning , (3)  liaison 
personnel , (4)  task forces , and (5)  teams.   

•   Hierarchy is typically the last resort for managers unable to 
resolve their differences, no matter what other coordination 
mechanisms are in place.  

•   Management hierarchies in a single business are typically 
organized along one or more of the following dimensions: 
 function, geographical region, customer , and perhaps to a small 
degree,  product.   

•   Matrix structures are typically a sign that the firm has 
internalized competing forces in the market.  

•   Employees must be compensated and otherwise rewarded in 
such a way that they can exert and direct their activities towards 
the firm’s strategic goals.  

•   As a firm’s culture provides a set of focal points for decision 
making, it also needs to provide models for effective questioning 
and experimentation.  

•   Learning within a firm typically is guided by established routines 
and is subject to strong path dependence, as existing resources 
and capabilities provide the framework within which innovations 
are developed.  

•   Effective strategy execution requires the ability to engage in both 
single- and double-loop problem solving.      
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  Questions for Practice 

 Think how you would answer these questions for your current com-
pany, your previous place of work, or a business you are studying:

 1.    What are the key resources and capabilities underlying your value 
and cost drivers?  

 2.   How well do these resources and capabilities complement each 
other? How could their complementarity be improved?  

 3.   Can you map your firm’s activity system? If you did so, how 
consistent do you think your activities would be?  

 4.   How is your firm organized structurally? Does this structure 
support the development of your key capabilities?  

 5.   What metrics does your organization use to measure financial 
and operating performance? How are they related to your 
business strategy?  

 6.   How does your firm handle the trade-off between noise and 
distortion in its incentive system?  

 7.   Does your company have a strong or weak culture? Do the 
characteristics of your culture contribute to your strategy?  

 8.   What focal points does your firm use to make important 
decisions? Are they effective?  

 9.   How do your company’s policies regarding its people contribute 
to the development of key capabilities?  

 10.   How effectively does your company engage in double-loop 
learning?      
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An example of a firm whose boundary deci-
sions have been critical to establishing its 
market position is Dell Computer. Dell has 
traditionally sold and distributed its PCs 
without using retailers as intermediaries. 
Dell’s major competitors, such as Toshiba, 
IBM (Lenovo), and Hewlett-Packard, use 
independent retail channels to a much 
larger extent. Why is this so?

Dell’s vertical integration of sales gives 
it greater control over how the sales func-
tion is executed. Greater control allows 
Dell to coordinate sales and distribution 
with other activities, such as logistics and 
operations, so that the process of selling, 
producing, and delivering a computer can 
be streamlined with extremely low inven-
tory at every stage. Less inventory not only 
reduces working capital requirements but 
also, given the rapid obsolescence of PC 
components, means that more state-of-the-
art machines can be sold at nondiscounted 

prices. Integration also allows Dell to offer 
a higher degree of customization to its cus-
tomers at a cost that competitors cannot 
match. As long as customization remains a 
dominant value driver, Dell’s vertical inte-
gration of sales is a key element of strategy 
execution.

Dell’s model was dominant until two 
new trends emerged in 2006. First, buy-
ers began to move to laptops, which were 
sold more effectively through stores, a shift 
in the market that HP exploited. Second, 
product design, which Dell had traditionally 
deemphasized, became more important to 
customers. In 2008, Dell was aggressively 
adapting to these changes with its core sys-
tem relatively intact but threatened by cheap 
outsourcers specializing in assembly. The 
extent to which Dell slowly shifts its assem-
bly operations to these firms will indicate 
how much its overall costs have dropped 
compared to its internal operations.

Dell Computer

 The choice to vertically integrate (perform the activity in-house) or 
outsource (buy the activity’s output from a company outside the firm) 
is integral to strategy execution. It is guided by the firm’s target mar-
ket position and related capability planning, just like decisions about 
organizational practices and policies. The key difference is that verti-
cal integration decisions extend execution to the costs and benefits of 
external markets relative to those of the organization itself (see the 
sidebar on Dell Computer). 

 What makes vertical integration more or less attractive than out-
sourcing? Part of the answer has to do with the difference between 
the firm’s abilities and those of its suppliers. When the performance of 
suppliers is clearly superior to the firm, vertical integration can be hard 
to justify. But another, highly important part has to do with the kind 
and amount of control a firm exercises over its employees compared 
to suppliers. The concept of control is an important element in current 
theories that explain firm boundaries. As described below, control dif-
ferences between the firm and its suppliers are based to a large extent 
on the concept of the employment relationship.  
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  The Employment Relationship  1   

 In many industries the complex relationships within and between firms 
sometimes makes it difficult to distinguish employees from suppliers, 
customers, or partners. Yet one generally intuits that employees  are  
different, especially when a firm wants extra creativity or effort on a 
project, special information for planning or decision making, or ongo-
ing access to specific abilities. How is being an employee different from 
being a market supplier? 

 According to the U.S. legal system, employees have three duties to 
the firms they work in:

•     Duty of obedience:  Managers have the right to control both 
the process and outcomes of work, not just the outcomes alone. 
This often means that the employee must behave in a socially 
acceptable, respectful way with the employer.  

•    Duty of loyalty:  The employee should act in the interests of 
his employer and cannot benefit at the employer’s expense. 
Self-dealing is inconsistent with the legal approach to the 
employee relationship.  

•    Duty of disclosure:  The employee must disclose information 
that may benefit the employer. In fact, employees may be held 
legally accountable for losses that result from a failure to disclose 
critical information.    

 Suppliers have none of these duties, at least as recognized by the 
courts. Correspondingly, employers are not accountable for the actions 
of their suppliers. That is, an employer is liable for the damage an 
employee may do to a third party in the course of business but not the 
damage a supplier may cause.  2   

 The legal duties of employees highlight two linked aspects of gover-
nance that are important for business strategy: (1) legitimate hierarchi-
cal authority and (2) the generation and use of strategically important 
information. The hierarchical authority of managers enables them to 
align incentives with the firm’s market position, make the firm’s activi-
ties more consistent with each other, and develop a culture that sup-
ports the firm’s strategy. These elements of execution, in turn, should 
increase the generation of useful strategic information throughout the 
firm, leading to better decision making. 

 Given these advantages of the employment relationship for strat-
egy execution, why don’t firms always vertically integrate? The answer 
is that markets are much cheaper than managers. Under some condi-
tions, the extra control that managers can exert may not be worth what 
the firm spends on them. What are these conditions and how can we 
use them to understand and make better vertical integration decisions? 
The following sections lay out the two theories—transaction costs and 
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property rights—that focus on when firms are better than markets for 
governing transactions. 

  Transaction Cost Theory 

  Transaction cost theory  focuses on the problems a firm and its sup-
plier encounter in managing their relationship.  3   Under certain condi-
tions, these difficulties can become so frustrating to the firm that the 
only option is to bring the activity in-house. Although in-house pro-
duction is often more costly than sourcing the input in the market, the 
lower transaction costs of vertical integration—because of the employ-
ment relation—can more than compensate for this disadvantage. 

 The theory specifies two basic conditions that in combination 
lead to vertical integration. The first condition is that the transaction 
between the firm and its supplier be exposed to a significant degree of 
uncertainty. When uncertainty exists, and there is always some, con-
tracts are incomplete.  Incomplete contracting  means that part of the 
contract between the firm and the supplier remains unspecified. That 
is, the contingencies that impinge on the supply relationship cannot be 
fully specified, so the firms must leave part of the transaction open for 
further discussion. For example, the firm may not be able to forecast 
perfectly how much of the supplier’s product it will need in the future. 

 Uncertainty increases when there is substantial volatility of some 
kind. For example, the firm may experience heightened  demand  or 
 volume uncertainty  when customers rapidly and unexpectedly shift 
their buying habits. Or perhaps changes in product or process design 
are more numerous than expected, in which case the firms experi-
ence significant  technological uncertainty . Other types of height-
ened uncertainty can arise from volatility in input markets, such as 
labor and materials, which affect the supplier’s costs and therefore 
future pricing. 

 Because the relationship’s future states cannot be articulated effec-
tively, the two firms must renegotiate the contract when changes need 
to be made. As uncertainty rises, repeated renegotiation is needed. The 
increased frequency of change strains the relationship and makes verti-
cal integration more attractive since, under the employment relation-
ship, employees are more malleable than suppliers. 

 But according to transaction cost theory, uncertainty alone is not 
sufficient to lead to vertical integration; there must also be problems 
in renegotiating the contract. What might determine such problems? 
One possibility is that the firm’s costs of switching to another supplier 
are high. High switching costs occur when the supplier has invested in 
assets or activities that are specific to the firm. As the supplier makes 
these investments and its  asset specificity  rises, the firm may ben-
efit because inputs are more customized to its requirements. But this 
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situation is an opportunity for the supplier to improve its profits, either 
by decreasing the value it provides the firm or by raising its price. In 
either case, there is potential for increased friction in the relationship 
as changes need to be made. 

 A supplier could become more specialized to the buyer in many 
ways. For example, a supplier may locate its plant next to its customer 
to reduce transportation and inventory costs. When the customer is 
powerful, as Toyota is over its suppliers, colocation need not induce 
opportunistic behavior by the supplier. But when the power distribu-
tion in the supply relationship is more equal, as for instance between a 
coal mine and an electricity plant, contracting costs may increase when 
changes in the relationship need to be made.  4   Asset specificity may also 
involve specialized equipment or specialized skills, both of which may 
raise transaction costs over time. 

 For instance, when its own input prices decrease, the specialized 
supplier may not lower its price to the firm proportionately; or, to take 
advantage of its importance to the customer, the supplier may cut cor-
ners on quality, delivery, or other value drivers. Through these actions, 
the supplier decreases the surplus the customer receives. At some 
point, the customer becomes fed up with the supplier’s uncooperative 
behavior and decides to perform the activity itself.  5     

  The Property Rights Approach 

 But why does a firm vertically integrate into the activity of its supplier, 
instead of the supplier vertically integrating into the activity of the firm? 
For example, in 1999, Viacom, the U.S. entertainment giant, bought 
CBS, the television network. A major argument for the acquisition was 
that coordinating the production of TV content (Viacom’s Paramount 
studios produced TV shows such as  Frasier ) and content distribution 
(CBS had substantial broadcasting reach) would be more efficient 
in-house.  6   But if this argument is valid, one can ask why CBS didn’t buy 
Viacom? Viacom was not that much bigger, and a benefit from vertical 
integration would be achieved in any event. Why does one firm gain 
control over the other rather than the reverse? 

 The answer has to do with the relative benefit each firm receives 
from exercising control over the other’s assets. The company that has 
more to profit from controlling investments in the other firm’s assets 
is the one that vertically integrates. The issue of relative gain from 
control is the foundation of the  property rights approach  to vertical 
integration.  7   Thus, an organization draws its boundaries around those 
activities that it can derive a higher value from controlling, compared 
to the firms that supply it with the activity or its output.  8   

 This approach sheds some light on an important aspect of the employ-
ment relation. Being an employee means giving up control over your work 
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to a firm whose assets contribute more to the value of your work than your 
work contributes to the value of the assets. That is, the firm means more 
to your productivity than you do to the productivity of the firm. 

 In many cases, it is quite difficult to identify the contribution of the 
firm independent of employee activities. This is especially true as the 
firm’s assets shift from being fungible (resources) to nonfungible (capa-
bilities). Employees frequently try to test who is more important by 
challenging management for control. Sometimes in fact the employee, 
not the organization, makes the superior economic contribution. 

 There are many examples where the loss of key personnel has caused 
a firm to suffer a loss in performance. In these cases, the employees 
contributed more to the assets of the firm than the firm’s assets con-
tributed to the employees. But there are counterexamples as well, such 
as the defection of currency traders from Citibank to Deutsche Bank in 
1997. Deutsche Bank hired the traders in the belief that their expertise 
was the primary reason Citibank’s trading revenue had been so high. 
But it turned out that Deutsche Bank was wrong—these revenues were 
due to Citibank’s large, loyal customer base, not to the traders them-
selves. How do we know this? After the traders left, Citibank suffered a 
small drop in trading volume and then regained its position in the mar-
ket. However, the former Citibank currency traders could not expand 
the Deutsche Bank business as expected. In this case, Citibank owned 
the critical assets, its customer list. Citibank could replace the traders, 
but the traders could not replace Citibank.  

  Strategy and Control 

 It is a small but important shift in emphasis from the ownership of 
specialized assets to the strategy of the firm. Specialization is a neces-
sary but not sufficient condition for an asset to contribute to the firm’s 
market position relative to competitors. It is necessary since a stan-
dard asset or activity—for example, a generic database management 
system—is broadly available to all firms in an industry and so adds no 
incremental value to any firm in particular. However, it is not sufficient 
since specialization alone does not ensure that the asset will be aligned 
with the firm’s strategy. A unique activity that does not contribute to 
the firm’s value and cost drivers makes no strategic contribution. 

 Ideally, an organization has drawn its boundary around all the 
activities that are strategically valuable and left those activities that 
are strategically less important under the control of suppliers. If this 
were always the case, we would never see firms vertically integrating or 
outsourcing assets or activities since the pattern of ownership would be 
in equilibrium.  9   But since strategies, markets, and capabilities change 
continually for a host of reasons, there are almost always nonstrategic 
activities inside the firm and strategic activities outside the firm.  10   
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 What types of control problem in a supply relationship might moti-
vate a firm to consider vertically integrating an important activity? We 
can identify four:  11  

   1. A problem in distributing the economic gain from the supply 
relationship, typically focused on price.  

  2. A problem in controlling the quality or quantity of supplier 
investments in assets, human resources, product design, 
management processes, and other activities that affect the value 
or price of what it delivers to the firm.  

3.   A problem in designing incentives in the supplier operations that 
are compatible with the buyer’s execution of its strategy.  

4.   A problem in the supplier’s handling of information that is 
strategically sensitive to the buyer.    

 Conflict between the firm and the supplier over any of these can be 
significant and lead the firm to consider vertical integration. 

  Control over the Supplier’s Price 

 Conflicts over pricing can emerge in two contexts. In one form, the 
problem appears when the supplier decides that it has sufficient lever-
age to raise its price without increasing the value it delivers. In essence, 
the supplier is saying “what we supply to you is important for how 
much money you make and we want to be paid more for it.” 

 The second context is a variant of the first. In this case, the firm 
desires a lower price from a supplier that provides a specialized input, 
but the supplier is unwilling to comply. For example, many manufac-
turing firms, especially those with strategic sourcing relationships, 
have initiated target pricing programs with their suppliers to reduce 
purchasing costs. As long as the supplier is willing to go along with 
these programs, there is little reason to integrate vertically. However, 
when (1) a supplier balks at giving up its profits to the firm, (2) there 
are no alternatives to the supplier, and (3) the returns from internal 
operations are worth the firm’s effort to self-manufacture, vertical inte-
gration might be considered.  

  Control over the Supplier’s Investment Decisions 

 The second type of control problem concerns the supplier’s investments 
in the assets or activities that produce the input. Critical investments 
might be for the type of manufacturing or operational equipment, 
the quality and duration of worker and manager training, the quali-
fications of new workers and managers, and the quality and price of 
inputs to the supplier’s processes—in short, anything that might affect 
the supplier’s value or cost drivers.     In trying to control these decisions, 
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the firm wants to make sure that its own value and cost drivers increase 
as much as possible from its supplier’s investments. 

 An interesting example of vertical integration to control investments 
in quality is Texas Land and Cattle, a classic Texas steak house chain with 
sawdust on the floor. The restaurant’s steaks are unusually tender for a 
chain restaurant because they are very fresh. The freshness is due to the 
control the chain has over the butchering, packaging, and delivery of its 
meat. Each of these activities is performed by the organization itself. The 
restaurant butchers its own steaks in a single facility near downtown 
Dallas. The steaks are then vacuum packed, not frozen, in plastic bags 
and delivered daily to each restaurant. By internalizing this operation, 
the chain is able to sell excellent quality beef at casual dining prices. 
When asked why vertical integration is necessary, the restaurant says 
it would not be able to control the practices of an outside butcher as 
effectively as those of one in-house. Since the quality and freshness of 
the meat is a critical part of the organization’s strategy, exercising effec-
tive control is essential to meeting performance goals. Interestingly, the 
chain’s geographical reach is constrained by the driving distance from 
the Dallas butchering unit. For example, Albuquerque, New Mexico, 
is within an acceptable driving distance, but Denver, Colorado, is not 
unless a new butchering operation is built there, a new strategic prob-
lem. In this case vertical integration clearly improves the firm’s value 
offered more than it reduces cost.  

  Control over Incentives 

 In addition to investment decisions, a firm may want to control aspects 
of its supplier’s incentive system. The reason is that incentives that are 
tuned to support the firm’s strategy are more likely to produce supe-
rior results.  12   However, these incentives may not be consistent with the 
strategy of the supplier. The supplier therefore faces a trade-off: either 
comply with the firm and face the possibility that its own strategy exe-
cution will suffer or do not comply and face the possibility that the 
firm will choose another, more compliant supplier or vertically inte-
grate into the business to gain control. Here’s a hypothetical example: 
Imagine that a firm needs to defend its market position by increasing 
end user retention and the best way to improve retention is through 
higher service levels. But the firm distributes its products through an 
independent supplier whose incentive system does not support stron-
ger service. The reason is that better service would be inconsistent with 
other elements in the supplier’s activity system. The firm and the sup-
plier therefore have a conflict based on their differing strategies. If they 
can’t solve their problem, the firm either lowers its retention goals or 
forward integrates into distribution to align the incentive system with 
its strategy.  13    
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  Control over Information 

 This kind of control problem involves information that is valuable to 
the firm. Two types of information transferred in the supply relation-
ship can affect a firm’s performance. First, the firm may gain from 
having information about a supplier’s business; second, the firm may 
suffer from the spread of information about its own business from the 
supplier to the firm’s competitors. 

 In the first case, information about the supplier, especially its costs, 
may give the firm insights that an uninformed competitor would lack. 
This information may refer to valuable technologies, pricing, marketing 
plans and practices, or key aspects of the company’s future direction. 
The government often recognizes this potential source of advantage as 
anticompetitive and tries to prevent it through threatening antitrust 
litigation when the firm controls access to markets. For example, in 
the 1990s the Regional Bell operating companies (RBOCs) had to have 
a lawyer present at most meetings involving the marketing and trans-
mission sides of their businesses to ensure that local resellers were not 
disadvantaged. 

 In the second case, a credible promise of confidentiality can be a 
key selling point for a supplier. For instance, 3M makes the sticky tape 
on disposable diapers for both Kimberly Clark and Procter & Gamble. 
Needless to say, without the adhesive tape, disposable diapers lose a 
significant part of their usefulness. 3M must reassure these two head-
to-head competitors that it will not breach the wall of security that 
separates their individual accounts within its operations. Without this 
reassurance, the trade-off between the advantage of 3M’s superior tech-
nology and the disadvantage of having strategic information poten-
tially exposed to a rival might tip against the supplier and force one or 
both firms to find another source. Or they might bring the technology 
in-house, if technologically possible.   

  Strategy and Relative Capability  14   

 A theory of vertical integration based on problems of control assumes 
that the organization that benefits the most from performing an activ-
ity is also the most competent. But, as we have suggested, this is not 
always the case. Even though control over decision making can provide 
a benefit to the firm, the firm may lack the ability to execute its own 
decisions capably. In the 3M example above, Procter & Gamble ben-
efits when 3M protects its strategic information from Kimberly-Clark. 
But it is unlikely that Procter & Gamble could replicate 3M’s produc-
tion processes successfully. 

 Thus, in analyzing make-or-buy decisions, we need to compare the 
relative competence or production costs of the firm and its supplier in 
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addition to looking at transaction costs or problems of control in the 
supply relationship. In theory, the supplier always has lower produc-
tion costs than the firm. However, this difference generally declines as 
the supplier’s operations become more specialized to the firm’s require-
ments. The reason is that specialization leads to lower volume levels 
since the supplier is increasingly unable to sell the good or service to 
other firms. And as volume declines, the supplier’s economies of scale 
in production are reduced, raising average costs. This relationship 
is captured in Figure 7.1, which shows Oliver Williamson’s “efficient 
boundaries model.” The model indicates that a firm should consider 
the sum of transaction  and  production costs together in making its 
decision whether to bring an activity in-house.  15   

 Note that in Figure 7.1, when specialization is low, in-house trans-
action costs are higher than transaction costs in the market. This 
simply means that, for a commodity input, managing an integrated 
organization is more expensive than sourcing from an outside supplier 
and exploiting the constraints on price imposed by competition. How-
ever, as the input becomes more customized, the difference between 
coordination in-house and coordination in the market plummets until 
at point  a  on the customization line, the comparison favors performing 
the activity inside the firm. 

 If vertical integration were only a function of the improved coor-
dination offered by the employment relation and asset ownership, 
the buyer would bring the activity in-house at point  a . But there are 
production cost considerations as well. Even beyond point  a , market 

Source: Adapted from Oliver Williamson. “The Economics of Organization: The Transaction Cost 

Approach.” American Journal of Sociology 87 (1981), p. 560.

FIGURE 7.1 | The Efficient Boundaries Model
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suppliers typically maintain a production cost advantage due to econo-
mies of scale in the noncustom parts of the input, and this advantage 
trumps whatever coordination benefits the firm might achieve from 
vertical integration. However, as input specialization increases further, 
the production cost effect weakens and the aggregate cost difference 
eventually turns negative at point  c . Beyond this point the firm has a 
clear economic incentive to bring the operation in-house. 

 An instructive example of the trade-off between transaction and 
production costs is the vertical integration of shareholder services 
in the mutual fund industry in the late 1980s. These services involve 
the important task of responding to shareholder telephone inquiries. 
Shareholder services became a strategically important activity as 
mutual funds proliferated in the 1980s and 1990s and customer reten-
tion became a key isolating mechanism. As the mutual fund industry 
grew, so did the number of market suppliers of shareholder services. 
These firms designed their businesses for a high call volume. They 
hired service representatives with relatively low levels of education, 
paid them close to minimum wage, and trained them to handle calls for 
many funds. These policies were successful for those funds whose strat-
egies were based on low expenses but not for those funds that relied on 
customer retention through expert service. For this latter group, sup-
plier unwillingness to invest in better educated and trained personnel 
was unacceptable. These firms therefore brought shareholder services 
in-house to increase control over service personnel, sometimes with 
remarkably positive results. 

 Interestingly, since integrating the computer systems that sup-
ported shareholder services was in most cases very expensive, these 
systems remained in the hands of suppliers. In this example, the costs 
of suppliers were virtually always lower than the costs of mutual fund 
companies, consistent with the efficient boundaries model in Figure 
7.1. But disagreements with suppliers about the way shareholder ser-
vices should be designed and operated drove some companies to bring 
the activity in-house. Even though supplier production costs were 
lower relative to the vertically integrated firms, these firms had much 
higher quality service, a key value driver. So, even though the verti-
cally integrated firms had higher costs, the overall productivity of their 
customer service was superior, and they therefore achieved substantial 
gains in customer retention. 

 One could ask the hypothetical question: Why didn’t a market 
emerge to accommodate the needs of service sensitive funds, either 
through the entry of new firms focused on supplying specialized 
services or the development of new specialized services by the high-
volume providers? The answer must be that the cost to suppliers of 
serving these funds were high, and these costs could not be offset by 
asking the funds to share some of the economic benefits they received 
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from the superior service. Rather than share, the funds simply verti-
cally integrated. So this is a case where market suppliers refused to 
specialize because the business was not economically viable. 

 Contrary to the efficient boundaries model, sometimes a firm will 
vertically integrate an activity to gain control over investment deci-
sions and actually achieve lower costs than the supplier. For example, 
in the 1920s Ford Motor began to absorb many component suppliers 
so that its production lines could be integrated with its newly designed 
mass assembly operations. The suppliers resisted the request that they 
invest in mass production, which would have aligned their produc-
tion volumes and schedules with those of Ford. Their resistance, of 
course, made economic sense since they also delivered components to 
other car companies whose production lines were less automated than 
Ford’s and who required smaller production volumes at less regular 
intervals. The only way Ford could achieve the high levels of efficiency 
associated with its mass-production line was to vertically integrate into 
component supply. In this example, therefore, component production 
was actually cheaper inside Ford than in the supplier’s facility, contrary 
to the economies of scale argument in the efficient boundaries model. 
But note that it was cheaper because the manufacturing process inside 
Ford was different from that in supplier firms. 

 A key point here is that, in both the mutual funds and Ford exam-
ples, in-house operations were quite unlike those of suppliers. In both 
cases, the difference between the firm’s strategy and the supplier’s 
strategy was revealed in conflict over investment decisions. When the 
firm gained control over these decisions through vertical integration, 
it developed a new process in-house that was substantially different 
from that of the supplier, either raising production costs in the case of 
mutual fund families or reducing them in the case of Ford. The com-
parison of production costs between a firm and its supplier is therefore 
partially dependent on the technologies each has invested in, and these 
in turn are determined by the strategies of each company.  

  The Strategic Sourcing Framework 

 It is easy to move from analyzing relative production costs to an assess-
ment of the firm’s relative competence to perform the activity. In addi-
tion to cost, competence includes the capabilities required to achieve 
higher value such as product quality, superior technical features of the 
product, flexibility in production scheduling, ability to integrate with 
adjacent activities, and responsiveness to changes in customer require-
ments. Any of these aspects of competence could be critical for the firm 
strategically, as in the mutual funds example. 

 The joint importance of both control needs and relative compe-
tence suggests the simple framework shown in Figure 7.2, called the 
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 strategic sourcing framework.   16   The framework is useful for analyzing
decisions for specific activities, such as sales in the case of Dell Com-
puter, component fabrication in the case of Ford, or butchering beef in 
the case of Texas Land & Cattle. Activities vary in both how valuable 
they are to the firm strategically, which determines the firm’s need for 
control, and in how competent the firm is to perform them relative to 
suppliers. 

 The strategic sourcing framework shows two conditions where 
a firm’s control needs and capabilities coincide. In one condition, the 
activity is strategically valuable and is performed more competently 
by the firm relative to competitors. Such an activity would clearly be 
in-house—a make decision (see the upper-left corner of Figure 7.2). Alter-
natively, the activity makes a weak strategic contribution and suppliers 
have superior capabilities. This activity would obviously be performed in 
the market—a buy decision (see the lower-right corner of Figure 7.2). 

 But the strategic value of an activity to the buyer and the buyer’s 
relative competence to perform the activity are not always aligned. 
They can develop along different paths and often at different rates. 
When technologies and markets change, a firm’s strategy and capabili-
ties may become inconsistent. New market trends may force a firm to 
change its strategy and therefore its control needs over certain activities. 
Alternatively, as new firms with superior capabilities enter the industry 
or existing competitors develop innovative practices, the firm’s relative 
competence may decline. So a higher strategic value need not mean 
that a firm is more capable than its suppliers in performing an activity. 
Likewise, it is possible, but rather uncommon, for a firm to execute an 
activity very capably but not value it much strategically.  17   

Buy

Low

Relative Competence of the Firm

Compared with the Best Supplier

Make or Buy Tend to Buy

Tend to Make

Strategic

Value

of the

Activity

Process Innovation

(leading to internalization)

Partnership

Make or Buy 

Make

High

Low

High

FIGURE 7.2 | Strategic Sourcing Framework
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  Explaining Vertical Integration 

 The strategic sourcing framework can be used to explain two general 
patterns of vertical integration. The first starts with the purchase of a 
standard good or service from a market supplier, as represented in the 
lower-right corner of the strategic sourcing box. If the strategic value 
of the input increases over time, the buyer desires more control in the 
relationship. This moves the activity from the lower-right corner of the 
box to the upper-right. As it gives the firm some control, the supplier 
begins to specialize the input to the firm’s needs. 

 The question at this point in the supply relationship is whether the 
supplier can cooperate with the firm as much as the firm wants it to. 
If so, then a stable partnership develops. But as circumstances change, 
cooperation often breaks down, and the firm may vertically integrate to 
gain control. Vertical integration is feasible, however, only if the firm is 
sufficiently capable to perform the activity. Without such a capability, 
the firm can either decrease its control needs by changing its strategy 
or accept the costs of coordinating with the recalcitrant supplier. 

 In the second pattern of vertical integration, the firm internalizes 
an activity that is not strategically important but for which the firm has 
a superior competence. In the strategic sourcing framework, the firm 
moves from the lower-right corner to the lower-left corner. Here the 
strategic value of the activity and the firm’s competence to perform it 
are  not  aligned. This misalignment involves some risk that the prolif-
eration of in-house activities with low strategic value will increase the 
complexity and therefore the cost of managing the business, but with-
out providing a strategic benefit. Nonstrategic activities performed 
in-house are dead weight when the organization competes with more 
focused firms.  

  Explaining Outsourcing 

 Outsourcing simply means the vertical deintegration of an activity. 
Outsourcing is one of the most important economic trends in the past 
20 years and can be explained using the strategic sourcing framework. 
The framework highlights the two general patterns behind this trend. 

 The first pattern involves the deterioration of the firm’s relative 
competence, either through (1) poor investment decisions or (2) the 
appearance of a strong supplier. In spite of this deterioration, the stra-
tegic importance of the activity, and therefore the firm’s need to con-
trol it, may remain high. In this case, the decision is to move from 
the upper-left corner to the upper-right corner in strategic sourcing 
framework.  18   

 When strategic value is high but relative competence is low, the 
firm has high control needs but cannot perform the activity in-house 
because it is too costly. The firm’s high control needs mean it must find a 
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Perhaps the most discussed outsourcing 
phenomenon currently is the powerful 
rise of Chinese companies as suppliers of 
manufactured goods worldwide, especially 
to the United States, in the last decade. 
The extraordinary rise in trade with China 
may have occurred for three reasons. One, 
China has a country advantage in rapidly 
growing industries. Second, American 
firms are replacing independent, non-
Chinese suppliers, in the United States 
or elsewhere, with Chinese companies. 
Third, American firms are outsourcing 
their production activities to China. As 
we will see below, all these reasons are to 
some extent valid.

Regarding the first reason, it is true 
that China is a major exporter of products 
in fast growing industries, especially com-
puter components (e.g., DVD drives), high-
definition televisions (using DLP and LCD 
technologies), and certain kinds of telecom 
equipment. But the Chinese advantage in 
these industries is not based on techno-
logical innovation, since the underlying 
technologies are sourced from companies 
in other countries (e.g., Samsung, Sharp, 
Texas Instruments). Instead, China is supe-
rior to other countries because of its low 
cost of production. The remaining indus-
tries (apparel, toys, and so on) in which 
China is a powerful exporter are clearly in 
the mature stage of the industry life cycle 
and have little, if any, sophisticated engi-
neering content.

Teasing out clear answers to the 
other two reasons above is not so easy, 
as examples from toy and apparel indus-
tries show. First toys: at the end of 1999, 
Hasbro began a restructuring program 
to eliminate in-house manufacturing 
and shift production to independent Chi-
nese firms, whose quality was controlled 

through a Hong Kong company. This is 
a clear case of outsourcing to low-cost 
Chinese suppliers. Second apparel: the 
sourcing practices in the apparel industry 
are different. By the late 1990s the apparel 
industry already had a long history of using 
outside firms for clothing production. 
Here, the rise of China, as exemplified by 
the remarkable expansion of Luen Thai, a 
Chinese company in Dongguan that makes 
clothes for Polo, is not due to outsourcing 
from an internal unit as in the case of Has-
bro. Rather, apparel companies switched 
from a non-Chinese to a Chinese supplier. 
So, both reasons two and three may be valid 
depending on the firm and the industry.

What control issues between customer 
and supplier might complicate this trend 
towards buying from Chinese companies? 
This problem can be considered in two 
ways. First, because Chinese firms gener-
ally export products such as furniture and 
clothes, there is little indication of a highly 
specialized relationship between buyer 
and supplier. Also, in these industries, 
the supplier processes to assure quality 
and delivery are not specific to a particu-
lar customer. Second, the cost advantage 
of Chinese firms is due to being in China 
itself. This means that the customer can 
find other Chinese suppliers with the same 
high levels of efficiency. Such strong com-
petition in the supplier market induces 
cooperative behavior and therefore lowers 
the risk that control problems will become 
significant.

The causes and consequences of the 
Chinese outsourcing phenomenon are 
thus not at all surprising. They are based 
on the low costs of a developing country 
whose economy is growing very rapidly 
and whose labor force is very capable. Fur-
ther, intense competition among Chinese 

Outsourcing to China
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firms forces them to behave cooperatively 
in their relationships with non-Chinese 
customers. Applying the strategic sourcing
framework, then, we can say that U.S. firms 

outsource to China in order to move to a 
more competent (more efficient) supply 
base without incurring markedly higher 
transaction costs.19

supplier that is willing to give it the power to make strategically impor-
tant decisions for the activity. These requirements might be, for exam-
ple, control over quality, scheduling delivery, choosing technological 
features or design, locating facilities, or setting service levels. The sup-
plier thus becomes a partner, allowing the firm greater discretion over 
the performance of the activity than would normally be allowed in a 
market relationship. If the partnership fails and the activity must be 
brought back in-house, the firm must develop new capabilities that are 
at least comparable to the best outside supplier. This pattern explains 
almost all the trend in outsourcing to China as discussed in the sidebar 
on page 209. 

 The second outsourcing pattern entails a shift in the firm’s strategy, 
not in its competence. In this case, the firm’s control needs decrease, 
even though its capability to perform the activity remains higher than 
its supplier’s.  20   Here, the firm moves from the upper left to the lower 
left in Figure 7.2. In this outsourcing pattern, where the activity has 
low strategic importance but is more competently performed than by 
potential suppliers, the firm may remain vertically integrated for a 
while. However, as the activity becomes less salient, investments in it 
are likely to be reduced. As the firm’s competence in the activity drops, 
the attractiveness of outsourcing rises. In this case then, the organiza-
tion’s disinvestment in the activity leads to outsourcing, not the entry 
of innovators with stronger capabilities. 

 This second outsourcing pattern occurs primarily as an organiza-
tion changes its strategic direction. In some cases, the strategic shift 
may be nothing more than a realization that much that was idiosyn-
cratic in the organization’s processes was not really valuable. Here the 
firm can turn effectively to suppliers with less customized inputs. A 
great deal of the outsourcing wave of the late 1980s and the 1990s 
involves shifting the in-house production of specialized, but low value-
added, activities to market suppliers producing standardized goods 
and services. 

 Examples of this type of boundary decision abound in the outsourc-
ing of parts of a firm’s infrastructure. For example, PPG, a glass and 
specialty chemicals company, not only supplies its products to custom-
ers but also provides services for its customers’ downstream operations 
to which its products are major inputs. These services are necessary for 
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these operations and were previously performed by customers them-
selves. By outsourcing these services to PPG, PPG’s customers are freed 
to focus on more strategic activities. A second example is the emergence 
of a market for systems integration. Systems integrators assemble the 
parts of an information system for one or more of a firm’s IT projects, 
a task that the firm has traditionally performed. By outsourcing the 
system’s assembly, the firm can direct attention to activities that make 
a higher and more direct strategic contribution.  21     

  Hybrid Sourcing Arrangements 

 So far we have considered three possible types of vertical 
arrangement:

   • In-house production where the firm has complete control over 
task design, incentives, and information.  

•   Outside supply, where the firm has very little control over these 
factors.  

•   Partnerships, where the firm has more control than outside 
supply but less than internal production.    

 But the world is more complicated than this. Sometimes the firm 
seeks to control the task design but not the incentive system of the 
supplier, and sometimes the incentive system and not the task design. 
In many cases therefore sourcing arrangements are hybrids, such as 
franchising arrangements outside the firm and decentralized profit 
centers inside the firm. Each of these has its own economic rationale 
tailored to the firm’s strategic constraints and conditioned by its ability 
to impose these constraints on the supplier. 

 To capture the range of hybrid sourcing arrangements, Makadok 
and Coff have constructed a framework based on three control dimen-
sions: asset ownership, control over task design, and control over 
incentives.  22   To simplify their framework, they focus only on incentives 
pertaining to productivity. The framework clearly shows that owner-
ship and control need not go together and that there are many types of 
sourcing arrangements, each associated with a particular type of sup-
plier. The array of sourcing arrangements and supplier types is shown 
in  Table 7.1  on page 212  . 

 The framework shows a variety of sourcing arrangements in addi-
tion to those we have discussed. Type II is the standard activity in a 
vertically integrated firm, which exercises strong control over task 
design. Type VIII represents the classic market supplier, which is not 
controlled at all by its customer but has strong productivity incentives 
due to competition. Types V, VI, and VII are different kinds of partners. 
The first (Type V) is a franchisee, whose task is controlled by the firm 
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TABLE 7.1 | Hybrid Sourcing Arrangements 

    Sourcing Arrangement

     Firm Influence

   Asset  over

 Location of  Ownership Productivity Unit/Supplier

 Activity Type of Supplier (Employer) Incentives Task Design

 I In-house unit Cost center with hard-to- Firm Weak Strong
    measure output and 

strong team contribution 
(e.g., staff units)

 II In-house unit Cost center with easily Firm Strong Strong
    measured output 

and weak team 
contribution (e.g., piece 
part manufacturing)

 III In-house unit Cost center with creative Firm Weak Weak
   output (e.g., R & D)

 IV In-house unit Profit center (sells to Firm Strong Weak
    internal and external 

customers)

 V Market supplier Single source partner Supplier Weak Strong
    focused on building 

reputation

 VI Market supplier Franchisee Supplier Strong Strong

 VII Market supplier Supplier with creative Supplier Weak Weak
   product (e.g., advertising)

 VIII Market supplier Commodity producer Supplier Strong Weak

and which has high productivity incentives. The second (Type VI) is 
a single-source partner, whose tasks are controlled, but which seeks 
cooperation and mutual adjustment with the firm rather than placing 
an intense focus on productivity alone. The last (Type VII) is a supplier 
with creative input, say an advertising agency or a product design shop, 
which is neither controlled nor adheres rigidly to productivity incen-
tives because its processes and output are simply not predictable in a 
regular way. In this way, important differences between partner types 
are teased out.  

 But the framework also shows important variation among the 
kinds of unit that may exist  inside  the firm. In addition to the classic, 
high productivity unit of Type II, we see three other possibilities. The 
first, and perhaps most important, is the profit center, Type IV, which 
sells its output to both internal and external customers. Here produc-
tivity incentives are strong, since the unit must compete in the exter-
nal market, and control over task design is low, since processes need 
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to be configured to serve a general customer. The profit center is like 
a commodity producer but inside, not outside, the firm. The second 
kind of internal unit is a staff unit (Type I) whose tasks are controlled 
by management but which has weak productivity incentives, since its 
performance is hard to measure. The last type is the internal creative 
unit (Type III), which is the mirror image of the creative unit outside the 
firm. For the same reasons as its external counterpart, the Type III unit 
has weak productivity incentives, and its task design is not controlled 
by the firm. 

 What can we learn from these distinctions? The following four 
general points provide a sense of the kinds of insights the framework 
provides:

1.    It is more productive to free suppliers of creative output (supplier 
Types III and VII) from buyer control, no matter whether they are 
inside or outside the firm. The firm cannot effectively design their 
tasks, nor do they have easily measurable output. The returns to 
creative output are controlled only through asset ownership 
(e.g., in-house R & D).  

2.   Interestingly, a buyer controls a franchisee (supplier Type VI) 
in the same way it controls in-house piece work (supplier Type 
II): that is, through strong productivity incentives and oversight 
of task design. The only difference between the two types of 
supplier is who owns the assets. The benefit from franchisee asset 
ownership is that it encourages better maintenance practices, 
which the employment relation can control in-house.  

3.   Buyers control in-house staff inputs (supplier Type I) in the 
same way they control single source partners in the market 
(supplier Type V)—through strong influence over task design 
and weak productivity incentives. However, the rationales 
underlying this common control pattern are quite different for 
each type of supplier. The output of a staff unit is difficult to 
measure and requires a high degree of cooperation. Imposing 
productivity incentives would overemphasize individual effort 
and therefore be ineffective. To compensate, strong buyer 
control over task design ensures high quality. In contrast, 
single source partners may have measurable output, but 
these suppliers are more concerned with building a strong 
reputation with the buyer that leads to a long-term relationship. 
Productivity incentives in this case would shift the focus of 
attention inappropriately to short-term results. Strong buyer 
control over supplier task design leads to effective ongoing 
performance, as indicated in the upper-right corner of the 
strategic sourcing framework in Figure 7.2.  
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4.   Internal profit centers (supplier Type IV) and producers of 
commodity inputs (supplier Type VIII) are controlled through 
productivity incentives and not task design. Again, the logic 
differs slightly according to the supplier type. Because profit 
centers are in-house businesses that sell to both internal and 
external customers, the output of these units must be measurable 
to be sold externally. Further, because they are in-house, 
reputation building is not necessary. So imposing productivity 
incentives is appropriate. But buyer control over the task design 
of a profit center is ill-advised because the unit’s ability to sell 
to both inside and outside customers would be constrained. 
External commodity producers are also controlled through 
productivity incentives in the market. However, because these 
suppliers sell commodities, there is no incentive for the buyer 
to control their tasks (see the lower-right corner of the strategic 
sourcing framework in Figure 7.2).    

 The overall picture presented by this framework shows that buyer 
control over suppliers can be quite nuanced. As one might expect, verti-
cally integrated units are managed differently from market suppliers. 
However, other issues, such as the measurability and creativity of sup-
plier output, the presence of team effects, and the supplier’s need for 
creativity or a strong reputation, are all important.  

  Additional Issues 

  Differences among Types of Uncertainty 

 These patterns of vertical integration and outsourcing are complicated 
somewhat by the firm’s response to uncertainty. As discussed above, 
coupled with asset specificity, greater uncertainty over aspects of the 
supply relationship increases the relative advantage of in-house pro-
duction. However, types of uncertainty differ in how they affect vertical 
integration decisions. For example, it seems natural to ask why a firm 
would want to increase uncertainty in its own operations by vertically 
integrating a volatile activity, as opposed to remaining flexible by con-
tinuing to buy in the market. 

 As mentioned above, two types of uncertainty have been frequently 
found to affect vertical integration decisions: volume uncertainty and 
technological uncertainty. Volume uncertainty concerns the volatility 
in the firm’s demand for the supplier’s input. Technological uncertainty 
involves the rate of change in the technologies used to produce the 
input. 

 Volume uncertainty is related to control over production schedul-
ing decisions. The need for this kind of control increases as volume 
levels become more difficult to specify. Since both stock outs and high 
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inventory costs can be strategically expensive when delivery is a key 
value driver, it is not surprising that empirical research generally has 
found that high volume uncertainty is associated with vertical integra-
tion, especially when supplier markets are not competitive.  23   

 The research results for technological uncertainty are quite 
different. Several studies have shown that firms tend to outsource 
rather than vertically integrate when technological uncertainty is 
high and, importantly, supplier markets are competitive.  24   The rea-
son is that companies prefer to avoid investing in a technology when 
its viability is uncertain and when suppliers are willing to make 
these investments. When technological requirements shift, the firm 
makes the switch from the old to the new technology by changing 
suppliers. Thus, unlike variation in volume requirements, techno-
logical change means that the value a supplier offers changes, too. 
A shift in technology neutralizes the value of customization by the 
old supplier, so the firm suffers lower switching costs. 

 This effect of technological uncertainty applies to those technolo-
gies in which a firm has little or no proprietary interest. When there are 
proprietary concerns, the need to control the transfer of technological 
information reduces the tendency to shift uncertainty onto the market. 
In this case, the firm makes a trade-off between the strategic advantage 
of controlling the unique path of the technology through in-house pro-
duction and the advantage of technological flexibility through sourcing 
the technology from market suppliers.  

  The Problem of Consistency 

 How a firm manages its boundaries has an indirect but poten-
tially significant effect on its ability to execute its strategy across 
all activities. Organizations perform more effectively when their 
activities fit together to form a consistent whole rather than a set 
of fragmented parts. Establishing and maintaining consistency 
requires the joint coordination and control of a group of activities, 
each of which becomes increasingly specialized to the others. How 
much the organization gains from this interdependence determines 
how much control is required over the relationships among the 
activities. The greater the benefit, the greater the control, and the 
more likely the organization will internalize the activities that are 
complementary.  

  Industry Dynamics 

 The dominant theory about how industry development affects verti-
cal integration decisions is based on the stages of industry evolution. 
In the early stages of industry development, the volume required by 
a start-up firm for some inputs is too small to justify an investment 
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by potential suppliers. Consequently, start-ups produce for their own 
needs through vertical integration. As the industry grows, markets 
emerge for some inputs since the needs of several start-ups can be 
served together at lower cost. After the industry experiences a shakeout 
and passes through maturity into decline, the survivors will bring the 
production of inputs back in-house, since suppliers will not be able to 
aggregate demand efficiently. 25  

 These arguments apply primarily to industries whose inputs are 
sufficiently specialized that firms in adjacent industries cannot profit-
ably shift production into supplying the start-up firms at low volume. 
But the technologies of most new industries are not this distinct. Most 
start-ups buy some of their inputs from suppliers that also serve older 
industries since the suppliers have lower costs through economies of 
scope.   

  Summary 

 In this chapter we have examined a range of approaches to vertical 
integration and outsourcing. First, we recognized the implications of 
the differences between relations with employees and relations with 
suppliers for the firm’s control over decision making. Simply put, sup-
pliers have greater discretion in their actions and so are harder to con-
trol. Second, the owner of an asset should be the party that benefits 
most from owning it. Third, an asset from which the firm derives a 
significant benefit is obviously strategic if it lowers the firm’s costs or 
raises the value the firm’s customers receive. So strategic assets are 
typically vertically integrated, while nonstrategic assets tend to be pur-
chased from suppliers. 

 In addition to control issues, firms vary in their competence to 
execute activities. In some cases, control needs are high and so is 
the firm’s competence in performing the activity; the logical conse-
quence is vertical integration. Likewise, when control needs are low 
(e.g., for a commodity) and the firm’s competence is low, the firm 
purchases the input from a supplier. Both the efficient boundaries 
model and the strategic sourcing framework, described in the chap-
ter, outline the range of sourcing possibilities. The strategic sourcing 
framework in particular illustrates the dynamics of vertical integra-
tion and outsourcing as the firm’s control needs and competence 
change over time. 

 We also looked at various hybrid supply relationships. These were 
defined by asset ownership, buyer control over task design, and pro-
ductivity-based incentives. The hybrid framework helps to explain why 
there are more types of sourcing arrangement than in a simple hierarchy 
or market. 
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 Last, we examined how different types of uncertainty affect make 
or buy decisions and how patterns of vertical integration change over 
the industry life cycle. Volume and technological uncertainty have 
different effects on internalization decisions. Also, as the industry devel-
ops, firms are more likely first to vertically integrate, then to outsource 
to an emerging supply base, and finally to return to vertical integration 
as industry demand dwindles and suppliers disappear. 

  Summary Points 

    • Decisions regarding a firm’s boundaries can be critical to a firm’s 
strategy and economic performance.  

•   Employees are different from suppliers in that they give up 
control, within legal and socially acceptable bounds, over those 
aspects of work that cannot be specified in adequate detail.  

•   An organization draws its boundaries around those activities that it 
can derive a higher value from controlling compared with suppliers.  

•   The attractiveness of vertical integration over buying from a 
supplier increases under two conditions: uncertainty and asset 
specialization.  

•   Specialization is a necessary but not sufficient condition for 
higher economic value compared to competitors.  

•   The strategic value of an asset correlates highly with the benefits 
from controlling the decisions necessary to sustain and develop it.  

•   A firm shifts its boundary either when its strategy changes, 
and therefore its need for control over an activity increases or 
decreases, or when a supplier stops ceding the degree of control 
the firm requires.  

•   The four control problems that have motivated vertical 
integration decisions involve (1) the economic return to the 
supply relationship, (2) supplier investments in assets and human 
resources, (3) the design of the supplier’s incentive system, and 
(4) a supplier’s handling of strategic information about its own 
operations and about the firm.  

•   Even though a firm would benefit from controlling an activity, it 
may lack basic competencies to perform it.  

•   The efficient boundaries model argues that a firm should 
consider the sum of transaction  and  production costs together in 
making its decision to bring an activity in-house.  

•   The strategic sourcing framework shows the importance of both 
control needs and a firm’s relative competence in performing an 
activity.  
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•   Vertical integration usually occurs because of control problems 
with the supplier over strategically important decisions.  

  • Outsourcing occurs either when a firm loses its competence to 
perform an activity or when the activity ceases to be strategically 
important.  

•   A variety of hybrid sourcing arrangements can be found as firms 
vary their control over incentives and task design.  

•   Firms typically vertically integrate when volume uncertainty 
is high, but they may remain deintegrated when technological 
uncertainty is high, given a competitive supply base.  

•   Efforts to remain consistent within a firm may determine 
boundary decisions.  

•   The extent of vertical integration may be influenced by the 
industry life cycle.      

  Questions for Practice 

 Think how you would answer these questions for your current com-
pany, your previous place of work, or a business you are studying:

         1. How does your firm handle relationships with suppliers that have 
assets specialized to your needs?  

  2.   If your firm faces technological uncertainty, how does this 
uncertainty affect your make or buy decisions?  

  3.   If your firm faces volume uncertainty, how does this uncertainty 
affect your make or buy decisions?  

  4.   How often has your firm brought supplier activities in-house in 
response to high transaction costs?  

  5.   How has your firm traded off transaction and production costs in 
its relationships with key suppliers?  

  6.   What are the key aspects of control your firm requires over 
supplier decisions?  

  7.   What are the key competencies your firm lacks that keep it tied 
to noncooperative suppliers?  

  8.   How does your firm structure its strategic sourcing relationships 
to improve cooperation with suppliers?  

    9. How often has your firm outsourced an activity because suppliers 
were more competent?  

10.   What constraints does consistency among your firm’s activities 
put on its make or buy decisions?      
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  Introduction 

 Firms become partners when they share control of an activity in order 
to achieve benefits they would not be able to attain from acting indi-
vidually. Although partnering in business is an ancient practice, in the 
past 20 years awareness of its potential benefits has increased tremen-
dously. Correspondingly, the rate in partnership formation has accel-
erated throughout the economies of advanced industrialized nations. 
In this chapter we will examine the reasons for the rise in partnership 
activity as well as its costs and benefits.  

  Recent Trends in Partnership Formation 

 Partnering is not a recent phenomenon. For instance, in the early 
1900s, many U.S. organizations formed joint ventures with non-U.S. 
firms to enter their home country markets. The U.S. company typi-
cally supplied the product, and the host country firm provided market-
ing and distribution. Joint ventures in global extractive industries are 
another example. Firms in industries such as oil and aluminum have 
partnered for many years in order to reduce costs and risk. The motiva-
tions behind these early partnerships remain relevant today. 

 However, over the past 20 years, partnerships have become much 
more frequent. To understand the strategic significance of this move-
ment, we need to lay out its origins and implications. There are seven 
underlying trends: 

•    The global integration of manufacturing and service industries.  

•   The diffusion of Japanese partnership practices.  

•   The diffusion of partnerships with suppliers.  

•   The rise of outsourcing as an accepted practice.  

•   The rise of supply chain management practices.  

•   The growth of technology-intensive industries.  

•   The emergence of regional networks of cooperating firms.    

 These trends are distinct. Each has specific implications for the 
increasing emphasis firms are placing on partnerships, and together they 
indicate a broad movement toward increased interfirm cooperation. 

  Global Integration  1   

 As more nations shift their political systems and economic policies to 
some form of capitalism, opportunities are created for companies to 
enter these new markets and to produce inputs locally or buy them 
from local firms. The expansion of international markets makes it nec-
essary for global firms to form partnerships across national bound-
aries in order to exercise control over up- or downstream activities 
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performed locally. Examples of this kind of partnership abound in such 
industries as airlines, telecommunications, semiconductors, manufac-
tured goods, professional services, and media.  

  The Diffusion of Japanese Partnership Practices  2   

 Japanese firms have led this globalization trend in a broad array of 
industries. These firms have extensive expertise in supplier partner-
ships at home and have exported this knowledge to markets in the 
United States and Europe. Since the early 1950s, with the success of 
the Toyota model and the reconstitution of large industrial groups such 
as Fuyo, Mitsubishi, Mitsui, and Sumitomo, Japanese firms have dem-
onstrated that interfirm cooperation brings high benefits. 

 The origin of the Japanese subcontracting system is complex, 
based on a combination of prewar national policies and postwar eco-
nomic opportunities. However, it was easy for non-Japanese compa-
nies to appreciate the system’s virtues once Japanese managers had 
explained them. Adoption of the model, especially its emphasis on 
partnering with a small group of competent suppliers, has since been 
widespread globally.  

  The Diffusion of Supplier Partnerships  3   

 U.S. manufacturing firms had difficulty responding to Japanese compe-
tition in the late 1970s and early 1980s and faced pressures from capital 
and consumer markets to improve performance by reducing costs and 
increasing quality. Many U.S. firms recognized that their production 
costs were too high for many strategically important components and 
were forced to outsource them to more efficient suppliers. Since the 
importance of these inputs required ongoing control over their design 
and production, these firms selected their new suppliers partly because 
they were willing to cooperate over the long term. As a result, both the 
buyer and supplier manufacturing communities experienced signifi-
cant changes in their contracting and relationship management prac-
tices. In two well-known cases, Xerox and Ford, the companies learned 
the details of successful supplier partnerships from their Japanese 
joint venture partners, Fuji-Xerox and Mazda, respectively. Their sup-
plier partnership programs were instrumental for the turnaround of 
the U.S. firms and led to a stream of visitors from other U.S. compa-
nies who subsequently implemented their own supplier management 
innovations.  4    

  The Outsourcing Wave in Services  5   

 In association with the need for cost reduction in manufacturing indus-
tries, a broad emphasis on outsourcing emerged first in the United 
States and subsequently in other countries, particularly in Europe. 
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This trend involved primarily corporate services such as information 
technology, logistics, and human resources. Suppliers in industries 
specializing in these activities shifted their business practices to offer 
customers lower costs and, at the same time, greater control than 
was normally available in more arms-length market relationships. 
Although today the benefits expected from outsourcing have not been 
fully realized in many cases, firms continue to trade off higher con-
trol in-house for lower costs in the market. Partnership activity has 
increased not only because firms have an incentive to outsource, but 
also because more firms are selling alliances as a viable type of supply 
relationship.  

  The Rise of Supply Chain Management Practices 

 Another area in which partnership practices have diffused extensively 
is in supply chain management. A remarkable increase in cooperation 
between buyers and suppliers has occurred to reduce cost and improve 
delivery time in the supply chain both domestically and globally. Sup-
ply chain management involves the establishment of close relationships 
both between a producer and its distributor and between a producer 
and its suppliers of materials and components. Often, these partnership 
systems involve logistics providers, such as Federal Express or UPS, as 
well as trucking and rail firms. The relationship between Procter & 
Gamble and Wal-Mart is a good example of this kind of closely coor-
dinated alliance.  

  The Growth of Technology-intensive Industries  6   

 Over the past 20 years, partnering has also emerged with the consid-
erable expansion of new industries based on innovative product and 
process technologies. The firms in these industries have grown and 
prospered to an unprecedented degree through interfirm partnerships. 
Biotechnology, semiconductors, software, and advanced materials are 
examples of industries following this powerful trend. The rapid growth 
in the number of firms in these industries has led to a proliferation 
of partnerships both between large firms to transfer complementary 
technologies and between large incumbents and small start-ups with 
potentially valuable technical innovations. The motivations behind the 
partnership activity in these industries are numerous and strategically 
very important.  

  The Emergence of Cooperation in Regional Networks 

 Finally, a number of observers have described the cooperative arrange-
ments of small firms clustered densely together in small- and medium-
sized communities within geographical regions. These clusters of firms 
specialize in the production of manufactured goods such as textiles, 
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rugs, and ceramics. The firms share capital, information, technology, 
and inputs from local suppliers to which they are tightly connected. 
They also take advantage of a common pool of labor that has exper-
tise in the technologies required for these businesses. Silicon Valley in 
northern California is an excellent example of such a region.  7     

  Motivations behind Partnerships 

 These seven trends have increased the salience of partnering. In addi-
tion to lowering the costs or risks associated with an activity, a part-
nership offers the firm some control over important dimensions of the 
supply or coinvestment relationship that would not be available in a 
market contract. What do firms want to control? What are the strategic 
stimuli that spur firms to enter into a partnership? We will discuss five 
motivations:

•    Technology transfer and development.  

•   Market access.  

•   Cost reduction.  

•   Risk reduction.  

•   Change in industry structure.    

 From a strategic perspective, the first four of these motivations 
are sufficient for establishing a partnership.  8   But the last motivation—
forming a partnership to affect industry structure—is usually not 
enough by itself to create an alliance. A change in industry structure 
influences the partners’ market positions indirectly, making its benefits 
hard to predict. But because it may have a long-term positive impact on 
the firms’ performance, industry change is a valid rationale for partner-
ing when coupled with other motivations whose benefits are easier to 
assess. 

  Technology Transfer and Development 

 A common reason for a partnership is the transfer or joint development 
of innovative technology. Although large incumbent firms may have 
the resources to invest in new technologies (IBM, for example, has a 
tradition of excellent in-house R&D), technological change makes it 
difficult to keep up with the pace of development. So many incumbents 
are forced to partner with innovative start-ups. 

 New companies drive the high rate of innovation in almost all 
industries where technology plays a key role. The entrepreneurs are 
frequently former employees of an incumbent firm that failed to sup-
port their technological ideas. Start-up and incumbent managers often 
exploit their earlier connection by forming a partnership. Complement-
ing the incumbent firm’s need to access the entrepreneur’s technology, 
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the start-up often needs the large firm’s capabilities, such as marketing 
skills and distribution, which are offered in exchange for exposure to 
the start-up’s technological expertise.  9   

 However, not only incumbents and start-ups form technology 
development partnerships. Large firms with complementary tech-
nologies have often formed partnerships for joint product devel-
opment. Corning Glass, before its transformation into an optical 
components company, was legendary as an exploiter of joint ven-
ture opportunities. It formed alliances with a range of companies, 
including Dow Chemical, Asahi, Siemens, Mitsubishi, PPG, and 
Samsung. 

 Large firm partnerships are also common when there is competi-
tion within an industry for the dominant standard in a technology. For 
example, the battle over high-definition DVD technology between Sony 
(Blu-ray) and Toshiba (HD-DVD), which Sony has won, involved a host 
of partners on each side. Alliances of this sort have been common in 
the semiconductor industry in all stages of its history. 

 Large firms also establish partnerships in order to share knowl-
edge about complementary technologies. For example, Motorola and 
Toshiba formed an alliance in the 1980s in part to share design and pro-
duction technologies for memory and microprocessor chips. Toshiba 
had become a leader in the memory business because of lower costs, 
whereas Motorola had a strong capability in developing and manufac-
turing microprocessors. The memory and microprocessor businesses 
had traditionally benefited from communicating with each other. 
Memory engineers learned from the product innovations developed by 
microprocessor units, while microprocessor engineers learned from 
the process innovations in memory chip design and production. With 
the loss of the memory business to the Japanese and Koreans in the 
mid-1980s, U.S. microprocessor firms like Intel and Motorola were 
unable to exploit the cross-chip relationship in-house. Motorola’s alli-
ance with Toshiba, through the Nippon-Motorola subsidiary in Tokyo, 
was an attempt to recreate the benefit of cross-fertilization between 
the technologies. 

 A third type of large firm partnership focuses on interfirm learn-
ing of process innovations. The NUMMI joint venture between Gen-
eral Motors and Toyota in Fremont, California, established to produce 
General Motors cars with Toyota managerial and operations technol-
ogy, is an example of such an alliance. In this case, General Motors 
attempted to learn Toyota’s more effective managerial techniques and 
more efficient production techniques, while Toyota gained from learn-
ing about building small cars in the United States and from access-
ing valuable strategic information about a major U.S. competitor.  10   
In the 1980s, when competition with Japan was particularly intense, 
many joint ventures and partnerships between U.S. firms and their 
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Japanese counterparts, were motivated by the necessity of learning 
Japanese practices in a broad range of activities such as procurement, 
operations, logistics, human resource management, and technology 
development. 

 A final type of technological interdependence motivating large firm 
partnerships is patent sharing. This reason for partnering is especially 
prevalent in the semiconductor industry, where established firms hold 
large libraries of patents, many of which lie outside the current invest-
ment paths of their owners but are valuable for developing related tech-
nologies in other firms. Under these conditions, a partnership between 
two firms whose libraries contain sets of complementary patents clearly 
benefits both companies.  11    

  Market Access 

 Gaining access to a new market is one of the most common reasons 
for forming a partnership. Such alliances are frequent in cases of inter-
national expansion where the costs of entry for a foreign firm can be 
prohibitively high. Regulatory difficulties in acquiring the knowledge 
or assets necessary to compete can raise entry costs.  12   

 In some countries, the partnership may be with a government 
monopoly, such as a telecommunications or energy agency, which 
has sole access to the local market.   When markets are not run by gov-
ernment monopolies but are highly concentrated, partnerships may 
still be the only way for nondomestic firms to enter. For example, 
the major U.S. airlines have partnered with almost every available 
non-U.S. airline to build global networks of alliances. These alliances 
substitute for direct entry into foreign markets. Each of these global 
alliance networks provides its customers with more efficient access 
to a larger number of airports worldwide. American Airlines’ One-
world alliance with British Airways, Japan Airlines, Cathay Pacific, 
Iberia, Qantas, Finnair, and others is an example of such a consor-
tium. It gives customers of American Airlines access to the systems 
of the airline’s partners as an extension of American’s routes. United 
Airlines competes with American’s consortium through partnerships 
with Air Canada, SAS, Lufthansa, All Nippon Airways, and others, 
a system called the Star Alliance. Delta Airlines has its own set of 
partners, and so on. 

 Another factor limiting market access is a nation’s local content 
restrictions. In many countries, the finished goods of foreign firms are 
required to include a nontrivial percentage of locally produced compo-
nents. But firms in the host country may be unable to achieve accept-
able quality levels or provide adequate technical support. Local content 
restrictions may thus force a foreign company to form partnerships 
with domestic firms in order to transfer the technology necessary for 
high-quality production and service. 
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 Finally, a firm may try to achieve market access by forming an 
alliance with a local distributor. If a local market has few distribution 
alternatives, the dominant distributor will have high market power and 
therefore the ability to distribute goods in a way that may be consistent 
with its own goals but not with those of the manufacturer.  13   Some for-
eign producers, however, may be large enough to induce the distributor 
to form an alliance so that the they have more control over how their 
products are presented.  

  Cost Reduction 

 Another major reason to form a strategic alliance is cost reduction. 
Costs can be reduced by combining the partners’ activities to achieve 
scale economies or accelerate the learning curve based on higher 
cumulative volume, or by coordinating the product flow between two 
partners. Each of these three sources of lower cost entails a different 
type of alliance. 

 An example of partnerships formed to achieve lower cost through 
shared activities is a consortium of health care companies. Health care 
organizations join together to reduce operating costs, especially in pro-
curement. By building multihospital systems or allying with a service 
company, such as VHA, hospitals are able to lower their purchasing 
costs substantially. Service companies also provide other products at a 
discount to their member hospitals, such as information systems and 
financial and strategic planning consulting. The rise of such aggregate 
purchasing organizations has greatly changed the shape of hospital 
products and pharmaceutical markets by forcing price reductions on 
suppliers. 

 Large-scale operations developed over time through joint ventures 
can provide increased learning benefits. When a large facility comes on 
line with new technology, an opportunity exists to achieve larger cost 
reductions through an enhanced experience curve. Such alliances are 
frequent in the semiconductor industry. For example, in 1992, IBM, 
Siemens, and Toshiba formed an alliance to develop and manufacture 
a 256-million-bit dynamic random access memory chip. RAM technol-
ogy commonly benefits from steep learning curve effects. 

 Note that achieving low costs through process innovation requires 
the establishment of a separate administrative entity. It is generally not 
possible for size-based benefits to be achieved without establishing a 
separate unit from the partners, both physically and administratively. 
Although the venture may be adjacent to one of the partner’s other 
facilities, the independence of the unit is important for scale-based 
learning to occur. 

 The independence of the venture is likely to be less important 
in an alliance to reduce costs through improved interfirm coordina-
tion. These alliances are frequently  strategic sourcing  arrangements 
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designed for more effective supply chain management. They are unlikely 
to involve equity investments, outside of Japan, or the establishment of 
a separate unit to administer the relationship. This type of partnership 
has diffused widely throughout manufacturing and service industries 
in the United States and other nations. A major focus of these alliances 
is cost reduction through the following:

 1.    Lower inventories produced by more frequent delivery.  

 2.   Product design focused on manufacturing efficiencies.  

 3.   More effective higher-level planning to coordinate investment and 
production decisions.    

 Cost-based supply partnerships can occur between large buyers 
and small suppliers, which have unequal market power, or between a 
large buyer and a large supplier, each of which has substantial leverage 
over the other in the relationship. The well-known alliance between 
Wal-Mart and Procter & Gamble is an example. The key practices for 
the buyer in a strategic sourcing relationship in manufacturing are the 
following:

 1.    Choose a limited number of competent suppliers, perhaps only 
one or two for each product, commodity, or component.  

 2.   Establish an expectation of a long-term relationship based on 
joint innovation, planning, and sharing of cost improvements.  

 3.   Coordinate closely with the supplier from the product design 
phase through prototype testing to full-scale manufacturing.  

 4.   Build a strong purchasing organization run by high-profile 
management and linked through product teams to engineering 
and manufacturing.    

 These practices have typically been found in the outsourcing pro-
grams of large assemblers and their suppliers in the United States, 
Europe, and Asia and have diffused backward in the value chain 
through component producers to their materials suppliers.  14   

 Suppliers that are competent in strategic sourcing relationships 
often promote these partnerships to new customers by convincing them 
that the lower costs of closer coordination are worth the investment. 
As the benefits from these relationships are realized, the customer’s 
switching costs are raised, leading to a more stable customer base for 
the supplier. The supplier therefore has lower marketing costs in addi-
tion to the efficiencies of improved coordination with the customer 
over time.  

  Risk Reduction 

 Firms in industries with high rates of expansion or innovation 
typically invest in large portfolios of projects, many of which have 
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uncertain cash flow projections. High uncertainty, coupled with lim-
ited resources, can constrain a firm’s investment decisions, leading 
potentially to underinvestment in larger projects that are strategi-
cally important. Alliances can overcome this constraint, albeit at the 
cost of losing some control to the partner. Sharing the costs of the 
venture with one or more partners lowers the financial exposure of 
each firm.  

  Influence on Industry Structure 

 Alliance formation within an industry can separate competitors into 
clusters that compete against each other.  15   The organizations in each 
cluster have a common investment focus, which is too large to be cov-
ered by a single firm. Examples of such large-scale investments are a 
proprietary software or hardware standard, an airline route structure, 
a set of global telecommunications capabilities, or a commitment to 
serve a single large firm’s market. 

 In some cases, an alliance can change the industry’s structure. 
Sematech is a good example of an alliance centered on product and 
process innovation in the semiconductor industry. The motivation 
behind the partnership was to develop semiconductor technology 
in the United States to compete with Japanese firms. The original 
Sematech partners were almost all the major firms in the industry 
and were strong competitors. However, once the firms demon-
strated to each other that they could benefit from cooperation, 
the alliance endured. A consequence of this partnership was an 
increasing acceptance of cooperation among industry competitors 
in semiconductors.   

  The Disadvantages of Partnering 

 Almost all the reasons for partnering discussed above are based on 
the assumption that partners cannot go it alone. Nonetheless, alli-
ances should always be examined as an alternative to executing a 
project in-house. An alliance entails giving up control over a project 
or an activity, and this loss of control can present real disadvantages. 
In most cases, if a project is strategically important and the firm 
has adequate resources to engage in it without an alliance,  including 
the ability to assume the associated risk , the project would probably 
be vertically integrated. Below we discuss four problems caused by 
partnerships:

•    Reduced control over decision making.  

•   Strategic inflexibility.  

•   Weaker organizational identity.  

•   Antitrust issues.    
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  Reduced Control over Decision Making 

 Partnerships imply less discretion for both partners over decisions 
of every type—financial, investment, and information diffusion. 
Control is reduced no matter what motivates the partnership or 
what form it takes. Decisions are made bilaterally or multilaterally 
between firms, not unilaterally, as would occur within a firm. The 
potential for conflict is therefore higher in a partnership than under 
vertical integration.  

  Strategic Inflexibility 

 Reduced control over decision making also leads to less flexibility in 
changing strategic direction. Partnerships and coalitions are notori-
ously poor at altering their investment paths in response to a shift in 
their environment. The Organization of Petroleum Exporting Coun-
tries (OPEC) has a reputation for squabbling among its members 
when the level of oil production must be raised or lowered. Partners 
have objectives that overlap with the goals of the partnership but 
are not completely consistent with them. Since conflict over decision 
making grows when competitive conditions shift, industry change 
creates discord in an alliance and takes time and resources to deal 
with effectively. 

 A second kind of strategic inflexibility concerns the commit-
ment of each partner to the resources of the other. Strategic sourc-
ing agreements tie buyers to the technological capabilities of their 
suppliers, which are inevitably limited. In the same way, suppliers 
are tied to their customers’ market positions. Further, both buyers 
and suppliers are likely to be committed to each other because of the 
costs they have incurred in relationship-specific investments. Com-
mitment to these investments will cause the relationship to persist 
beyond the point where a standard market relationship would be 
terminated. This persistence may create short-term losses because 
the value of the supplier’s technology has declined in its partner’s 
downstream market. Longer-term losses are possible if the partner’s 
competitors build stronger market positions by introducing prod-
ucts with better technologies.  

  Weaker Organizational Identity 

 Among the many problems start-up firms face is the need to estab-
lish a coherent organizational identity. A coherent identity adds 
value to the firm as a focal point for building employee ties to the 
organization and customer confidence in the organization’s reliabil-
ity. An organization builds its identity through the development of 
resources and well-defined capabilities that improve performance 
consistently. 
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 But, in order to grow, start-ups frequently must form partnerships 
with larger firms to gain access to capital, complementary technolo-
gies, and distribution channels. In these partnerships, a start-up may 
lose control over investment and other types of decisions, lowering 
organizational coherence.   A start-up with many partnerships thus 
must forge its identity over a longer period of time. The process will 
depend on which partners have been chosen and how effectively these 
partnerships have been managed.  

  Antitrust Issues 

 Partnerships, especially in concentrated industries, may raise 
antitrust concerns. But since the mid-1980s in the United States, 
regulators have come to believe that alliances benefit innovation 
and, in some cases, increase efficiency. Even so, when dominant 
competitors in an industry cannot show that their proposed alli-
ance produces these benefits, weaker rivals may argue that the 
partnership will decrease competition, and an investigation can 
be initiated. 

 To alleviate antitrust concerns, the firms entering into a partner-
ship need to show that any or all of the following characteristics are 
expected benefits:

•    Greater efficiency in the alliance relative to the harm it poses to 
the competition.  

•   A partnership design that promotes competition, such as the 
development of an open standard.  

•   A forecast of a continuous stream of new technologies from the 
partnership.  

•   An increase in U.S. economic growth and global 
competitiveness.    

 The last attribute was a major selling point for Sematech, since 
the consortium was formed to develop technologies that were 
supposed to slow the penetration of U.S. markets by Japanese 
firms.  

  Partner Selection 

 There is probably no more important task in forming an alliance 
than choosing a partner. Frequently, organizations will speak of their 
partnerships as marriages, an analogy that has some relevance for 
partner selection. It is useful, for example, to reflect on how much 
time and thought often go into choosing a mate and how disastrous 
the consequences can be when casual acquaintances, with little 
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knowledge of each other, marry spontaneously. We discuss below 
three key criteria:

   • The potential partner’s current capabilities.  

•   The partner’s expected future capabilities.  

•   The number and quality of current and future partnering 
alternatives.     

  The Partner’s Current Capabilities 

 To be selected as a partner, a firm must demonstrate competence 
in three key areas. First, it must show that it has the resources and 
capabilities necessary for the partnership’s success. For example, in a 
technology alliance, the firm should have competence in the relevant 
technology. Similarly, in a partnership to reduce costs, the firm should 
have the necessary cost drivers in the targeted activity.  16   Second, a 
potential partner should be competent to manage its current opera-
tions effectively and to grow these operations at a rate consistent with 
the partnership’s goals. Last, the potential partner should be able to 
manage its role in the alliance effectively. If the firm does not have the 
skills to cooperate, its other capabilities are irrelevant.  17    

  The Partner’s Future Capabilities 

 Just as important as the partner’s current capabilities is what it can 
offer the alliance in the future. Future capabilities are particularly 
critical in technology alliances in which frequent innovation makes a 
partner’s capabilities obsolete. Also essential, if the partner is a start-
up, is its ability to grow with the relationship and make the necessary 
transition from entrepreneurial to general management.  

  Alternative Partners 

 Finally, any checklist for choosing a partner needs to include an assess-
ment of alternative firms, not just for the relationship being consid-
ered, but also for future relationships. This assessment is inevitably 
affected by the stage of industry development. If all potential partners 
were available at one time and their capabilities were observable, the 
matching process would be relatively straightforward. But in most 
industries, firms enter the market for partnering over time rather than 
all at once. Further, the capabilities of potential partners are frequently 
not initially observable. Therefore, the time at which firms enter the 
industry and the reliability with which their resources and capabilities 
can be assessed affect which alliances are possible. 

 Even if firms could observe the capabilities of all potential partners, 
the problem of achieving effective cooperation remains. The reason is 
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that effective cooperation is achieved in part through the evolving net-
work of partnerships in the industry. That is, the ability of firms to coop-
erate becomes apparent only as the network of partnerships develops. 

 There are two views on why some firms are more able to cooper-
ate effectively than others. In one view, cooperation is a capability that 
firms have independent of their position in the network. For example, 
Toyota’s supplier management practices have been shown to be supe-
rior to its U.S. competitors, even with the same suppliers.  18   Also, firms 
that establish administrative units to learn from the firm’s alliances 
tend to have more successful partnerships.  19   A third perspective is that 
experience in forming alliances leads to better outcomes.  20   

 Another view, which is not inconsistent with the first, is that the 
structure of the network surrounding a firm affects cooperation. 
A dense network around a firm increases its incentives to limit self-
interested behavior. The reason is that stories about a firm’s behavior 
diffuse more quickly to other firms when they are all connected to 
each other. This system-level effect is called “social capital.” Organi-
zations that are embedded in denser clusters of interfirm relation-
ships have higher social capital, experience greater constraint on their 
self-interest, and therefore exhibit greater cooperation. In a sense this 
concept of why firms cooperate is like the old adage in politics, “Don’t 
see no one nobody sent.” That is, if the person is not close to you in the 
network already, you can’t count on how he or she will behave. 

 But constraints on a firm’s cooperative behavior emerge only as the 
industry evolves. Therefore, choosing a partner for its ability to cooper-
ate successfully must in part be a function of the evolution of indus-
try structure. If the social capital view is correct, early entrants to the 
network are at an advantage in choosing a partner on the basis of its 
capabilities but are at a relative disadvantage in choosing partners for 
their ability to cooperate. This trade-off shifts as the industry evolves. 
In the later stages of industry development, fewer capable firms are 
available to partner with, but the increasing constraint of the network 
raises the likelihood of effective cooperation.  21     

  Partnership Form 

 Partnerships can take a number of forms that depend primarily on the 
reasons the alliance is established. We have outlined four major rea-
sons for partnerships: technology transfer and development, market 
access, cost reduction, and risk reduction. Alliances based on these 
motivations may be structured in several ways as discussed next. 

  Technology Transfer and Development  22   

 The form of a partnership is determined to a large degree by what 
motivates it. This is especially true in technology-based relationships 
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between established firms and start-ups. The motivation behind an alli-
ance determines how much the partners invest to acquire information 
and build capabilities. As a technology’s potential increases, a partner 
may shift or increase its investment. Or, if the size of the market for the 
partnership’s output is small and the market’s prospects poor, the firm 
may choose to move on to other projects. 

 The first reason for partnering is to develop a window onto an 
emerging technology. An established firm with a  window strategy  
forms a large number of low-cost relationships with start-ups. Each 
relationship provides information about the technology but does not 
help build a path for the technology’s development within the firm. 
Partnering with a young entrepreneurial company is an effective means 
of monitoring the technology’s progress. 

 The second reason an incumbent might form an alliance with a 
start-up is to learn enough about the technology to be able to plan for 
new projects based on it. Called an  options strategy , this approach 
allows the established firm to make a small, low-risk investment that 
is more than it would make under the window strategy but less than 
the amount required to develop the new technology to scale. The level 
of investment may be increased, however, if the expected value of the 
project increases. 

 The third motivation for establishing an alliance is based on a 
plan to position the firm in the emerging market. A  positioning 
strategy  reflects a stronger commitment to the technology than an 
options strategy. In this case, the incumbent puts more financial, 
technical, and managerial resources into the alliance to build a via-
ble business, either with the start-up as a partner or later with a 
wholly owned unit.

 As a firm’s motivation shifts from window to option to posi-
tioning, the degree of control the firm exercises in the relationship 
increases. Its competence as a potential competitor in the start-up’s 
industry also rises. The increase in the control and competence 
of the established firm is due to its increasing investment in the 
partnership. 

 Four types of technology partnership, which are not mutually 
exclusive, indicate the established firm’s level of investment:

•    Research grant  

•   R&D contract  

•   License  

•   Joint venture    

 In addition, the firm may acquire equity in the start-up to improve 
the quality and amount of information received about the technology 
and perhaps to gain financially if the start-up becomes successful. 



238 Part Three Managing the Boundaries of the Firm

 The four types intersect with the three motivations for forming the 
partnership. The research grant typically gives the incumbent rights 
to learn about technological developments but few proprietary rights 
over commercialization. This form of alliance therefore fits the win-
dow strategy well. The R&D contract is more focused on individual 
start-up projects and can range from the right to observe develop-
ments to technology transfer and product commercialization arrange-
ments. This type of alliance gives the established firm more control 
over the relationship and may be appropriate for both window and 
options strategies. A licensing arrangement between a start-up and an 
incumbent firm combines the entrant’s technological expertise and 
the incumbent’s capabilities in marketing and distribution. Because 
the established firm is not involved in technology development, little 
opportunity for technology transfer exists. However, the large firm has 
rights regarding product commercialization and has the opportunity to 
position itself in the product market as it emerges. Finally, the incum-
bent and start-up may enter into a joint venture that entails setting up a 
separate unit to develop the technology and possibly to commercialize 
it. A distinct administrative entity in which the partners share respon-
sibilities increases the opportunity to transfer technology and control 
technology development. Joint ventures apply therefore to window, 
options, and positioning strategies. 

 Many technology alliances involve an equity investment by the large 
firm in its start-up partner. This does not mean that the large firm can 
easily access the start-up’s expertise, however, since there is typically 
a substantial disparity in the two firms’ technological skills. An equity 
position may thus increase the incumbent firm’s control over decision 
making but not lead to effective technology transfer. Without the ability 
to develop and commercialize the technology, the incumbent can only 
execute window and options strategies.  23    

  Cost and Risk Reduction 

 Alliances to achieve economies of scale or lower risk are almost always 
joint ventures. Partnerships of this type, whether they involve two or 
more firms, are analogous to bilateral or multilateral governed fran-
chising schemes where the combination of resources or activities in 
the partnership provides each firm with greater efficiencies. In many 
cases, these ventures make the expansion, profitability, and perhaps 
even the survival of the partners possible. 

 Joint ventures in extractive industries are good examples of alli-
ances to combine partners’ activities. For instance, the Aramco con-
sortium among U.S. energy companies was formed to explore for and 
produce oil and gas in Saudi Arabia and the Persian Gulf States at 
lower cost (and lower risk), given the scale of the venture, than any firm 
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would have incurred individually. Likewise, aluminum companies have 
frequently established joint ventures, especially involving Alcoa and 
PUK, to build larger processing plants near bauxite deposits, thereby 
achieving lower costs. These ventures were formed to achieve efficien-
cies primarily in operations and logistics.  24     

  Managing Alliances 

 In any partnership three elements are essential to successful coopera-
tion in managing the exploitation of complementary assets.  25   The first 
is the  convergence of purpose  between the two firms. This condi-
tion is rarely achieved in full but can be approximated as conflicts are 
resolved over time. The second element is the  consistency of position  
of the partnership in each firm’s administrative structure. Since the 
partnership is only one of many projects in each firm, changes in each 
partner’s project portfolio are likely to shift managerial interest toward 
or away from it, causing instability in the pattern of resource alloca-
tion. The more similar the positions occupied by liaison personnel in 
each partner, the higher the consistency of position. Third,  manage-
ment of the interface  between the partners frequently involves several 
levels of governance. The expectations of managers are likely to vary 
across these levels, causing problems in planning, coordination, and 
evaluation. 

  Convergence of Purpose 

 No partnership can be effective without a high degree of understanding 
between the partners. First and most important is a mutual belief that 
the partnership adds sufficient economic value to both firms to justify 
continuing the relationship. This value is easier to assess when uncer-
tainty is low. Lower uncertainty makes it easier to calculate the returns 
to the partnership and to agree on their distribution. 

 Uncertainty surrounding these returns increases when innova-
tion or the entry of new firms shifts the structure of competition in 
the industry. Partnerships in industries with high uncertainty are 
therefore difficult to maintain. Paradoxically, partnerships appear 
frequently when uncertainty is high precisely because most firms 
are unable to bear the uncertainty alone. Without the ability to 
develop or buy the resources and capabilities they need to compete, 
firms are forced to forge partnerships with each other. Because of 
the difficulties in forecasting returns reliably, standard market con-
tracts are out of the question. These alliances therefore follow a 
long and frequently hard road of conflict and adjustment due to 
the joint need for control over decisions that cannot be specified 
in advance. 
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 Handling the uncertainty within a partnership requires substantial 
managerial capability and experience. One way partners deal with this 
uncertainty is to order the issues they confront according to how well 
they can be managed successfully. For example, in many technology-
based alliances the technical fit between the partners can easily provide 
a basis for cooperation. 

However, the strategic benefits of sharing technologies may differ 
for each firm. For one firm, its partner’s technology may represent a 
key component of a new product line in which the company is invest-
ing relatively large resources. For the other firm, the technology trans-
ferred may be an important but not critical addition to an already full 
set of offerings. So while the technical integration of the two firms 
is relatively straightforward, the lack of strategic fit complicates how 
investment decisions should be managed. 

 Cultural differences can also complicate the establishment of 
understanding between the partners.  26   These differences are anchored 
in different national styles or practices specific to each firm. Variation 
in national cultures has frequently been tied to misunderstandings in 
cross-border partnerships. For example, many U.S. companies found 
that partnering with Japanese firms in the 1980s involved surprises 
regarding technology transfer and the relevant time horizon for finan-
cial returns. With experience, national differences can be planned for 
and included in the calculation of partnership costs and benefits. 

 Organizational culture can also be a potent influence on the expec-
tations that partners bring to the relationship. Highly bureaucratic 
organizations may attempt to impose strong reporting and control 
systems on the partnership. More informally organized firms resist 
these systems. Thus the partnership becomes both an opportunity for 
change and a constant challenge to established procedures.  

  Consistency of Position 

 The difficulties of establishing convergence of purpose are compounded 
by different views of the partnership within each firm. Managers at 
different levels in each organization will vary in the value they place 
on the partnership and in the expectations they have for it. Top man-
agement frequently sees a partnership primarily as a strategic invest-
ment and has secondary knowledge of its technological and operating 
details. Middle management has primary knowledge of these details 
and is less involved in the development of corporate strategy. Technical 
personnel in turn have their own interests, typically involving the gath-
ering of new knowledge related to enhancing professional reputation. 
Finally, corporate and business-level staff can have unique perspectives 
on the value of interunit coordination, in which the partnership can 
often become enmeshed. 
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 For these constituencies to be managed effectively, each must relate 
consistently to the partnership over its history. When any position 
becomes involved in the partnership more frequently or intensely, that 
position may exert its preferences more strongly and the procedures 
set up to manage the relationship may become unstable. Each position, 
from top management to technical staff, has an important role to play 
over the partnership’s life cycle. However, these roles should contribute 
to achieving the partnership’s goals and not be allowed to intervene 
arbitrarily.  

  Managing the Interface 

 Managing a partnership is in many ways like managing a new venture. 
Like a new venture, a partnership requires the development of new 
practices and routines to achieve a unique set of objectives. Neither a 
venture nor a partnership is independent of the parent organizations 
since their resources are necessary for its success. The design and man-
agement of the interface between the organizations determine how 
effective the project will be. 

 Interface design is obviously determined by how the partnership 
is organized. At one extreme, the partnership is a joint venture formed 
by two firms to achieve economies of scale in activities such as opera-
tions, marketing, or distribution and is an independent administrative 
unit. Although the partners own the venture, a separate management 
runs it and is responsible for planning and executing the unit’s strat-
egy. The interface between this management team and the partners 
can frequently involve conflict over performance evaluation, resource 
allocation, and planning for future investment. 

 At the other extreme is a partnership without a separate adminis-
trative organization, involving only the efforts of both firms to coor-
dinate their activities more effectively. An obvious example, which we 
have discussed at some length, is a strategic sourcing relationship. The 
key activities in the interface between buyer and supplier for this type 
of relationship are operations, logistics, procurement, and engineer-
ing. In addition, finance and planning can play important roles. If one 
or more of these functions questions the value of increased coopera-
tion, the success of the relationship will be more difficult to achieve. 

 An example midway between a wholly independent joint venture 
and a strategic sourcing relationship is a partnership aimed at lowering 
logistics and inventory costs in distribution and mass market sales. In 
this case, the alliance is likely to have a dedicated management to orga-
nize and coordinate the relationship on a daily basis. This management 
will include personnel from both partners and focuses on the success 
of the relationship, not of the partners independently. This indepen-
dence is beneficial assuming the strategies of both firms continue to be 



242 Part Three Managing the Boundaries of the Firm

consistent with the partnership’s goals. Under these circumstances, the 
managers of the partnership are likely to control closely the interface 
between the partners.   

  Alliance Dynamics 

 What causes alliances to end and new alliances to be formed? What are 
the causes of volatility in alliances? The discussion below focuses on 
three influences: the planned life of the project, shifts in the alliance’s 
markets, and the dynamics of governing the relationship itself. 

  Life of the Project 

 One source of a partnership’s longevity is the planned life of the proj-
ect. For example, joint ventures among aluminum companies for the 
development of bauxite mines and adjacent aluminum production 
are planned to remain active until the bauxite has been depleted. The 
global network of these ventures is therefore quite stable, as the mines 
are quite large. Partnerships among global oil firms last long for the 
same reason. 

Alternatively, the histories of some projects in high-technology 
industries—for example, semiconductors or information processing—
are as short or long as the life spans of the technologies involved. In 
many cases one or both partners may learn that the technology on 
which their partnership is based has a dimmer future than the ini-
tial estimate that motivated the alliance. In this case, even though the 
technological life cycle has not matured, the partnership is terminated 
since it can no longer be justified.  27    

  Market Forces 

 The activity around which a partnership is built (e.g., R&D, logistics, 
distribution) belongs to a market, which determines its value. When 
the activity is valued highly, the alliance endures. However, when the 
market becomes more competitive and alternatives to the activity are 
more available, the partnership can become less viable. For example, 
at some point in the history of a technology-based alliance a competi-
tor may enter the market with a superior platform. The value of the 
alliance therefore begins to decline and the likelihood that it will be 
terminated increases. The partners may decide to leverage their rela-
tionship to switch to the new technology, but this would be a new proj-
ect involving a new contract and new investment. Another example is 
the effect of deregulation on alliances formed to provide access when 
the market was closed. For instance, as European airline markets 
are deregulated, the alliances between non-European and European 
airlines for market access are made obsolete. 
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 A second market force that affects the life of an alliance is industry 
performance. Some joint ventures can be viewed as options to expand 
a market position in an industry, as discussed previously. When the 
growth in volume of a joint venture’s industry increases over its his-
torical trend, it becomes more likely that one partner will purchase the 
other’s interest in the venture. When the industry’s volume declines, 
however, joint ventures typically are not dissolved. The implication is 
that high volatility in industry performance will shorten the duration 
of partnerships.  28    

  Dynamics within the Relationship 

 Every alliance is based in part on each firm’s knowledge and expec-
tations of the other. At the outset, knowledge is imperfect, and 
each company learns about its partner, for better or worse, over 
time. How this learning progresses has implications for how long 
the partnership lasts.   An analysis of auditor–client relationships, 
for example, shows that the failure rate of relationships falls, then 
rises, then falls with its age. Early problems in the relationship are 
discounted as part of necessary learning, forming a honeymoon 
period during which clients forgive poor performance that in other 
circumstances would cause the relationship to fail. In the middle 
phase, however, the tendency to forgive diminishes, and the likeli-
hood of failure increases. As the relationship endures, the hazard 
rate falls again as the partners adapt to each other’s idiosyncrasies, 
and the costs of switching to another auditing firm increase. The 
likelihood of vertical integration in the auditor–client relationship 
is zero, but in most types of cooperative relationships partners are 
not so constrained. A general version of this life-cycle approach to 
a buyer–supplier relationship might therefore be consistent with 
transaction cost reasoning regarding vertical integration discussed 
in Chapter 7.  29   

 Age-related dynamics suggest that learning in the relationship is 
roughly symmetric, as each side becomes specialized to the other. With 
mutual specialization comes an opportunity for joint learning. It has 
been observed that the written contract between two partners can act 
as a “repository of knowledge” generated over time as the firms deepen 
their understanding of each other’s capabilities and requirements.  30   In 
some cases, however, one partner may cooperate with the primary aim 
of learning the capabilities of the other and breach the terms of the 
contract when the education is completed. This pattern of behavior 
has been attributed to Japanese companies in the 1960s that acquired 
technological expertise by partnering with non-Japanese firms, then 
terminated the agreement when the partner’s capabilities had been 
learned. 31    
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  Summary 

 There is no question that partnering is one of the most prevalent and 
fastest growing business practices in developed countries. Why is this 
so? To answer this question we started the chapter by examining the 
underlying trends behind the rise of partnerships and the general moti-
vations of alliance formation. We then discussed the several disadvan-
tages of cooperative arrangements, especially for smaller and newer 
firms. We also looked at how firms should go about selecting partners 
and how alliances are managed. 

 Finally, the dynamics of alliances were laid out, showing how forces 
both inside and outside the cooperative arrangement can affect its per-
formance. Each of these issues captures an essential part of our under-
standing of how partnerships arise and then either succeed or fail. 

  Summary Points 

•     When the strategic value of an activity is high but the firm’s 
competence to perform the activity is low, the firm has two 
options:

•    Improve its competence and bring the activity in-house.  

•   Try to find another firm, a partner, that is willing to give up 
some control over aspects of the activity so that its strategic 
value can be realized.     

•   Seven trends are apparent in partnership activity:

•    The global integration of manufacturing and service 
industries.  

•   The diffusion of Japanese partnership practices.  

•   The diffusion of partnerships with suppliers.  

•   The rise of outsourcing as an accepted practice.  

•   The rise of supply chain management practices.  

•   The growth of technology-intensive industries.  

•   The emergence of regional networks of cooperating firms.     

•   Five motivations for partnership formation can be identified:

•    Technology transfer and development.  

•   Market access.  

•   Cost reduction.  

•   Risk reduction.  

•   Change in industry structure.     
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•   Partnerships should always be examined as an alternative to 
executing a project in-house.  

•   The major disadvantages of partnerships are

•    Reduced control over decision making.  

•   Strategic inflexibility.  

•   Weaker organizational identity.  

•   Antitrust issues.     

•   In selecting a partner, a firm uses three key decision criteria:

•    The potential partner’s current capabilities.  

•   Its expected future capabilities.  

•   The number and quality of current and future alternatives.     

•   The form of a partnership is determined to a large degree by 
the motivations for its existence, especially in technology-based 
relationships.  

•   An established firm may have one of three motivations for 
forming an alliance with a start-up technology firm:

•    A window strategy.  

•   An options strategy.  

•   A positioning strategy.     

•   The large firm’s type of control over the alliance can result in five 
types of technology-based relationship:

•    Research grant.  

•   R&D contract.  

•   License.  

•   Joint venture.  

•   Partial ownership.     

•   Alliances to achieve economies of scale are almost always joint 
ventures combining specific resources from each partner.  

•   Once the partnership is in place three conditions are necessary 
for its effective governance:

•    Convergence of purpose.  

•   Consistency of position.  

•   Effective management of the interface between the partners.     

•   Three influences affect alliance dynamics:

•    The planned life of the project.  

•   The alliance’s design for shifts in the markets.  

•   The requirements of governing the relationship itself.         
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  Questions for Practice 

 Think how you would answer these questions for your current com-
pany, your previous place of work, or a business you are studying:

   1.    What partnerships is your firm currently engaged in?  
     2. Why did it enter into these partnerships?  
   3.   Did it compare the benefits of partnering with vertical 

integration?  
   4.   How were the partners selected in each instance?  
   5.   Was there evidence of partner expertise in cooperating with other 

firms?  
   6.   How has your firm avoided or mitigated the disadvantages of 

partnering?  
   7.   How does the form of each partnership match the reason 

motivating it?  
   8.   How convergent are your firm’s purposes in each alliance with 

those of the partner?  
   9.   How well does your firm manage the interface with each 

partner?  
 10.   How has your firm learned to become more effective in 

cooperating with each partner?      
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   Chapter Outline 

  Introduction 

 Over the past 30 years, global markets and technologies have become 
increasingly integrated.  1   The number of companies whose brands have 
become solidly international over this time period is astonishing. In 
addition to the large U.S. and European companies whose businesses 
have been traditionally global, such as Citibank, Ford, IBM, Daim-
lerChrysler, and Philips, we can add McDonald’s, Nike, Intel, Microsoft, 
Disney, Gap, Sony, Panasonic, Toshiba, and a host of others. Not only do 
consumers worldwide buy similar products made by global firms, but 
these firms develop their ideas and manufacture their products wher-
ever the results are best: in California, China, Poland, or Mexico.  2   

 Global markets present opportunities for growth and financial per-
formance. They also place significant pressures on firms in domestic 
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industries to compete more intensely. Participating in global markets 
is thus inevitable and strenuous at the same time. 

 To perform effectively in an international market, a firm must learn 
the financial and operating nuances of global competition. This educa-
tion can be costly, and the complexity of strategic decision making will 
increase as the scope of competition increases. Yet it is disastrous for 
a firm to avoid global trends in its industry. Avoidance inevitably pro-
duces a weakened market position as the firm’s customer base switches 
to global competitors that are able to leverage their worldwide scope to 
lower cost or spur innovation. 

 In this chapter we will discuss the underlying principles of global 
competition. First, we will examine the basic theories of regional and 
country advantage. Our focus will be on why regions within countries 
are differentiated, and then why countries matter. Second, we will look at 
how firms use and, in some instances, overcome country differences to 
build successful global businesses. Global firms typically vary in where 
they locate their activities across countries. In some industries this varia-
tion contributes strongly to performance differences; in other industries 
the contribution may not be so great. Third, global competition entails 
the entry and exit of firms into and out of geographical regions. The 
dynamics of interregional entry and exit are important because they 
determine in part how firms locate their activities worldwide. Under-
standing these dynamics helps to explain how a firm balances its costs 
when it enters a country against the costs when it exits, especially the 
sacrifice of goodwill and other sunk investments. Fourth, it is impor-
tant to look at how firms organize their activities to compete globally. 
Initially, companies whose international sales are a small proportion of 
total revenues will assign responsibility for their global business to a 
separate administrative unit. Later, as international sales grow, respon-
sibility for them becomes integrated with the rest of the organization.  

  Why Do Regions Matter? 

 Before we can understand how differences among nations affect the 
strategies of firms, we need to discuss why geographical regions, fre-
quently quite small in size, emerge as centers of production for spe-
cific industries. A facile explanation for regional advantage is that 
resources are not equally distributed geographically. Some regions are 
well endowed while others are less fortunate. But this does not explain 
the geographies of industries that have important intangible inputs or 
that do not need to locate near raw material sources. Silicon Valley, for 
example, is not a hub of high technology because it has a lode of sili-
con; rather it has a lode of knowledge. Consequently, we need a broader 
perspective on why managers locate their activities in one region rather 
than another. 
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 In his classic text on economics, Alfred Marshall laid out a care-
ful and strikingly current set of arguments explaining why the firms 
in many industries tend to cluster together, often within a few miles 
of each other.  3   Marshall suggested that there were three reasons why 
clusters appear: (1) the advantages of pooling a common labor force; 
(2) the gains from specialized local suppliers; and (3) the benefits from 
technological spillovers in the region.  4   

  Labor Pooling 

 One obvious reason firms locate in a region is to benefit from a pool 
of workers whose skills are specific to the firm. But it is important 
to understand when labor pooling adds value and when it does not. 
The key factor is the predictability of the firm’s needs. If a firm’s labor 
requirements are easily forecasted, then it can plan to attract workers 
to wherever it finds favorable market conditions. Here global work-
force planning substitutes for local labor pooling. However, if a firm 
experiences some uncertainty in its need for workers, the cost of find-
ing qualified workers quickly is lowered by locating where additional 
labor already exists. In this case, therefore, labor pooling provides an 
advantage.  

  Specialized Local Suppliers 

 When many firms in an industry locate in the same region, they can 
create a market for local suppliers. Two conditions lead to the emer-
gence of this supplier market. First, the firms and their suppliers must 
invest in their operations at about the same pace. As demand rises, 
suppliers increase their production, and if capacity is insufficient, new 
firms enter. But locating near customers in one region may restrict a 
supplier’s ability to set up facilities close to buyers elsewhere. So, how 
suppliers trade off satisfying customers inside and outside their region 
has an impact on regional development. 

 The second condition concerns the specialization of supplier inputs 
to local customers. The more specialized these inputs, the more closely 
coordinated the relationship between buyer and supplier tends to be. 
Colocation generally makes close coordination of input design and pro-
duction more efficient. As suppliers’ inputs become more specialized 
to local requirements, they become less able to sell outside the region. 
The local supplier base therefore grows.  

  Technological Spillovers 

 One of the most obvious reasons firms in the same industry concen-
trate in the same region is the benefit they receive from sharing techno-
logical information.  5   Even though the firms are competitors, location 
in the same region offers opportunities for mutual observation that 
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are more frequent and intensive than would be available at a distance. 
But these opportunities benefit the firms only as long as the region is a 
source of major innovations and firms outside the region do not have 
a strong early-mover advantage. 

 Both product and process innovations diffuse more quickly within 
a region than between regions for a variety of reasons. First, manag-
ers and workers are connected through interpersonal networks out-
side of work. These networks, in addition to contacts through regional 
industry associations, facilitate the flow of technical and other types 
of information. The strength of these flows obviously depends on how 
effectively an innovating firm protects its ideas and inventions. The 
greater the protection, the weaker the flows from that firm. 

 An obvious but significant example of a region that has ben-
efited from information diffusion is Silicon Valley. One explanation 
of its success is the relative openness of incumbent firms to partner-
ing with start-ups. An interesting comparison is the region around 
Boston centered on the two beltways, Route 128 and Interstate 495. In 
the 1970s and 1980s, Boston also had a large concentration of high-
technology firms but did not grow as fast as Silicon Valley. Why was 
this so? AnnaLee Saxenian has proposed that the hierarchical and 
highly controlled system of interfirm relationships in the Boston area, 
with Digital Equipment at its center, was not as conducive for technol-
ogy spillovers as the more decentralized and less controlled network 
that developed in northern California.  6   Saxenian’s insight is that the 
key to achieving a regional advantage due to technological spillovers is 
the policies, some formal, some ad hoc, of powerful, central firms that 
inhibit or promote the spread of innovative ideas. Digital Equipment 
in Boston was simply less interested in building a regional technology 
base than the core firms, such as Hewlett-Packard, in Silicon Valley. 

 Second, technology spillovers occur as managers and professionals 
change employers in the region. There are two obvious types of trans-
fer. The first involves the formation of start-ups by former employees 
of incumbents. An active entrepreneurial sector increases the number 
of new ideas that will be developed, shared, and commercialized. The 
second has to do with employee transfer between incumbents, an obvi-
ous extension of the benefits of labor pooling. Although managers are 
typically enjoined from sharing technical information developed dur-
ing their previous employment, the skills they learned are portable and 
can be applied to new projects. Generalized templates of innovations 
can be transferred to other firms, as occurred in Japanese manufactur-
ing industries during the 1960s and 1970s. 

 Third, regional associations, which match people to jobs and 
resources, are essential for increasing the geographical concentration 
of the industry, both through helping incumbents to grow and induc-
ing start-ups to be formed. Meeting face-to-face helps entrepreneurs, 
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venture capitalists, managers, engineers, and marketing professionals 
build relationships. The association thus is a forum where technologi-
cal spillovers can occur. 

 Finally, the location of firms in a region presents opportunities for 
informal communication on technological issues. As managers from 
different firms associate informally outside of work, they often talk 
about common problems in dealing with suppliers, customers, and 
regulators. Sharing information in this way may not directly produce 
innovation. However, there may be indirect effects as new information 
frames issues in novel ways, raises questions that had not been asked 
before, and stimulates a search for answers to problems that were seen 
as intractable. 

 The development of technological spillovers from regional coloca-
tion thus ultimately depends on the repeated exchange of ideas across 
firms.  7   Achieving an effective rate of exchange requires the recogni-
tion that more cooperation among firms in the region leads to greater 
returns. Obviously, the degree to which competitors can share informa-
tion directly is limited. In many cases, sharing of this kind is simply 
impossible, given the importance of protecting proprietary technology. 
Managing the tension between competition to increase firm growth 
and cooperation to improve regional growth is therefore a critical chal-
lenge. No region can succeed as a hub of industry activity without bal-
ancing these two forces well.   

  Why Do Countries Matter? 

  Laws and Regulations 

 A nation is a discrete economic entity, whatever the regional clustering 
of industries within it or the closeness of its ties with neighboring coun-
tries. As sovereign states, nations regulate economic behavior through 
legal sanctions. National laws and regulations influence investment, 
the shape and scale of demand for products and services, and trade. 
Moreover, in general, competitive markets cannot be developed with-
out a strong rule of law within which disputes are resolved fairly and 
constructively. But laws are malleable, and so firms and their agents 
target governments in order to influence the substance and trends of 
policies. 

 Governments frequently intervene in industries and markets to 
shape the intensity and direction of investment behavior. Investment 
may be encouraged through government subsidies to promote innova-
tion or lower costs. Or it may be discouraged through high taxes or 
lengthy and arduous certification procedures. Government policy can 
also influence demand by raising or lowering taxes on final and inter-
mediate goods. Demand and investment behavior can also be affected 
by macroeconomic policy in industry regulation and the management 



The Global Pharmaceutical Industry

Price controls in the pharmaceutical 
industry can take many forms. National 
regulations may impose a cap on the man-
ufacturer’s price or on the amount national 
health insurance programs pay for a drug. 
In setting their own prices, regulators may 
also refer to the prices charged in other 
countries. Table 9.1 shows how broadly 
price control policies vary across countries.

Price regulation has a number of impor-
tant consequences. First, drug companies 
are less likely to launch their products in a 
country with stringent price controls. Not 
only does a lower price reduce long-term 

revenues in that country, it also low-
ers revenues globally. The reason is that 
countries typically determine their prices 
for a drug through benchmarking on the 
price of the first national market entered. 
Second, pharmaceutical companies that 
are headquartered in highly regulated 
countries tend not to launch their drugs 
in other countries. This means that heavy 
price controls in a country tend to create 
home-grown drug industries, since firms 
outside the country tend not to enter and 
domestic firms tend not to expand inter-
nationally.8

    Control of manufacturer 
price          Y          Y               Y     Y               Y     Y                  

   Control of 
reimbursement price     Y     Y     Y     Y     Y          Y     Y     Y     Y     Y     Y     Y            

   Cross-country 
comparisons     Y     Y     Y     Y     Y          Y     Y     Y     Y     Y     Y     Y             

   Reference pricing               Y               Y                    Y     Y          Y             

   Payback required if 
volume exceeds target     Y     Y               Y               Y     Y               Y     Y     Y        

   Profit control                                                            Y          Y        

   Promotional spending 
control          Y               Y                                   Y          Y        

   Pharmacoeconomic 
evidence recommended                    Y                         Y     Y     Y                       

   Fixed wholesale margin     Y     Y               Y     Y     Y     Y     Y               Y                  

   Fixed pharmacy margin     Y     Y     Y     Y     Y     Y     Y     Y     Y     Y     Y     Y     Y     Y        

   Patient copayment     Y     Y     Y     Y     Y     Y     Y     Y     Y          Y     Y     Y     Y        

   Control of OTC price          Y                         Y                                           

   Control of hospital price          Y                         Y     Y     Y               Y                    

 Source: Adapted from Margaret Kyle, “Pharmaceutical Price Controls and Entry Strategies,”  Review of Economics and Statistics,  

89 (2007), pp. 88–99.   

TABLE 9.1  |   Price Regulation of the Pharmaceutical Industry in 15 Countries 
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of interest rates by central banks. The sidebar on price regulation in 
the global pharmaceutical industry shows how important govern-
ment policy can be for the performance and behavior of firms across 
 countries. 

 Finally, governments vary substantially in their trade policies. 
Some countries remain highly protectionist for some industries, while 
others have moved strongly toward free trade. Protectionism can take a 
number of forms, including high tariffs on imported goods, restrictions 
on certain kinds of imports, regulatory barriers to certification, laws 
precluding the procurement of nondomestic goods and services, and 
the regulation of industry activities, such as wholesale distribution, 
which raises the costs of foreign entrants. 

 Trade policy is commonly designed to help domestic firms compete. 
The growth of domestic firms in the home economy can strengthen 
their cost structures and ability to innovate, thereby increasing their 
competitiveness internationally. However, agriculture, unquestionably 
the most widely protected industry worldwide, is commonly defended 
from international competition for political, not economic, reasons.  

  National Cultures 

 Nations have unique cultural traits determined by their geography, 
climate, languages, religions, martial history and orientation, arts, 
political systems, family and social traditions, and economic mores. 
These factors significantly affect the opportunities for growth and prof-
itability of indigenous firms and foreign entrants alike. Differences in 
consumer tastes across countries are frequently attributed to cultural 
differences rooted in a complex of traditions regarding how goods and 
services are consumed or used. Examples of these cultural differences 
extend across a spectrum of markets from food and clothing prod-
ucts to medical care, entertainment, and transportation. The sidebar 
on drug purchasing patterns on page 261 shows the power of national 
differences in behavior. 

 In addition to its contribution to national differences in buying 
habits, culture has a powerful influence on the competitive strength of 
firms across industrial sectors. Some nations have developed orienta-
tions toward work that differentiate its quality or efficiency from work 
in other countries. Whether these differences are due to social, cogni-
tive, affective, or physical factors is never completely clear.  9   

 Hugh Whittaker’s study of the introduction of advanced numeri-
cal machine tool technology in Great Britain and Japan provides an 
instructive example.  10   He shows that the approaches of British and 
Japanese workers to the same technology are quite dissimilar. British 
workers interpret the problems posed by the technology as primar-
ily hardware based, while Japanese see the problems originating in 
software. This difference is primarily due to the contrast between the 
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 Drug Purchasing Patterns     

Table 9.2 shows the frequencies with which 
different types of drugs are bought in 12 
developed countries. Ten of the countries 
have similar purchasing patterns. Japan 
and Mexico are the exceptions. Compared 
to other countries, Japanese tend to buy 
fewer drugs that have to do with the cen-
tral nervous system (CNS) or with genital or 
urinary problems. However, they buy more 
blood agents, which are primarily anticoag-
ulants. Mexicans in turn purchase a higher 
percentage of anti-infective drugs but a 
lower percentage of cardiovascular drugs, 
which prevent or treat heart disease. 

 Do these patterns reflect cultural dif-
ferences? For example, compared to other 

countries, are the Japanese less troubled 
by mental disorders or less confident that 
CNS drugs are effective? An analysis of 
disease trends would possibly answer this 
kind of question but perhaps not com-
pletely. The differences in purchasing 
frequencies are also clearly tied to coun-
try-specific factors that influence drug 
company R&D and marketing programs. 
Although both cultural and strategic per-
spectives are valid, these national dif-
ferences have obvious consequences for 
how health problems are conceived and 
addressed and how future pharmaceutical 
innovations are developed.  

Japanese emphasis on software programming as essential for manu-
facturing and the British focus on traditional craft skills.  

  Natural Resources and Geography 

 The last, and perhaps most obvious, factors that create national advan-
tages in an industry are the country’s natural resources and geographi-
cal location. Many countries are rich in natural resources—such as 
oil, minerals, and arable land—while others mostly lack them. Further, 
some nations have been lucky enough to be located on major trade 
routes that present opportunities to build mercantile experience. Other 
countries are off the beaten path. 

 Are natural resources necessary for national wealth? The obvious 
answer is no. Countries with few natural resources have built strong 
economies with many multinational firms while other nations with 
abundant resource stocks lag behind their neighbors. Japan is one 
the best examples of the former case. It has almost no oil or minerals 
and must import raw materials from other countries for its needs. At 
the same time, it has the third largest economy in the world. In con-
trast, Russia has tremendous energy and mineral reserves. But these 
resources are just beginning to be developed extensively for world 
markets, and there are significant political and organizational impedi-
ments to this effort. 
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 Thus, although natural resources are undoubtedly a potential 
advantage for a country, they are not always managed effectively. 
Poor management decreases the benefit a country receives from its 
endowments and perhaps lowers potential future benefits as compet-
ing resources are discovered in other countries with more effective 
economic systems.   

  Porter’s Diamond Model 

 Michael Porter has argued that differences among countries regarding 
the international competitiveness of their industries can be distilled to 
four major factors:

•    Factor conditions.  

•   Related and supporting markets.  

•   Trends in firm strategy, structure and competition.  

•   Customer characteristics.    

 Figure 9.1 shows Porter’s Diamond Model of national advantage.  11   
 As we have discussed, factor conditions such as natural resources 

and geographical location are a traditional source of country-specific 
advantage. Porter makes the important point that although these may 
provide a favorable baseline, they are neither necessary nor sufficient 
to establish a home firm’s competitive advantage, especially when 
specialized knowledge is critical for product commercialization. 

Factor conditions have to do with the  clustering of suppli-
ers. Again the key is the effectiveness of specialized relationships 

FIGURE 9.1 | Porter’s Diamond Model

Firm Strategy, Structure,

and Rivalry

Related and

Supporting Industries

Demand

Conditions
Factor

Conditions

Source: Michael Porter, The Competitive Advantage of Nations (New York: Free Press, 1990), p. 72
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between firms. These relationships are developed to create benefits 
through information sharing, improved coordination of product 
flows and service, and the joint development of projects designed to 
improve performance, especially in cost and quality. For example, 
the Japanese automobile industry benefits substantially from its 
large network of specialized suppliers that has been built up over 
many decades. 

 The Diamond Model’s second element involves common modes 
of competition in a country. Competitive practices become perva-
sive among firms in a country as innovations diffuse throughout the 
economy, and national cultural and legal boundaries constrain their 
international transfer. Over time, of course, these practices may be 
transferred to other countries. But initially, domestic firms benefit 
from being early movers. 

Third, related and supporting industries may promote the diffu-
sion of innovations across the economy that improve a firm’s value 
or lower its cost.   An excellent example here is the rise of an emphasis 
on quality in manufactured goods in Japan, beginning in the 1950s 
with W. Edwards Deming’s introduction of statistical procedures to 
Japanese firms. The Deming Award for quality excellence became a 
highly recognized and desired achievement among Japanese compa-
nies. Winners built small shrines outside their corporate headquar-
ters commemorating the honor. But the major benefit to Japanese 
industry was the intensity with which firms competed for the prize. 
This competition produced a remarkable range of process innova-
tions in almost every activity in the value chain. As a national move-
ment, the “quality revolution” in Japan raised the country’s industrial 
expertise to world prominence. 

 Finally, a nation may have a distinctive set of customer preferences 
that force firms in an industry to develop specific strategies and struc-
tures. The more demanding customers are in a firm’s home country, 
the stronger the firm’s practices must be for it to succeed domestically. 
If the firm can   use these practices to compete internationally, it will 
have an advantage over companies from countries where customer 
demands are not as stringent. 

 Again, one of the best examples of country-specific demand char-
acteristics is Japan. As the Japanese economy grew in the 1950s and 
1960s, businesses and consumers became notoriously picky about 
quality and did not like to pay more for higher-quality goods. These 
buying practices forced Japanese firms to learn how to be more effi-
cient at producing goods that were more functional and durable. Devel-
oping these value and cost drivers was almost intuitive since Japanese 
managers and workers were customers themselves. When firms began 
to export and then produce their goods overseas, they found that cus-
tomers outside Japan were hungry for the type of products Japanese 
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customers had become used to. Consequently, Japanese firms increased 
their worldwide market shares in a variety of consumer and industrial 
durable goods industries. Their market positions were sustainable 
since it took some time for non-Japanese companies to imitate their 
practices. 

 Without a doubt, the most discussed country today as a global 
competitor is China, with India a close second. While we have dis-
cussed how Japanese firms gained from being in Japan, we can ask 
what benefits Chinese companies receive from being in China. The 
sidebar addresses this question.  

  A Framework for Global Competition 

 Competing successfully as a global firm means achieving higher 
economic performance than indigenous rivals. To do so repeatedly 
requires establishing and defending a superior market position over 
local firms. Companies with successful global strategies extend their 
domestic positions to international markets and compete effectively 
both at home and abroad. 

 If global competition were only a matter of firms competing against 
each other on the basis of their countries of origin, we could reduce it 
to a comparison of national resources, economic policies, and cultures. 
Indeed, whether the global success of Japanese firms is due to their 
being Japanese or to their strategic acumen is the subject of an ongo-
ing debate. The truth is undoubtedly a combination of both reasons. 
Honda, Mitsubishi, and Sony are truly global companies, producing 
and selling their products around the world. But their success is not 
due to their expertise at global competition alone; their histories of 
competing in Japan are also important for how they operate today. 

 Global strategy is thus more than simply leveraging the benefits of 
the firm’s country of origin. It also means leveraging the  firm’s  specific 
resources and capabilities across national markets. Many firms have 
been quite successful at building strong positions in markets outside 
their home countries through the worldwide coordination of value 
chain activities including R&D, operations, logistics, procurement, 
and brand management. 

 Bruce Kogut distinguishes between two types of advantage: country-
specific (or comparative) advantage, which derives from a firm’s home 
country; and firm-specific (or competitive) advantage, which is due to 
the capabilities of the firm itself (see Table 9.3).  12   Earlier in the chap-
ter, we discussed country-specific advantage, based on country charac-
teristics, in terms of why regions and countries matter. Firm-specific 
advantage in global markets results when a firm aggregates one or 
more activities across countries to achieve a stronger position than that 
of local competitors.  13   



China has had one of the most powerful 
runs of growth in recent history, as shown in 
the chart below. But how do Chinese firms 
benefit internationally from being based in 
China? Labor costs in China are very low, 
and cheap labor undoubtedly helps Chi-
nese exports. However, labor costs are not 
at all the whole story behind China’s ability 
to build a country advantage over the long 
term. 

 Although it may not be apparent to 
non-Chinese observers, Chinese firms gen-
erally focus on competing in China, not on 
competing globally. In a recent survey, 91 
percent of the Chinese firms polled stated 
that their main target was the Chinese 
market.  14   Moreover, Chinese companies 
generally see each other as their major 
competitors, not foreign firms. They view 
rivalry within China as their greatest 
threat, since it puts significant downward 
pressure on their prices. This pressure is 
especially threatening since labor costs 
in China are rising at over 10 percent 
per year. 

 When Chinese firms do expand inter-
nationally, they usually have one of three 
motivations, none of which have to do 
with Chinese labor costs. One, a Chinese 
company may be seeking a steady supply 

of energy, as seen in CNOOC’s purchase 
of Indonesian oil and gas reserves. Two, 
the firm may be fleeing an industry that 
is highly mature in China such as con-
sumer electronics. TCL’s joint venture with 
Thomson and TI in flat panel TVs is a good 
example here. Or three, the firm may be 
searching for a more upscale brand, as 
illustrated by Lenovo’s purchase of IBM’s 
PC business. None of these motivations 
could be thought of as exploiting an intrin-
sic Chinese resource or capability. 

 Moreover, Chinese companies don’t 
always have an easy time competing over-
seas. They often encounter stricter rules 
regarding property rights than found in 
China, as Huawei discovered in the United 
States. Also, investment analysts in Europe 
and the United States are impatient with 
the low transparency that Chinese firms 
have become accustomed to at home. Only 
a handful of Chinese international competi-
tors, such as Haier, have adapted effectively 
to these new demands. 

 Finally, Chinese executives perceive 
their workers as insufficiently innovative. 
Little drive is apparent in the workforce 
to improve operations through continuous 
improvement in processes. So at this point, 
Chinese firms seem hampered in developing 

     The China Advantage     

             2000      2001      2002      2003      2004    

    GDP per head (US$ at purchase price parity)     3,960     4,330     4,720     5,230     5,810   

   GDP change (%)     8     7.5     8     9.3     9.5   

   Government consumption of GDP (%)     13.1     13.4     13.2     12.6     11.8   

   Labor costs per hour in US$     0.58     0.67     0.77     0.87     0.99   

   Recorded unemployment (%)     8.2     9.3     9.7     10.3     9.9   

   Forex reserves (US$m)     168,278     215,605     291,128     408,151     731,427   

   Foreign direct investment inflow (US$b)     42.1     48.8     55     53.5     60.6      
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management or operating practices that 
will create a country advantage. 

 It would be foolish, however, to make 
too many assumptions about how Chinese 
companies may one day compete inter-
nationally. China is an enormous market 
that is highly competitive. As Chinese con-
sumers increase their already substantial 

taste for quality and brand, Chinese firms 
will improve their practices and overcome 
many of the challenges they face today. 
The sheer scale of the economy in China, 
coupled with the ambition of Chinese 
firms for growth and commercial success, 
should produce a number of world-class 
competitors.  

 A global firm’s powerful market position may arise from either 
superior value or cost drivers. The company may have developed a 
range of value drivers—such as superior technology, geographical 
scope, breadth of line, and brand—that contribute to its strategy world-
wide. The resources and capabilities producing this value are unique 
to the firm and protected from rivals. Similarly, a firm’s dominant cost 
position, controlling for value, may be due to

•    Economies of scale in one or more activities, such as operations, 
procurement, or technology development.  

•   Economies of scope from products sold across multiple 
markets.  

•   The diffusion of superior practices from the home country to 
satellite units in regional markets.  

•   An accelerated learning curve from aggregating the experiences 
of regional units.    

 These cost drivers can make global firms more efficient in local mar-
kets compared to their nonglobal rivals. 

 To understand how country- and firm-specific advantage are 
related to each other, it is useful first to think of them as applying to 
industries rather than firms. Table 9.3 outlines how this works for four 
types of industry. Each type represents a highly stylized but helpful 
way to categorize competition in local and global markets. 

  Nationally Segmented Industries 

 The first type of industry is isolated within each country, for all coun-
tries worldwide. No country has a special advantage over any other 
in providing critical resources, so there is nothing for a firm to lever-
age across borders. Further, across borders no firm has a special 
advantage over any other in the resources and capabilities that pro-
duce superior value or cost drivers. Kogut calls this type of industry 
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“nationally segmented.” What kind of industry might this be? First, 
there can be no firm-specific value advantage cross-border. So either 
each country is distinct in the kind of value customers want, or all 
firms can deliver about the same value no matter where it is deliv-
ered. The average barbershop might be an example of the latter. Fur-
ther, firms cannot develop superior cost drivers from aggregating 
activities across countries. So the minimum efficient scale in each 
activity must be small enough that local firms can be competitive. 
Also, whatever economies of scope are available should be attainable 
by local as well as global competitors. Last, since no country has 
a comparative advantage over any other, there should be no learn-
ing benefits for firms competing across national markets. In other 
words, there is no economic basis for firms in a specific country to 
dominate worldwide markets, nor is there an opportunity for any 
particular firm to establish a global franchise. 

 In the present era of extensive global competition in almost all 
markets, it is hard to find examples of nationally segmented indus-
tries. Until the late 1970s, however, it was common for professional 
service industries, such as law firms and advertising firms, to be local 
rather than global. This international segmentation had obvious rea-
sons. First, professional service firms have very low fixed costs, leading 
to few, if any, scale or scope economies in everyday business activi-
ties. Also, as they grow, this type of firm typically becomes increasingly 
fragmented internally, making it difficult to transfer specialized service 
innovations across units in different countries. Since professional ser-
vice firms make their money by selling know-how, the absence of an 
ability to transfer innovations effectively across national boundaries 
is a major impediment to globalization. Third, these firms typically 

TABLE 9.3  |  Global Strategy Framework 

             Country-specific Advantage   

                Low      High    

          Low      Nationally    Vertically
  segmented  integrated industry
  industry   across borders   

    Firm-specific 
Advantage                   

         Horizontally    Horizontally
  integrated and vertically
    High    industry across  integrated industry
  borders   across borders     

 Source: Adapted from Bruce Kogut, “Designing Global Strategies: Comparative and Competitive 

Value Chains,”  Sloan Management Review , 1985.  
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provide services that are specialized to customer needs, which are tied 
to national regulations and market idiosyncrasies. The pervasiveness 
of specialized services makes it easier for local firms to compete on the 
basis of their knowledge of the regional or national market. 

 These technological and market barriers to globalization became 
clear when Maurice and Charles Saatchi of Great Britain tried to glo-
balize the advertising industry in the 1980s. Since there were no scope 
economies from combining the acquired companies in Europe and the 
United States, the brothers’ initial attempt failed as costs outstripped 
revenues. It soon became evident, however, that the Saatchis had 
focused on the wrong model for internationalizing the industry. 

 The Saatchi brothers’ failure had to do with their timing as well as 
with their execution. Once global customers understood that it would 
be possible to buy advertising services in more than one country from 
a single agency, the door opened for new attempts at establishing mul-
tinational advertising firms. Many companies, such as Omnicom, JWT, 
EuroRSCG, and Grey, have grown to take advantage of this opportu-
nity. These firms focus on serving a global customer base as well as 
competing with local advertising firms for local business. Although the 
latter can be a significant part of their business, it is not the economic 
rationale behind their multinational organization. Rather, their ability 
to offer one account to a multinational customer and to coordinate 
advertising across markets differentiates them from local firms and 
adds value when the customer’s worldwide marketing strategy requires 
such coordination. Higher value due to geographic scope, not lower 
cost, provides the rationale for the global professional service firm. 

 It would be wrong, however, to assume that there were  no  interna-
tional professional service firms prior to 1980. McKinsey, the manage-
ment consulting firm, has had a global practice since the early part of 
the 20th century. In many countries, McKinsey established an early 
mover advantage as a highly differentiated consultancy. It overcame 
the difficulties of transferring specialized knowledge across borders 
by hiring innovative, energetic professionals with a high capacity for 
learning. The network of these consultants was more cohesive than 
that of other firms and enabled the diffusion of new administrative 
practices, such as the multidivisional or product structure, to indus-
trialized nations worldwide. It is likely that McKinsey benefited sub-
stantially from being American since the United States, at the time 
McKinsey began to expand internationally, was a hub of administrative 
innovation.  

  Industries Vertically Integrated across Countries 

 The second kind of industry in Kogut’s scheme is vertically integrated 
across countries. In this case, one country possesses resources that 
are relatively unique and valuable, leading to intercountry trade. If 
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there is a benefit to coordinating upstream operations in one country 
and downstream marketing in another country, firms are likely to own 
operations both in the nation that has rich resources and in the nations 
where customers buy the end products. This pattern of international 
integration is typical of extractive industries such as aluminum, oil 
and gas, and copper. However, little advantage accrues from combin-
ing activities, such as technology development, procurement, or opera-
tions, across countries to achieve economies of scale or scope. 

 Note again the question of how different stages in the value chain 
should be governed. In this case, the two stages of interest are the 
one dedicated to exploiting the rich resources of one country and 
the one dedicated to selling in other countries the products based on 
the resources. Why should one firm own both these activities? The 
answer is that controlling them both offers economic advantages. 

However, this case adds a special twist to the logic of vertical inte-
gration. In Chapter 6 we discussed how firms might differ in their com-
petence to execute an activity as a determinant of whether they would 
internalize it. But in international competition the competence needed 
to produce the input is tied to a country- not a firm-specific endow-
ment. So joining upstream and downstream stages under the gover-
nance of a single firm must be due to control issues alone. If there are 
no coordination benefits to joint ownership, then there is no vertical 
integration.  

  Horizontally Integrated Industries 

 The third type of industry in Kogut’s framework is horizontally inte-
grated in one or more activities across countries. Here the advantage is 
firm-specific. Firms integrate their activities across countries to achieve 
lower costs through economies of scale or scope. For example, it may be 
less costly to centralize production in a single location and to export to 
local markets worldwide. This location may be chosen more for its close-
ness to global distribution channels or to other activities in the firm, like 
R&D, than because of an inherent country-specific advantage. 

 Which activities should be centralized to improve worldwide 
performance? In some industries, centralized technology develop-
ment brings substantial productivity benefits. For example, global 
pharmaceutical companies have tended to locate R&D activi-
ties in a few facilities to increase innovation rates. If R&D profes-
sionals were dispersed in smaller units throughout the world, their 
interaction would be less frequent and they would probably be less 
productive. In other industries, the key activity to centralize may 
be operations in order to lower costs. This policy is especially evi-
dent in industries that have been traditionally decentralized by 
country as a result of company growth strategies, as is typical in 
European durable goods. For example, during the 1970s and 1980s, 
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companies in consumer products industries (e.g., Procter & Gamble) 
began to centralize the production of their goods in Europe, as cus-
tomers in different European markets became more similar in their 
tastes and needs. This trend continued as an increasing number of 
products could be sold with only a little alteration for local language 
and customs. A last activity that might be centralized to improve 
performance is marketing. In this case, firms in an industry might 
develop worldwide marketing strategies to direct the local strategies of 
country managers. Centralized marketing has become prevalent in the 
soft drink industry, especially as Coca-Cola and Pepsi-Cola compete 
globally for worldwide market penetration and share.  

  Vertically and Horizontally Integrated Industries 

 The fourth kind of industry is one where both country- and firm-specific 
advantages are important. Country differences influence the location 
of business activities, whereas differences among firms are reflected 
in the relative strengths of their global market positions. It is rare in 
fact for an industry not to have some firms whose activities are glob-
ally centralized. Aggregating marketing activities can be superior to 
locating country by country when consumers are exposed to the same 
media advertising worldwide. Further, the benefits of locating technol-
ogy development in regions with high rates of innovation have become 
clearly recognized. Thus, firms in many industries compete by exploit-
ing both comparative and competitive advantage simultaneously.  

  The Global Configuration of Firms 

 A firm’s location of activities to exploit aggregation and regional ben-
efits can be called its “configuration.” Any firm that competes in more 
than one country has a configuration that represents where the activi-
ties in its value chain are located. Moreover, firms in the same global 
industry may have different configurations for four reasons. 

 First, firms in the same industry may differ because of the com-
parative advantage associated with their  country of origin . A global 
firm originating in a country with a strong advantage in one or more 
value chain activities, such as operations or R&D, is likely to keep 
the activity located at home rather than dispersing it to host nations. 
A good example of this phenomenon is that firms producing consumer 
and industrial durables in the late 20th century used Japan as their hub of 
operations. However, one must consider the effect of industry structure 
and stage of evolution in the firm’s home country. Firms whose home 
industries are more mature and therefore more concentrated tend to 
have a greater degree of foreign direct investment, especially in R&D.  15   

 One notable case is Komatsu, a producer of earthmoving equip-
ment. Komatsu was originally a weak, second-tier firm in Japan. 
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Threatened by the entry of Caterpillar, the dominant global firm, into 
the Japanese market in the late 1960s, Komatsu struggled to become 
more competitive by improving its cost structure as well as its product 
quality and technology. During this period, Japanese manufacturing 
firms developed a range of innovations in operations, procurement, 
R&D, logistics, and human resource management. Komatsu benefited 
from this wave of innovation substantially. Also, labor, materials, 
and capital costs in Japan were quite a bit lower than costs in other 
industrialized countries. These country-specific advantages motivated 
Komatsu to keep operations, particularly component fabrication and 
assembly, at home. 

 Caterpillar offers a relevant comparison. Caterpillar was the primary 
earthmoving equipment contractor for the United States during World 
War II. When the war ended, its equipment was strewn around the globe 
and used for rebuilding the physical infrastructures of the nations where 
the battles had been fought. Caterpillar therefore maintained local sales 
and distribution dealerships to serve national markets. It also set up 
decentralized production facilities in many countries to economize on 
transportation costs and shifts in exchange rates since there was no 
inherent cost advantage to keeping operations in the United States. 

 In the 1970s Komatsu began to export to less-developed countries 
and the Eastern bloc. These markets did not require local service, 
which could be best provided by local dealers, allowing Komatsu to 
invest more in building its centralized manufacturing capability. Over 
time, Komatsu succeeded in producing a broader product line that 
offered quality roughly equal to Caterpillar with substantially lower 
cost. Only when it entered U.S. and European markets aggressively was 
Komatsu forced to consider decentralizing some of its operations and 
building local dealer networks. Even with this shift in configuration, 
however, its operations remained much more centered in Japan than 
Caterpillar’s were in the United States. 

 Second, firms will differ in their configurations because they 
occupy different  strategic positions  in the world market. The mar-
ket position a firm has chosen constrains where and how it locates 
its activities. A global firm that competes on price against local and 
global rivals typically configures its activities to achieve economies 
of scale by centralizing in the locations with the lowest input cost 
or most efficient practices. Alternatively, a firm that competes on 
value through advanced design or functionality is likely to locate its 
technology development in a region where the most current exper-
tise is generated. In contrast, a firm that sells customized products 
will locate its activities locally to coordinate design and production 
more efficiently with local customers. Further, a firm that sells to 
global customers will be likely to centralize marketing to improve the 
coordination of sales to large accounts. 
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 Third, configuration is determined by the firm’s size. Smaller firms 
are less able to build local businesses that are large enough to achieve 
economies of scale in key activities and so are forced to centralize glob-
ally. For example, Ford is about one-third the size of General Motors 
in sales and yet competes against GM in all world markets. Because of 
its large size, GM has traditionally had almost completely independent 
units in Europe and North America since each geographical unit has 
sufficient volume to achieve economies of scale in design and produc-
tion. Ford, because of its smaller size, does not have these economies 
and so is forced to construct “world cars” such as the Mondeo. These 
cars are designed in one location, Europe or Michigan, and built in 
plants around the world.  

 Fourth, firms will differ in their configurations because of the 
 entry opportunities  available to them when they expand into the 
world market. The example of Caterpillar after World War II is apt here. 
Caterpillar’s opportunity at that time was incomparably greater than 
that experienced by any other firm since. Even though Komatsu has 
effectively exploited Japan’s rise to world prominence in manufactured 
goods, the firm’s global dealer network has remained much smaller 
than Caterpillar’s because of CAT’s extensive early market penetration. 
Thus, one reason Komatsu’s marketing and distribution remains more 
centralized than Caterpillar’s is the difference in opportunities each 
firm faced when it began to sell overseas. 

 Another example is Citibank. Beginning in the early 20 th  century, 
Citibank (in its previous incarnation as First National City Bank of 
New York) expanded its global operations to serve U.S. firms that were 
investing in other countries. The network of branches grew over time 
so that the bank could serve clients in almost every industry around 
the world. This network itself constituted a significant entry barrier to 
other banks, such as Deutsche Bank and HSBC, which strove to expand 
their global presence. 

 In both the Caterpillar and Citibank examples, the opportunities in 
the initial stages of industry globalization allowed the development of a 
more extensive configuration. Late entrants into the global market are 
generally unable to match the geographical reach of firms that entered 
earlier. Of course, as we discussed in Chapter 5, this entry barrier 
remains powerful only if there has been no significant innovation that 
older firms cannot match. Such an innovation by late entrants would 
change the way firms compete and open markets to innovators.  

  Changes in Configuration 

 As market forces change, so do the configurations of firms. These shifts 
in structure and location are due to (1) changes in country-specific 
advantages, such as the remarkable rise of India in software and China 
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in manufacturing; (2) broad technological and administrative innova-
tions, such as the Internet and Web services; and (3) changes in strat-
egy as firms shift their value and cost drivers. If a firm can access or 
develop new resources and capabilities only by entering new countries, 
it must change its configuration. For example, in the 1980s and 1990s 
the talent, innovation, and global presence of the U.S. entertainment 
industry attracted a number of non-U.S. companies, such as Sony, 
Matsushita, and Vivendi. Those firms believed that their business units 
could leverage the resources of the movie studios to great effect. The 
results however, have been disappointing because of the inherent dif-
ficulties of managing these assets. 

 The key point is that a firm’s configuration is an important element 
of global strategy execution. Firms within the same market position 
but with different configurations compete on the basis of how their 
activities are organized and located across the world. The sustainabil-
ity of a firm’s market position depends on how well it has configured 
these activities compared to competitors. 

 When innovations alter the benefits of particular locations or of 
a centralized structure, firms will be forced to reconfigure how their 
activities are organized in order to remain economically viable. (See 
the sidebar on Viacom on page 274 for an example of how this frame-
work can be used to explain expansion in global markets.)   

  Modes of Entering Foreign Markets 

 Firms commonly enter nondomestic markets with low levels of invest-
ment and build their presence as demand for their goods or services 
increases. A common entry path for a firm is to export its product 
or to license its technology to a host country firm. As demand for 
the product rises, the firm typically raises its level of investment in 
the new market. For example, a licensing agreement may grow into 
a joint venture, and over time the joint venture may be acquired. 
Or, after selling through export, a firm may set up production facili-
ties in a foreign market to meet the specialized needs of large local 
customers. 

 This process of increasing control over international operations is 
typically called  internalization.   16   The theory of internalization is not 
very different from the theory of managing an organization’s boundar-
ies. A company forward integrates into host country activities when 
it can realize economic returns to them more efficiently than local 
suppliers can. 

 Internalization makes sense economically only if the firm is 
able to perform the supplier’s activity effectively. The relative com-
petence of the firm is critical, just as it is for vertical integration 
decisions in general. Moreover, as it expands internationally, the 



 Viacom’s Global Challenges     

How can country- and firm-specific advan-
tage be used to shed light on the strategic 
challenges of global companies? We can 
show its usefulness by analyzing the global 
product lines of Viacom, a large media 
conglomerate. Among its many media 
businesses, Viacom has three major inter-
national units: Paramount (movie and TV 
production), MTV (the global music TV 
channel), and Nickelodeon (the global 
children’s programming channel). Via-
com units benefit from the corporation’s 
size and diversity in selling to distributors 
overseas (e.g., satellite and cable firms), 
which value purchasing a broad array of 
media content. 

 The elements of a complete media 
platform include entertainment, sports, 
news, children’s programming, music, 
premium movies, and other specialty con-
tent. Viacom has first-tier units in movies 
and TV shows, children’s programming, 
and music. However, Viacom’s three units 
have very different strategic positions 
in the global market. Distributors find 
Paramount’s movies and television shows 
attractive primarily because of their U.S. 
style and content and not because of any 

competitive advantage. Paramount’s very 
strong position in global media markets 
is therefore based on the comparative 
advantage of Hollywood. This differs 
from the positions of Nickelodeon and 
MTV. In many country markets both units 
face substantial local competition and do 
not benefit from being American. Further, 
each local Nickelodeon and MTV show 
must be customized substantially to local 
or regional tastes, reducing the possibil-
ity of leveraging skills globally. So it is 
not clear whether the programming and 
production capabilities of Nickelodeon 
or MTV can be used to establish superior 
positions in a local country market, even 
if they offer local content. These two units 
are therefore struggling with the chal-
lenge of building competitive advantage 
across countries, a very different strate-
gic task from that faced by Paramount, 
which simply produces more movies and 
hit shows to be sold worldwide. Viacom’s 
major thrust into global markets thus has 
been to use Paramount as a lead unit in 
negotiations with non-U.S. distributors 
and to bundle Nickelodeon and MTV with 
it, thereby smoothing their expansion.  17    
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firm may be able to apply expertise it has developed in other parts 
of the world. So once a firm has established an integrated business 
in one country, it may find it easier to internalize local activities 
elsewhere. 

 A second entry path involves large-scale investments, such as 
telecommunications infrastructure, energy plants, or exploration 
facilities. In this case, especially if the investment is made in a 
country whose political and economic institutions are developing, 
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there may be substantial political risk.  18   Political risk threatens the 
returns a firm receives from its investment through (1) the poten-
tial governmental appropriation of the firm’s assets, (2) removal 
of price guarantees, (3) removal of guarantees regarding shifts in 
currency or exchange rates, or (4) favoritism toward competitors. 
These risks are more salient after the facility is built and the invest-
ment is sunk. In general, they are mitigated under the following 
conditions:

•    The firm is large and well connected both within the host 
country and internationally, increasing the company’s 
bargaining power.  

•   The regulating institutions in the host country stretch across 
economic sectors and are well established, decreasing their 
vulnerability to attack by political entrepreneurs.  

•   Powerful interests within the country benefit from trade 
liberalization, providing the firm with political allies.  

•   The firm’s investment is not associated with a notable 
redistribution of wealth or value in the host country, lowering 
the chance to be attacked politically.     

  Organizing for Global Competition in a Single Business 

 Doing business in more than one country clearly complicates how a 
firm is organized. Competing abroad usually means that units dedi-
cated to global competition or to specific regions are developed at 
higher levels in the organization’s reporting structure. The reason 
for the high salience of international units is that they require top 
management oversight if they are to grow effectively. Why might this 
be so? 

 Single business firms, such as we are concerned with here, are 
usually organized according to functions, as discussed in Chapter 6. 
When international expansion begins and levels of investment are 
low, global business is frequently organized either under market-
ing or in a staff unit. But as investment in international operations 
grows and the firm brings more of its nondomestic business under 
its direct control, resource allocation decisions become more com-
plex and more integrated with the rest of the organization. At this 
point the firm has five options for organizing its global and domes-
tic business. 

 The first option is the formation of an international division in 
addition to the existing functions. Typically, the international division is 
comprised of units for each of the firm’s global regions. The advantage 
of this option is that it allows managers to focus on increasing interna-
tional growth. The disadvantage of this structure is that responsibility 
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for international competition is separated from the core line organi-
zation. Top management must therefore coordinate international and 
domestic operations, assisted by liaison personnel between the units. 

 A second option is to subordinate international operations to the 
functions themselves. In this case, the functions may be organized geo-
graphically so that marketing, for example, contains a separate unit for 
each region where the firm competes. This option allows each func-
tion to coordinate its investments globally. Worldwide coordination 
within functions may be especially important when the firm sells to 
global customers, as in service industries such as financial services and 
telecommunications, or when the firm competes against global com-
petitors whose strategies are multiregional, as in products industries 
like soft drinks and soap. However, this option creates problems for 
coordinating activities across the value chain (e.g., between marketing 
and operations) since conflicts between functions within a region must 
again be resolved by top management. 

 A third option is organizing first on the basis of the global 
regions and second on the functions that make up the business. 
Here regional managers, rather than functional managers, con-
trol how the firm competes in particular geographical areas. Each 
regional manager acts virtually as an independent general man-
ager, responding to local opportunities and constraints. Clearly, this 
way of organizing for global competition is appropriate when the 
regions are sufficiently different in their characteristics that the 
advantages of local control over the firm’s activities are greater than 
the advantages of global centralization. One benefit of regional 
control is the ability to compete more effectively for local custom-
ers with special requirements. In general, the more specialized the 
local needs, the more likely the firm is to give greater control to 
regional managers. 

 Fourth, many firms adopt a combination of these options, cen-
tralizing some functions globally and decentralizing others by region. 
For example, technology development may be centralized in a region, 
such as Silicon Valley for semiconductor design or southern California 
for automobile design.   Operations and marketing, however, may be 
decentralized by region so that the basic designs created centrally 
are modified, built into products, and sold according to the needs 
of local customers. 

A second form of hybrid structure is the elevation of one or more 
countries in a firm’s hierarchy alongside a functional structure in 
which the other global regions are subordinated. In this case the 
country is an important and specialized market that requires top 
management attention. In the 1980s many U.S. firms positioned 
Japan in this way, and it is likely they will give China a similar 
importance. 
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 Finally, the use of hybrid structures has led some organizations 
to create more complex networks among worldwide units. The flows 
within the network consist of people, components, resources, and infor-
mation, and they are managed by a central hub through intricate rules 
and coordination mechanisms. These rules are focused on building 
worldwide competitiveness by exploiting either comparative or com-
petitive advantage or both, depending on the needs of the business. 

 Christopher Bartlett and Sumantra Ghoshal have called the net-
work form a  transnational.   19   Table 9.4 shows centralized, decentral-
ized, and transnational organizational structures for global firms. 
The transition to the transnational can occur whether the firm is ini-
tially centralized globally or geographically decentralized. For exam-
ple, Bartlett and Ghoshal describe how in the 1980s Matsushita, the 
giant Japanese conglomerate, operating from its powerful Japanese 
base, slowly decentralized authority to its regional units and linked 
them through Japanese headquarters to create a worldwide network 
for improved strategy execution. Thomas Malnight has shown how 
Citibank, initially highly decentralized geographically, built a power-
ful network of information and resource transfers among its national 
units in order to compete more effectively against competitors entering 
the company’s core global commercial banking business.  20   

 The transnational form is a worldwide control and coordination 
system. As such it poses significant challenges for other elements of 
strategy execution, such as the construction of consistent global activ-
ity systems, the development of a strong culture within the firm, and 
the design of effective incentives throughout the organization. The 
complexities of execution in the transnational thus surpass those of 
the simpler centralized or decentralized forms. The benefits from the 
network can be fully realized only as the firm invents novel processes 
to manage these complexities effectively.  

  TABLE 9.4  |  Types of Organizational Structure of Global Firms 

            Global      Multidomestic      Transnational    

     Configuration 
of assets and 
resources   

   Role of overseas 
operations   

   Development
and diffusion of 
knowledge   

  Centralized by 
function   

   Implement parent 
company strategies   

   Knowledge developed 
and retained at the 
center  

  Decentralized by
geography  

  Sensing and 
exploiting local 
opportunities  

  Knowledge developed
and retained locally  

  Dispersed, 
interdependent, and 
specialized    

  Differentiated 
contributions by local 
units to worldwide 
operations    

  Knowledge developed 
across regions and 
shared globally     

 Source: Adapted from Christopher Bartlett and Sumantra Ghoshal,  Managing across Borders: The Transnational Solution  

(Cambridge, MA: Harvard Business School Press, 1989), p. 65.  



  Summary 

 In this chapter we have discussed why geography is an important part 
of a firm’s strategy. Global competition is a pervasive, growing force that 
can either improve or constrain a firm’s opportunities for gain. Firms 
benefit from clustering in regions because of three factors: labor pool-
ing, specialized suppliers, and technology spillovers. Countries overlay 
regions with laws, regulations, location, endowments, and the many 
aspects of national culture. To understand how firms compete in this 
context, we need to separate the benefit due to a region or country—
called country or comparative advantage—from the benefit a firm 
receives from its own resources and capabilities—called firm or 
competitive advantage. Global rivalry is most complex when these 
two benefits are combined. Expansion into new geographical mar-
kets is driven by a logic that is remarkably close to that of vertical 
integration—based on control and competence. Further, the challenges 
of managing a global business reflect the full range of issues involved 
in strategy execution. 

  Summary Points 

•     Global markets present opportunities for growth and increased 
performance as well as place significant pressures on domestic 
firms to compete more intensely.  

•   Marshall suggested that geographical clusters appear for three 
reasons: (1) the advantages of pooling a common labor force 
by firms in the industry, (2) the gains from inputs from local 
specialized suppliers, and (3) the benefits from technological 
spillovers in the region.  

•   Regional markets for technological innovation are highly 
imperfect; they are structured around a set of core firms, mostly 
large incumbents; and they are dependent on the policies of these 
firms regarding how technological innovation should diffuse 
throughout the region.  

•   Saxenian’s insight is that the key to achieving a regional 
advantage due to technological spillovers is a set of policies, 
some formal, some ad hoc, in powerful, central firms that 
promote the spread of innovative ideas among firms in the 
region.  
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•   Start-up activity can be especially critical for regional 
growth within an industry sector when there is a high rate 
of technological innovation that stretches the capabilities of 
incumbents.  

•   In addition to their governing role as makers of policies and 
regulations to guide economic behavior, nations are also 
geographical locations with identifiable cultural traits and 
orientations.  

•   Porter’s Diamond Model includes resource arguments for 
comparative advantage, the value of having leading edge 
customers, the competitive dynamics of an industry within a 
country, and the norms of organization building.  

•   Kogut distinguishes between two types of advantage: comparative 
advantage, which is associated with benefits due to a firm’s 
home country; and competitive advantage, which is due to the 
capabilities of the firm itself.  

•   Nationally segmented industries are those where no country 
has a special advantage over any other in providing critical 
resources to the industry and no firm has a special advantage 
in value or cost drivers that can be used to compete across 
borders.  

•   Competing successfully as a global firm means achieving 
economic performance that is higher than that of indigenous 
competitors in each local market.  

•   Industries are vertically integrated across countries when there is 
a benefit to coordinating upstream operations in a resource-rich 
country and downstream marketing in another country.  

•   In horizontally integrated industries, firms integrate their 
activities across countries to achieve lower costs.  

•   Vertically and horizontally integrated industries are those 
where both comparative and competitive advantage are 
important.  

•   Kogut calls a firm’s location of activities, both locally and 
globally, to take advantage of aggregation and regional 
benefits  configuration .  

•   The process of increasing control over international operations 
is typically called  internalization.   

•   The organization of global firms depends on the relative 
importance of functional and geographical determinants of 
economic performance.  

•   Firms that build and support global networks of managers to 
enhance worldwide coordination are called transnationals.      
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  Questions for Practice 

 Think of an industry in which you are working or have worked or 
that you are researching to answer the following questions.

 1.    What are the major global trends your industry faces?  

 2.   How has your firm responded to these trends?  

 3.   How have your competitors responded to them?  

 4.   If your firm competes globally, what forces led you to expand 
from your home country?  

 5.   What path has your firm taken to grow globally? Has it been 
effective?  

 6.   What country factors has your firm exploited to improve its 
positions in its global markets?  

 7.   What are the sources of your firm’s competitive advantage in 
global markets, if any?  

 8.   How is your firm organized to compete globally? Is this form of 
organization effective?  

 9.   How are your firm’s competitors configured globally? How 
do these configurations affect the level of competition in the 
industry?  

 10.   What are the five key initiatives that will improve your firm’s 
global competitiveness?      
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  Introduction 

 Almost all diversified firms begin as a single business, competing in 
one industry with a single product line. There are a host of notable 
examples: Intel, which has developed the world’s standard micro-
processor for personal computers, originally produced memory 
chips. IBM, the world’s largest computer firm, started as an adding 
machine company. Dupont, one of the largest chemical and plastics 
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companies in the world, began as a gunpowder company. The list of 
large dominant firms currently in a major business that is a signifi-
cant variant or radical departure from the firm’s initial enterprise is 
very long. 

 The reasons these three exemplary firms diversified are quite dif-
ferent. Intel started to develop microprocessors because the memory 
business had matured and the company needed a new source of rev-
enues and earnings. IBM formed a computer unit to compete in an 
emerging market that threatened the firm’s core business. Dupont had 
underutilized floor space in gunpowder plants at the end of World War 
I and used this excess capacity to enter the paint industry. These are 
only a few of the many rationales that lead firms to diversify. 

 Each of these diversification efforts was ultimately successful. 
However, success is never guaranteed. Many large firms now primarily 
in one business (e.g., General Motors, Coca-Cola, Kodak) have histori-
cally been diversified more broadly with poor results. 

 Every diversification event involves entry into a new industry. 
Diversification occurs only when a firm develops a wholly new unit 
with its own strategy and activities, not when a product line is broad-
ened or redesigned using new technology. Each business unit within 
the firm must compete in its own product market, both helped or hin-
dered by the parent company’s resources and capabilities. When these 
are enabling, the parent enhances the market position of the business 
unit. When they are limiting, the parent weakens the unit. 

 The diversifying firm faces a distinct set of new strategic chal-
lenges. Its new units rely on it for key assets to succeed. At the same 
time, these new ventures can contribute to firm’s existing businesses. 
Managing the tension between what the parent company adds to the 
new business and what the business provides the company is central 
to how well a diversified firm performs.  

  The Process of New Business Development 

 How do firms plan and launch new ventures? This process occurs in 
the context of an established, viable, perhaps dominant, business or set 
of businesses that defines the firm’s strategy. In most firms, the current 
strategy is the lens through which proposals for new investments are 
assessed (see Figure 10.1).  1   

 Most new business ideas originate outside the normal operations 
of the corporation. New concepts for business diversification arise 
throughout the organization, from top to bottom, and are fed to senior 
management for review. Managers whose views are not dominated by 
the necessities of competing in the firm’s core business typically initi-
ate these ideas. Thus, the development of innovative ideas for new busi-
nesses is separate from the process of ongoing strategy execution. 
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FIGURE 10.1 | The Process of New Business Development

 The nonroutinized process of producing and filtering innovative 
concepts for new businesses exists alongside the routinized process 
of effectively executing the current strategy. How the firm relates the 
nonroutine and routine processes is critical to its ability to adapt to 
change. As Figure 10.1 shows, the concept of the firm’s strategy is the 
central reference for both of these processes. 

 Not all the innovations proposed are valuable or practical. Each 
proposal must be assessed in terms of its match to the company’s tech-
nological, organizational, and political systems. Upper-level managers 
play a key role in making this assessment because they know the firm’s 
current strategy well but are detached enough from it to appreciate its 
limitations. These executives thus act as a filter through which new 
ideas are passed. New ideas the firm’s top managers accept are inves-
tigated further and evaluated as potential investment decisions. They 
will determine which markets the firm will compete in and how it will 
compete over the next planning cycle. 
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 If management does not agree on any new proposals, the firm’s 
strategy remains unchanged. On the other hand, if new projects are 
accepted, the firm’s strategy will shift and a new strategic concept of 
the firm will emerge. As the firm’s strategy changes though diversifi-
cation, so do the elements of strategy execution. These changes alter 
the roles of top managers and create new criteria for assessing new 
ventures.  

  Motivations for Diversification 

 As managers begin to think about diversification, they typically ask 
two questions:

•    What is the new business going to do for the firm?  

•   What is the firm going to do for the new business?    

 The first question pertains to the ways in which the new ven-
ture contributes to the firm’s financial performance and to the other 
businesses in the firm. The venture can make three contributions:

•    Reduction in earnings volatility.  

•   Growth in revenues or earnings.  

•   Favorable repositioning of current businesses.    

 The second question takes the reverse perspective—what does the 
firm add to the new venture? Given that the new business must achieve 
specific financial goals, what resources and capabilities can the firm 
give it to strengthen its market position and increase its performance 
over time? This question focuses on leveraging the assets of the firm as 
it grows through new business development.  

  Contributions of the Venture to the Corporation 

  Risk Reduction 

 One reason for diversifying is to lower earnings volatility. However, 
this rationale is not sufficient for diversification, since by reducing 
risk through adding new businesses, managers take on a function 
that shareholders can perform more efficiently. Stockholders typically 
decrease the risk in their portfolios through owning shares in compa-
nies whose returns are relatively uncorrelated. Since the costs of busi-
ness diversification would normally be much larger than the costs of 
adjusting a stock portfolio, it seems clear that diversifying to lower the 
corporation’s financial risk is a poor use of resources.  2   Risk reduction 
should be subordinated to improving returns in each business unit, 
which can only occur when the corporation builds strong ventures or 
develops ventures that strengthen current businesses.  
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  Corporate Growth in Revenues and Earnings 

 It almost goes without saying that new businesses are developed with the 
intention of increasing the parent firm’s revenues and earnings, especially 
when the growth of the firm’s core units has slowed. A firm that starts or 
buys new businesses to improve its financial performance may succeed if it 
consistently has superior information relative to competitors with similar 
growth strategies.  3   However, greater and perhaps more sustainable value 
is achieved by effectively leveraging the firm’s resources and capabilities 
into the new business.  4   Although increasing corporate performance, as a 
goal, determines which new businesses are most attractive, goals do not 
achieve themselves; the corporation must contribute something central to 
the new business to make it, and therefore the overall firm, successful.  

  Repositioning Existing Businesses 

 New business development can also be motivated by the need to reposi-
tion one or more of the firm’s existing businesses. In this case, the new 
business adds resources or capabilities that improve the economic per-
formance of core business units. For example, global media companies 
such as Fox, Disney, AOL Time Warner, and Viacom commonly expand 
through the development or acquisition of content or distribution busi-
nesses. Fox’s development of Fox Kids allowed Rupert Murdoch to offer 
a more complete bundle of programming to distributors in international 
markets, thus increasing the value of his existing entertainment units. 

 Attempts at repositioning involve three major risks. First, the benefit 
from the new business may be lower than expected, as AOL discovered 
in its acquisition of Time Warner. Second, the isolating mechanisms 
protecting the new business’s contribution to the diversified firm may 
be weak, which means that competitors can copy or design around the 
business unit’s capabilities and technologies. Third, the diversifying 
firm may not be able to sustain the new business’s market position 
so that it declines over time, reducing its benefit to the firm. These 
three risks become less significant the more the company contributes 
to improving the new business’s performance.  5     

  Making the New Business Successful 

 In general, the corporation can make five types of contribution to the 
new business:

1.    Financial capital.  

  2. Resources.  

3.   Capabilities.  

4.   Entrepreneurial management skills.  

5.   Management skills in a type of strategy.    
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  Financial Capital as a Corporate Input 

 Corporate allocations of funds to business units substitute for external 
sources of capital. A corporation is therefore frequently viewed as hav-
ing an “internal” capital market. How well can an internal capital market
function compared to the “external” capital market composed of trad-
ing and lending activities? The answer is that  on average  corporations 
cannot be more efficient than the external markets they replace. There-
fore, just having the capital to invest in a new venture is not a sufficient 
reason for a firm to diversify. 

 However, in some cases the firm may be the more effective 
source of funds for a new business. When the firm’s business units 
have common activities, the firm’s overall market value may be 
greater than the sum of the average values of the industries its units 
compete in.  6   Also, the firm may increase its performance by invest-
ing in those businesses that would have difficulty finding financing 
in the external capital market.  7   In general, these units are relatively 
small and have high growth potential. We will discuss these issues 
in more detail in the next chapter.  

  Leveraging Resources 

 Perhaps the most straightforward rationale for diversification is the 
exploitation of excess capacity—either current or prospective—in 
some part of a firm’s resource base. Examples of this type of diversifica-
tion are legion. They range from Dupont’s move from gunpowder into 
paints, which was mentioned previously, to Amazon.com’s introduc-
tion in 1999 of toy and electronics merchandising, based on its central 
electronic commerce channel for books and music.  8   In Dupont’s case, 
the resource is empty plant floor space; in Amazon’s case, the resources 
are its large customer base and the brand equity of its website as a 
marketing channel. 

 Since every diversification event involves entry into a new industry, 
the key question the firm must ask is: How much do the resources lev-
eraged from the old business improve the new venture’s market posi-
tion? Every business is positioned on a set of value and cost drivers that 
determine how much money it makes. The resources the firm leverages 
to support the new venture tie it to a particular market position and 
determine how the venture will compete. If the firm’s resources do not 
influence the new business’s market position, then any returns to the 
venture will be driven more by industry factors, such as weak buyers 
or suppliers, than by the unit’s superior positioning. 

 An important way to think about leveraging resources across busi-
ness units from a cost perspective is  economies of scope.   9   As a cost 
driver within a diversified firm, scope economies increase the efficiency 
of two or more businesses by combining the resources they have in 
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common. Without economies of scope, there is no cost reduction from 
sharing and therefore no motivation to leverage resources. 

 An example of how a shared resource benefits a firm from a value 
perspective is the price premium attached to a corporation’s brand. For 
example, the GE brand has value independent of any other GE asset or 
activity. It is a shared resource among GE businesses. An illustration of 
the brand’s worth is the GE water heater, a product that is produced by 
a private label manufacturer and sold through Home Depot, which ini-
tiated the product concept. GE merely brands the product and receives 
a percentage of the sale price. 

 All inputs of the parent to its businesses can thus be seen as alter-
natives to inputs offered in the market. Both the business and par-
ent must ask themselves whether the shared or transferred resource is 
superior to competing market alternatives and can be protected from 
imitation. If so, then leveraging the resource makes economic sense. If 
not, then other rationales for diversification must be found. 

 The Dupont and Amazon examples are useful for understanding 
how leveraging resources might help a new business. Dupont primar-
ily leveraged its plant operations, and Amazon its marketing capabili-
ties. So operations tied together the old and new businesses at Dupont, 
and the marketing channel linked the old and new businesses at 
Amazon. 

 It should be obvious that Dupont’s excess capacity in operations 
was probably not a critical resource for the new paint business. A 
paint business, standing on its own, independent of Dupont, would 
have been able to find a facility somewhere that substituted for the 
empty factory. So Dupont’s use of its excess capacity added little or 
nothing strategically to the new business. For the paint business to 
succeed, other resources or capabilities from the core business were 
necessary. Unfortunately, these contributions were hard to come 
by, and the business underperformed the market consistently until 
new senior management at Dupont reorganized the whole corporation 
in 1923. 

 Amazon’s online electronics store leverages a clearly important 
resource, the Amazon website. But the value the website contributes 
is determined only in the context of alternatives. The important point 
here is that Amazon as a brand or a source of Internet customers may 
not increase the venture’s value or lower its cost  compared to rival 
brands or Internet channels . We might assume that the Amazon brand 
dominates the competition, but this is an empirical question.  

  Leveraging Capabilities in Activities 

 The third type of contribution a firm may make to a new business is a 
capability. For example, the firm may have become expert at flexible 
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manufacturing systems in its original business, at building and manag-
ing partnerships with suppliers of key components, or at marketing a 
line of technologically complex products to business customers. 

 The potential for leveraging capabilities raises two questions. 
First, how does the capability add value to the new business? Like 
a resource, the firm’s expertise must add or enhance a value or cost 
driver and thereby improve the market position of the venture. Second, 
how can the capability be transferred to the new business? Assuming 
that the new venture’s value chain is separated from the firm’s other 
businesses, the firm must find a way of applying the capability to the 
new unit. 

 The paradox of transferring a key capability is that the more ben-
eficial it is to the firm and may be to the venture, the less transferable 
it is likely to be. Transferring a capability is easier when it can be 
codified and its elements taught and communicated.  10   But codified 
capabilities are, in general, harder to defend from imitation and so 
are less valuable. The chance of at least partial imitation by rivals 
is increased when the capability’s observable qualities are exposed, 
reducing its contribution to the performance of the venture over time. 
How the firm manages the tension between the need to codify capa-
bilities in order to transfer them and the need to protect them from 
imitation determines to some extent its ability to grow through diver-
sification. 

 This problem is especially acute for firms making their first diver-
sification attempt. A single business has experience applying its capa-
bilities in its original market, but it has no experience in generalizing 
them to other businesses. So it cannot know what can be transferred 
effectively.  

  Leveraging Entrepreneurial Capabilities 

 Resources and capabilities are not the only assets a firm can trans-
fer from an old to a new business. In many instances the firm has 
experience growing other startups. If this experience produces valu-
able practices, the management team can be said to have a capability 
for growing a business across major increments in size (e.g., revenues 
of 5 to 50M dollars, 50 to 100M dollars, 100 to 500M dollars, and so 
on). This management skill is critical for business unit growth over the 
industry life cycle. 

 Growing a new business requires expanding capacity in all activi-
ties with an eye to trends both in demand and in competitors’ strate-
gies. Successful businesses in the growth stage develop scalable value 
and cost drivers to penetrate the market. In addition, boundary deci-
sions must be made for strategically important activities. Some activi-
ties will be performed by the business, some by other units within the 
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parent corporation, and some by outside suppliers, possibly through 
partnering arrangements. Thus, capacity expansion, process innova-
tion, and boundary choices are all continual challenges as a business 
expands. 

 Knowing when and how to make appropriate investments can 
improve the performance of the venture. For example, during the 1999 
Christmas season, Amazon.com had fewer stockouts in its new online 
toy store than its major rivals, toysrus.com and etoys.com. Due to 
its greater experience in large-scale holiday purchasing through the 
Internet, Amazon was able to predict demand and manage logistics 
requirements for its new toy business more effectively. Management 
experience within the parent company was thus a potentially valuable 
capability for the venture. 

 Clearly, the growth demands of the venture may differ from those 
of the parent’s existing businesses. In this case, management’s experi-
ence will be less applicable. The risk of failure therefore increases when 
a firm starts ventures in industries whose technologies or customers 
have characteristics that are radically different from the core of the 
enterprise.  

  Core Competence 

 One of the most important concepts introduced over the past 20 
years for understanding successful product diversification is  core 
competence.  Managers use the idea of a competence to denote a type 
of capability. However, the original meaning of the term    is much more 
complex and far-reaching.  11   The central idea is that multibusiness firms 
may have one or more technological resources or capabilities that can 
serve as a foundation for new business development. Multiple business 
units share and develop these capabilities jointly to achieve economies 
of scope in the growth of the technology platform. 

 However, the scale and complexity of developing a core compe-
tence are much greater than simple diversification. Core competence 
implies both a technology platform shared by existing businesses and 
the ability to leverage the platform to develop new businesses. The 
development of units builds on and feeds back into the technology 
platform. The firm’s growth path is strengthened as novel technolo-
gies from new businesses stimulate further innovation, which in turn 
leads to more entrepreneurial activity. The entrepreneurial dimension 
of core competence is therefore critical for understanding the concept’s 
power for corporate growth. 

 Core competence thus combines two types of corporate contribu-
tion to the business: technological capability and entrepreneurial skill. 
Both of these are necessary and neither is sufficient for technology-
based diversification. Sustaining such an expansion path is a key 
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problem for diversified firms, especially as technology platforms 
mature and new business opportunities come and go. 

 One of the best examples of a firm that has developed and exploited 
a core competence is 3M. 3M is known for the enormous number 
of innovations it has developed in advanced materials, especially 
adhesives. Perhaps the most notable example of the corporation’s 
diversification into unusual and unusually successful applications of 
adhesives technology is Post-it Notes. But this product is just the tip of 
a huge iceberg of innovation. The combination of 3M’s highly genera-
tive technology base in materials and its promotion of new businesses 
tied to this base has been a major source of growth for the firm over 
the past 20 years.  

  Leveraging Management Expertise in a Type of Strategy 

 In addition to entrepreneurial skills, a second type of management 
capability that can be transferred to a new venture is expertise in 
designing and implementing a particular strategy. Two benefits of spe-
cialization in a market position are first that managers across busi-
nesses can share a common set of practices for building and sustaining 
competitive advantage, and second that corporate executives have a 
more comparable set of investment proposals to assess. Investing in 
one type of strategy over time also increases the firm’s ability to iden-
tify promising business opportunities compared to corporations whose 
pool of proposals is more diverse. 

 A firm that manages a portfolio of businesses that emphasize cost 
advantage is Emerson Electric. Emerson manufactures consumer and 
industrial durable goods, primarily with engine or motor components, 
and competes through low costs. By leveraging cost management exper-
tise in new ventures and applying stringent performance criteria to each 
business, the corporation grows revenues and earnings consistently. 

 In comparison, Johnson & Johnson has traditionally specialized in 
increasing the value of its products and services to health care profes-
sionals. Increasing price competition in health care markets over the 
last three decades has challenged this focus. In response, Johnson & 
Johnson has tried to lower the costs of its businesses while maintaining 
to a large extent the decentralized structure that promotes new venture 
generation and growth.   

  New Market Characteristics 

 Every diversification decision is an entry decision. The new market 
should be similar enough to the firm’s core businesses to allow for the 
productive transfer or sharing of existing resources or capabilities. The 
transfer is productive when the existing assets contribute in an important 
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way to establishing and maintaining a competitive advantage in the 
new market.  12   

 What constitutes an attractive market opportunity for the diversi-
fying firm? First, the  ultimate size  of the new market must be large 
enough to achieve the firm’s long-term goals for the new business. 
Managers often overlook this condition when they diversify into fast-
growing markets whose ultimate size is not so large. Second, the 
 growth rate  of the market should be sufficient to allow the new busi-
ness to innovate. It is difficult to establish a successful long-term market 
position against incumbents that are battling for a dwindling number 
of customers. Last, the venture should be favorably positioned in the 
 future industry structure.  The trend in industry structure, in terms 
of the strength of competition, substitutes, ease of entry, and buyer 
and supplier power, should provide an opportunity for the venture to 
achieve competitive advantage. The venture’s growth strategy should 
be directed at achieving a future market position that is both stable 
and large enough to support continued investment. Exploiting such an 
opportunity is a major task of diversifying firms.  13    

  New Venture Governance 

 New venture governance involves four key tasks:

•    Establishing multiple methods for unit valuation.  

•   Using alternative resource allocation mechanisms.  

•   Implementing life-cycle based managerial incentives.  

•   Developing alternative coordination and control mechanisms. 14     

 First,  valuation methods and goals  for new business units should 
be tailored to their specific markets and strategic goals. Performance 
metrics may be distinct from those used by the firm’s more mature 
business units. A startup business might be evaluated positively for its 
reduction in negative cash flow (called its burn rate), which would be 
inconceivable for a core unit, for example. 

 The second governance task is the use of alternative  resource 
allocation mechanisms.  If its industry is in the growth stage, the ven-
ture faces high market uncertainty, and an adequate level of funding 
will therefore be critical for its success. The firm may also develop a 
different set of rules for allocating resources to the business. These 
rules should impose resource constraints on the venture in line with its 
strategic importance to the firm, including estimates of both the upside 
potential of success and downside risks of failure. 

 The third task concerns implementing life-cycle based  managerial 
incentives.  Firms facing substantial change need a stable cadre of 
entrepreneurially oriented managers. Without such a group, the firm 
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will be reduced to managing mature, low-margin businesses with low 
prospects for growth. Without corporate support of entrepreneurship, 
many managers will be loathe to start up new ventures because early 
payoffs are virtually nonexistent and later payoffs, however large, are 
fraught with risk. Clear incentives that lay out the personal benefits of 
entrepreneurial success therefore need to be developed. For example, 
William L. McKnight, a former chairman of the board at 3M, said, 
“Management that is destructively critical when mistakes are made 
kills initiative. It’s essential that we have many people with initiative if 
we are to grow.”  15   

 The fourth task involves developing alternative mechanisms for 
 interunit coordination and control.  Transfers between the venture 
and other units may be governed either as a market or through the man-
agement hierarchy. At the market end of the governance spectrum, the 
venture buys goods and services from other in-house units using prices 
that are often set by comparing them to transactions with external sup-
pliers. This arrangement promotes entrepreneurship but reduces the 
economic benefit of shared resources within the corporation. At the 
hierarchical end of the spectrum, the venture may be located within 
an existing business unit. Here entrepreneurial incentives are dulled, 
but the economic contribution of the parent organization’s resources 
may be greater. Because of these stark tradeoffs between market and 
hierarchy, most multibusiness firms adopt coordination and control 
mechanisms somewhere in the middle of the spectrum.  

  New Business Acquisitions 

 Once a company decides to diversify, there are two ways to start the 
new business: develop the new business inside the organization or 
acquire a business that already exists. These two vehicles for diversi-
fication share several important characteristics but also exhibit many 
differences. These are shown in  Figure 10.2   , which outlines the sources 
of profits when the new unit is acquired. 

 As for similarities, Figure 10.2 shows that in both cases, the firm 
must make a significant contribution to the new unit to justify the 
act of diversifying to investors. Also, in both cases, after the new unit 
has been incorporated within the firm, the new unit competes in its 
industry like any other business on an ongoing basis. Note that the 
drivers of profitability in these two stages are not the same, as Figure 
10.2 shows. 

 However, unlike a new unit developed within the firm, an acquisi-
tion has a history. It has been started and operated by someone else, is 
already positioned in its industry, and has a performance track record. 
Its assets can therefore be valued and a price set for the acquisition. 
Also, unlike an internal unit, an acquisition needs to be integrated into 
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FIGURE 10.2 | The Stages of Profiting from a New Business Acquisition

the firm’s infrastructure and may need to be turned around to realize 
its potential. The fact that it has a market price and requires integration 
and possibly turnaround sets an acquisition apart from new businesses 
started within the firm.  

  Merger Waves 

 Acquisitions do not occur uniformly over time—they come in waves. 
Over the last century or so, there have been four major waves with 
peaks in roughly 1900, 1927, 1970, and 2000, and three minor waves 
with high points in 1919, 1948, and 1986. About 40 percent of all merger 
activity in the last 100 years has occurred during these periods. What 
determines this up-and-down pattern? 

 There are several explanations. The first is that waves are based on 
shifts in the rules of competition in specific industries. For example, in 
the 1980s an upsurge of acquisitions in the banking, airline, and tele-
communications industries occurred after they deregulated.  16   Second, 
perhaps acquisitions are driven by the overvaluation of firms (in terms 
of market to book ratios).  17   For example, acquirers with high valua-
tions may use their stock to buy targets with low valuations. When 
stock markets boom and the share prices of many firms exceed their 
underlying true worth, some firms may feel rich and go prospecting 
for deals. And third, it is possible that firms are more likely to grow 
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through acquisition when their executives are simply more optimistic.  18  
All these theories have merit. There is relatively strong evidence for 
each of them.  19    

  Acquisition Performance 

 How well do acquisitions perform? There are two sides to this ques-
tion: First, do shareholders of the acquiring firm or the target firm 
benefit from the acquisition? And second, does the acquirer’s market 
performance improve after the acquisition is made? 

 As for shareholders, the returns to acquirers and targets differ 
substantially. In general, it is very clear that target firm shareholders 
benefit markedly from a takeover.  20   However, the returns to acquirer 
shareholders are much less clear. Sometimes a bidder’s shareholders 
see the stock go up after a merger announcement, and sometimes the 
stock goes down, or more often, there is no discernable effect. Stock-
holders of large public firms typically do badly, especially if the target 
is a public firm and is bought with the acquirer’s equity.  21   The best deals 
are made with cash for targets that are private. 

 What about management’s perception of acquisition performance? 
Surveys of managers who have been involved in mergers are quite 
mixed.  22   It depends on who is asked. Overall, it is clear that a substan-
tial proportion of acquisitions fail, many more than one would expect 
if the acquiring firm had spent sufficient time thinking about and 
planning for the merger. 

 Why is this so? Let’s return to Figure 10.2 to understand better 
the key aspects of making acquisitions successful. The figure shows 
three stages: the transaction, the turnaround or integration, and 
ongoing operations. Separating the acquisition into these stages 
is important because they differ in the factors that determine cash 
flows. These differences are crucial for two reasons: They are neces-
sary for an accurate evaluation of the acquisition, and they under-
lie management’s planning for how to achieve its goals in the new 
business.  

  The Transaction 

 Unlike new businesses that are developed internally, those that are 
acquired have a market price. In theory, firms pay the net present 
value for the assets they acquire, but in practice, they may pay more 
or less than NPV. The difference depends on how much information 
the buyer has about the asset, how well it can forecast the asset’s cash 
flows, and how effective it is at negotiating for the sale. Attention to 
each of these elements of the transaction, especially the due diligence 
performed to uncover the seller’s dirty laundry, is critical to getting a 
good price. 
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 The value of experience and negotiation skills cannot be overem-
phasized. In many cases, a deal cannot be made without significant 
imagination and flexibility on the part of the acquirer (see the sidebar 
on Korea First Bank on page 300). An experienced negotiator with deep 
knowledge of the target can frequently get a lower purchase price or 
simply not pay too much. Negotiating ability and superior information 
contribute markedly to the long run value of the deal.  

  The Turnaround or Integration of the Acquired Business 

 To lay out the range of issues in the integration stage, we need to 
separate acquirers into two kinds of firm. The first kind is strate-
gic investors (such as GE, Cisco, Intel, and a host of other compa-
nies that grow through acquisition) that have operations of their own 
into which target firms are integrated. The second is financial inves-
tors or private equity firms (such as TPG, Carlyle, and Bain Capital) 
that buy businesses to sell them later to realize a return. Compared 
to a financial acquirer, a strategic investor has much more elaborate 
and numerous requirements for integrating an acquisition. It has a 
more extensive administrative infrastructure that the target must be 
hooked up to. This does not mean that private equity firms do not 
focus on managing their acquisitions carefully—they must do this 
to achieve their financial goals. However, their integration task is 
conceived differently. 

 The success of administrative integration for a strategic investor is 
determined by its expertise in integration planning and the protocols 
it uses for bringing the new unit in-house—especially their degree of 
codification. Stronger, more comprehensive pre-integration planning 
and codified protocols produce better results.  23   In general, the more 
care the buyer gives to the integration process, the better the results 
will be.  24   

 However, a successful administrative integration does not mean 
that the acquisition improves a strategic investor’s performance. There 
are two ways to think about how such an improvement might be 
achieved: 

 First, the target may contribute to the performance of one or 
more of the acquirer’s existing businesses by enhancing their value 
drivers or reducing costs. Examples of acquisitions to increase value 
are EMC’s purchase of Documentum (a broader product line), Cis-
co’s many acquisitions of small technology companies (enhanced 
functionality), Lenovo’s purchase of IBM’s PC business (a stronger 
brand), and Citigroup’s acquisition of The Associates with its pow-
erful Japanese business unit (greater geographical scope). Cost-
reducing acquisitions are typically based on greater scale economies 
(airline and bank mergers, HP’s purchase of Compaq) or vertical 
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integration (common in media acquisitions). Note that whether the 
target’s contribution—a product, a technology, a brand, a new geo-
graphical location—is to increase the acquirer’s value or lower its 
costs, the source of this contribution must be preserved after inte-
gration is completed and afterwards. It is fruitless to buy a firm and 
then destroy the reason it was bought through a poorly conceived 
integration process. 

 Second is the case of the post-acquisition turnaround of the tar-
get. Here, rather than the target improving the acquirer, the acquirer 
improves the target. A successful turnaround depends on the buyer’s 
ability to realize complementarities or synergies between its own 
resources and capabilities and those of the target. It is crucial that these 
be grounded in the value and cost drivers that determine the target’s 
cash flows. Sometimes a buyer will believe—wrongly—that any capa-
bility that contributes to its own cash flows will also help the target. 
Usually this mistake is realized only after the target’s performance has 
declined because these capabilities have been inappropriately forced 
upon it. 

 Financial investors can also turn around an acquisition, although 
not by linking it to the investor’s existing businesses as a strategic buyer 
would. In fact, private equity firms buy businesses with the explicit 
goal of improving their performance. Usually, the target is perceived 
to be suffering from constraints that a new owner might be able to 
remove. To “untap the value” latent in the business, a private equity 
owner reorients the target towards more productive practices. This 
kind of contribution requires a plan and a planning process that lead 
the acquisition through the turnaround effectively.  

  Ongoing Operations 

 The last stage of the acquisition process is ongoing operations after 
the turnaround is finished. In this stage, the increases in performance 
driven by the turnaround are over, and the target is competing in its 
market just like any other business in the buyer’s portfolio. How well 
it competes depends on its ability to defend its new market position—
now based on new resources and capabilities—and its ability to stay 
ahead of the competition. In this stage, the owner, whether a strategic 
or financial investor, can play a powerful role in keeping the business 
on track through strong governance practices. 

 The cash flows of the business are also determined by macro-
economic and industry factors. To the extent national economic 
indicators are positive in the post-turnaround period, obviously 
the performance of the business improves. Also, the more industry 
forces, such as competition and buyer and supplier power, are weak, 
the acquisition will have higher profits. 
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 The point here is that it is important to separate the acquisi-
tion process according to what drives the cash flows of the target. 
Each of the three stages entails distinctly different cash flow driv-
ers, which should be reflected in the initial assessment of what 
the business is worth. If these differences are not recognized, it is 
likely that the buyer will face a significant number of surprises. 
Newbridge Capital’s highly successful acquisition of Korea First 
Bank (see the sidebar on page 300) is an example of a deal by a 
financial investor that did recognize these differences and planned 
for them.   

  Carve-outs 

 One way to maintain entrepreneurial incentives within the firm, as well 
as provide a means for valuing the venture, is to offer equity in the unit 
to buyers outside the firm. Venture managers who are vested in the 
unit’s stock may gain substantially when it goes public. The firm also 
benefits from holding stock in the venture. Corporate managers there-
fore are more receptive to new venture ideas that have a high potential 
for economic performance as valued by public equity markets. Ther-
moelectron pursued this strategy successfully in the early phases of its 
diversification history.  25    

  Diversification in Different Nations 

 We have emphasized how existing businesses within the corporation 
contribute to the new venture. Without these contributions, there is 
simply no reason for the venture to exist within the parent firm. One 
might ask whether this connection between a firm’s core businesses 
and its new ventures produces a single, deterministic path of expan-
sion from one industry into another. For example, oil companies 
have diversified virtually en masse into petrochemicals, primarily 
to take advantage of economies of supply and logistics and exper-
tise in operating large-scale processing facilities. Do we find that all 
industries in every country follow this kind of lockstep industry-to-
industry expansion path? 

 The answer is no: Industry-to-industry diversification patterns 
vary substantially across nations. These differences exist even 
though in each country the businesses in the diversifying firms 
are related through sharing resources or capabilities. 27  The reason 
for such differences is that the opportunities for diversification in 
each country are to a large extent determined by institutional fac-
tors, and the strength and character of these factors are specific to 
each nation. Forces such as regulation, industry associations, labor 
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Korea First Bank26

In the late 1990’s, Korea was one of many 
Asian countries facing a severe financial 
crisis driven in part by the massive num-
ber of nonperforming loans on the balance 
sheets of the country’s banks. The govern-
ment sought financial help from the Inter-
national Monetary Fund (IMF). As part 
of its bailout package, the IMF forced the 
government to sell two large banks, Korea 
First Bank (KFB) and Seoul Bank, to inde-
pendent investors in order to begin reform 
of the financial sector.

Newbridge Capital—a joint venture 
between two U.S. private equity firms, Texas 
Pacific Group (TPG) and Blum Partners—
expressed an interest in KFB. Newbridge’s 
bid was led by Weijian Shan. Born in China, 
Shan had managed a series of successful 
deals in Asia in the 1990s and had connec-
tions in Korea. He was also a Ph.D. from 
Berkeley and ex-Wharton School professor.

David Bonderman, TPG’s founder, had 
experience in buying and turning around 
troubled financial institutions with dam-
aged balance sheets. During the meltdown in 
the U.S. Savings and Loan industry during 
the late 1980s, Bonderman was involved in 
the purchase of American Savings Bank, 
a California S & L. He split it into a “good” 
bank, containing the bank’s good loans and 
profitable customer accounts, and a “bad” 
bank, composed of the bad loans only. The 
bad bank was sold to the Resolution Trust 
Corporation, and the good bank built up and 
eventually sold to Washington Mutual. Shan 
used this model to structure his bid for KFB.

It was straightforward to separate the 
good and bad loans in KFB’s loan portfolio. 
All currently nonperforming loans would be 
taken by the Korean government. However, 
there remained a significant percentage of 
loans whose status was uncertain. There was 
no market for these loans and so no way they 
could be priced. Neither Shan nor the Korean 

government, which had taken control of KFB, 
was willing to take them for free.

Shan’s innovation to move the negotia-
tions forward was a “put back” option. To 
begin, the government would pay 3.5 percent 
of the remaining loan portfolio’s book value 
into a reserve to cover loans that might fail 
in the future. When a customer defaulted on 
a loan, the bank sold it back to the govern-
ment at book value. But what about the loans 
that were shaky but still not in default? These 
were the focus of the put back option. Once a 
year for three years, the bank estimated what 
it thought the unpaid portion of each loan 
was worth, and the government was required 
to either pay the bank the book value of the 
loan minus the bank’s estimated value or buy 
the loan at book. If the government bought 
the loan, it could sell it later when the market 
recovered, perhaps for more than it paid.

In this arrangement, there was little rea-
son for either the bank or the government to 
behave opportunistically. The bank lost out if 
its valuation of the loan was too low. In this 
case, if the government bought the loan, its 
resale price would be higher than the bank’s 
estimate, and the bank would lose a customer. 
Also, the bank lost out if its valuation was too 
high—in which case the government had less 
incentive to buy the loan, and although the 
bank kept the customer, the loan might eventu-
ally default. The government, in turn, felt that 
it faced a declining risk of buying bad loans as 
the Korean economy strengthened and with it 
the quality of the KFB’s loan portfolio.

Both sides thought this arrangement 
was fair. It also lowered Newbridge’s risk of 
incurring losses on potentially bad loans in 
the good bank. The put back option was a 
product of both Shan’s negotiating ability 
and the deep knowledge of KFB that New-
bridge had acquired in its extensive due dili-
gence, which had lasted over a year and cost 
an astonishing 50 million U.S. dollars.

300
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In late 1999, Newbridge bought 51 per-
cent of KFB and 100 percent of the voting 
rights for 441 million U.S. dollars. After the 
acquisition, Newbridge moved quickly to 
replace the bank’s top management with 
experienced non-Korean executives, who 
were not attached to Korea’s dysfunctional 
lending practices. The new management 
rapidly expanded the bank’s consumer 
business and held the line against poor 
loan decisions—with one major exception. 
Wilfred Horie, the bank’s CEO, was publicly 
drawn into a deal with Hynix, a struggling 
Korean semiconductor company. Because 
of this misstep he was promptly replaced 
by KFB’s board with another, more expe-
rienced non-Korean executive. The turn-
around was swiftly completed and in 2001 
the bank earned 250 million U.S. dollars 
after tax, roughly half of which Newbridge 
distributed to the Korean government.

Another key concern for the bank’s lead-
ership was the rapidly developing response 

of its Korean competitors. As the country 
pulled out of its crisis and began to grow 
again, rival banks returned to profitability 
and saw how much money KFB was mak-
ing. Since bank innovations are relatively 
easy to imitate, copying KFB’s practices was 
not costly. A top priority of the bank’s execu-
tive team was therefore to stay ahead of the 
competition in providing customer value 
and in developing more efficient practices.

Because Newbridge was a financial 
investor, its plan was not to hold KFB but 
to sell it. In 2005, a deal was made with 
Standard Chartered for $3.25 billion U.S., 
roughly half of which went to Newbridge. 
At this price, Newbridge’s investment had 
grown at about 27 percent compounded 
annually. While Newbridge managed KFB, 
no distributions were made from the firm to 
Newbridge or to the Korean government.

The following chart shows how the 
KFB acquisition fits the three stages in 
Figure 10.2.

The Transaction The Turnaround Ongoing Operations

Private information

°

Shan’s relationships in

 Korea

°

 Bonderman’s “good” bank/

 “bad” bank experience

Negotiation skills

°

 Put back option

°

 Shan’s negotiation

 philosophy

 • Fair

 • Logical

 • Transparent

Forecasting ability

°

 Accurate estimate of

 KFB’s performance when

 Korea recovered

Due diligence

°

 Extensive assessment of

 KFB’s assets that enables

 put back option

Practices

°

 Hire experienced non-Korean

 top management

°

 Eliminate poorly performing

 products and branches

°

 Implement Western best

 practice in consumer bank

°

 Develop disciplined loan

 policy in commercial bank

°

 Develop strong board with

 tight oversight

Complementarities

°

Operational

 • None

°

Corporate

 • Newbridge/TPG attention to

  the turnaround

 • Access to non-Korean

  executives 

Newbridge/KFB

o Repeated innovation in

 consumer bank

 • New products

 • More efficient processes

 • Geographical expansion

°

 Disciplined lending in

 commercial bank

°

 Tight oversight by board

Industry factors

°

KFB an early mover with non-

 Korean practices

°

 Korean banks imitate KFB

 slowly

°

 Some entry by other non-

 Korean investors

Macroeconomic factors

°

Korean recovery

301



302 Part Four Expanding the Scope of the Firm

involvement in the governance of firms (as found in Germany), and 
relationships among owners of incumbent firms are powerful for 
some industries and weaker for others, depending on the coun-
try. Variation in these forces across nations will therefore skew the 
opportunities available to any firm attempting to grow through 
diversification. 

 Different opportunity sets create different country-specific expan-
sion paths for firms in the same original industry. It is important, then, 
not to assume that diversification patterns will be uniform around the 
world. Nor is it sensible to assume that there is only one industry into 
which a firm must diversify to achieve economies of scope. Which new 
industries are chosen is a function of the structure of opportunities 
presented by nation-specific institutions.  

  Summary 

 In this chapter we have examined why and how firms diversify into 
new industries. We have looked at where ideas for new ventures 
come from and how they are evaluated. In addition, we considered 
the various reasons firms are motivated to diversify and the mech-
anisms for managing new ventures. Finally, we saw that diversi-
fication paths can vary across countries because of differences in 
national institutions. 

 But how successful is diversification as a means of improving 
overall firm performance? In general, the risks are high. As we will 
see in the next chapter, the share prices of unrelated diversified firms 
tend to trade at a discount compared to their more focused com-
petitors. We will see that this diversification discount constitutes a 
failure in execution and look at the various remedies firms have tried 
to overcome it. 

  Summary Points 

•     Every diversification event involves entry into a new industry.  

  • The contribution of a firm’s resources and capabilities to a new 
venture is central for achieving and defending its competitive 
advantage.  

•   When the potential of its initial business wanes, a firm begins to 
search for other markets to apply the skills and resources it has 
developed.  
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•   Three general types of new market opportunity are available: a 
new technology, a new set of customers, or both of these.  

•   Establishing new businesses rarely solves a firm’s economic 
problems in its core business.  

•   As a firm begins to think about diversification, it can ask two 
questions:     What is the new business going to do for the firm? 
What is the firm going to do for the new business?  

•   In general, the corporation can contribute to the new business 
in five ways: financial capital; resources, such as distribution 
channels or brand equity; capabilities in activities such as 
marketing or operations; entrepreneurial management skills in 
growing or revitalizing businesses; and general management 
skills in managing larger businesses.  

•   All inputs of the firm to its businesses can be seen as alternatives 
to inputs offered in the market.  

•   An important way to think about leveraging resources between 
business units and benchmarking these resources against 
market alternatives is  economies of scope . Economies of scope 
are achieved when a firm is effective at coordinating the joint 
execution of specialized activities that the firm’s incumbent 
business and its new venture share.  

•   A corporation has a core competence when its business units 
share a generative technology platform and develop innovations 
that create new business opportunities.  

•   An attractive market opportunity has a high ultimate size, high 
future growth rate, and a future market structure that favors the 
new business.  

•   In most firms, the current strategy is the lens through which all 
proposals for new investments are assessed.  

•   Mergers occur in waves that are caused by stock overvaluation, 
industry shocks and managerial optimism.  

•   The shareholders of acquisition targets almost always make 
money, while bidder shareholders usually do not  

•   A useful framework for analyzing the returns to an acquisition 
separates the process into three stages—the transaction, the 
integration or turnaround, and ongoing operations—each of 
which has distinct profitability drivers.  

•   Industry-to-industry diversification patterns vary substantially 
across countries because of differences in institutional factors 
that determine market opportunities.      
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  Questions for Practice 

 Think of an industry in which you are working or have worked or that 
you are researching to answer the following questions.

 1.    What are primary reasons your firm has diversified into new 
industries?  

 2.   How successful have your efforts to diversify been?  

 3.   What are the reasons for your successful efforts? The reasons for 
your failures?  

 4.   What managerial capabilities—entrepreneurial or general 
management—do your business units share?  

 5.   Does your firm focus on one type of market position—for 
example, low cost or high value?  

 6.   What are key resources and capabilities that are transferred or 
shared among the business units in your firm?  

 7.   How do these resources and capabilities enhance the value and 
cost drivers of the business units?  

 8.   How does your firm manage the differentiation and integration 
of new ventures?  

 9.   How does your firm manage mergers and acquisitions?  

 10.   How does your firm find new ventures opportunities?      
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  Introduction 

 When a firm has diversified into more than one line of business, it faces 
a new set of strategic challenges. Its primary objective is to achieve 
higher financial performance than its units would attain if they were 
independent. No public firm that fails notably in this objective can sur-
vive for long in an economy with an efficient capital market. Extreme 
failures are bought by entrepreneurs and broken up or reorganized. 

 The concept of the multibusiness organization became widely 
accepted during the early 1900s when diversified firms in the United 
States realized they could not manage a portfolio of businesses using 
an administrative system oriented towards functional activities alone. 
Alfred Chandler, in his classic book  Strategy and Structure , describes the 
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rationale and process of shifting from functional or geographic divi-
sions to a product structure.  1   The rationale had two parts: (1) putting 
functional activities under a product division manager would lower 
coordination costs within each product line, and (2) a larger, more pow-
erful general office at the corporate level would allocate resources more 
effectively. As firms in other countries recognized these benefits, the 
multidivisional structure diffused throughout the developed world. 

 The multidivisional form solved only some of the problems diversi-
fied firms face. Among the many issues that remain to be addressed 
are the following: Capital must be reallocated efficiently across busi-
ness units to grow the firm. The flows of goods and services between 
units must be managed to meet market needs. And activities must be 
analyzed to identify combinations across units that increase their pro-
ductivity. How these and other problems should be dealt with is the 
topic of this chapter.  

  Managing the Internal Capital Market 

 An obvious, central contribution the corporation makes to its units is 
financial. In a diversified organization the firm substitutes for external 
capital markets by investing directly in the businesses. How well does 
this investment process perform compared to the markets for capital 
outside the firm? 

 In her review of this topic, Julia Liebeskind notes that internal cap-
ital markets may be superior to external sources of capital, but only 
under quite specific conditions.  2   To lay out these conditions, we need 
to compare the relative costs and benefits of funding a business unit 
inside the firm with those of funding a comparable free-standing busi-
ness by independent capital markets. 

 First, there must be some benefit to an internal unit to justify the 
corporate costs of allocating capital. One possibility is that the business 
is “capital constrained,” in the sense that some of its promising projects 
are not amenable to funding outside the firm. The internal capital market 
solves this problem by providing the unit with capital it would otherwise 
not be able to receive. This condition is necessary for the internal capital 
market to be superior to outside sources of funding. 

Second, given some constraint in external funding, a business may 
benefit from being funded by its corporate parent when 1) the par-
ent has information about the business that an external funder cannot 
acquire; 2) the business has trade secrets that an external source of 
capital might expose; and 3) the business has an irregular funding pat-
tern that external capital sources would not readily follow. 

 As for the costs of sourcing capital internally, there is a general 
belief that corporate management does not invest in the best business 
opportunities because of political biases within the resource allocation 
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system. Further, even in the absence of political opportunism, cor-
porate managers are subject to cognitive biases that may distort the 
firm’s resource allocation decisions compared to external capital mar-
kets. For example, one pattern of investment that has been frequently 
observed is the tendency to provide capital to units no matter whether 
their cash flows are growing or not. This kind of “corporate socialism” 
may be a consequence of political pressures, decision rules favoring 
equity, or both.  3   

 In any case, it seems probable that justifying diversification on the 
basis of the superiority of the internal capital market is incorrect. Many 
examples can be cited of finance dominated corporations that failed to 
manage their business units well. In the late 1960s a number of U.S. 
firms (e.g., Transamerica, LTV, and ITT) grew by acquiring businesses 
based on their complementary financial profiles but not on their poten-
tial for profiting from combining operations. This kind of diversifica-
tion generated three problems. First, there was no cost or value-based 
rationale (e.g., higher productivity due to shared practices or access 
to valuable proprietary assets) that justified combining them in the 
corporation. Second, the businesses were managed to support short-
term corporate financial goals, frequently leading to an erosion of the 
businesses’ market positions. Third, the complexity of the corporate 
structure exceeded the management capability of executives. These 
three problems compounded over time led to a decline in corporate 
performance and either the eventual failure of the corporation or its 
reorganization through spinning off businesses. 

 Multibusiness firms whose units are linked only through financial 
cross-subsidization are therefore generally viewed as having poor diver-
sification policies. In more efficient financial markets, such firms usu-
ally trade at a discount to the market value of their business units. This 
kind of undervaluation, called the  diversification discount,  occurs 
because investors cannot perceive what corporate management, given 
its cost, adds to the business units.  4   

 This type of discount can be explained in three ways.  5   The first is 
that poorly performing firms cannot improve through adding more 
businesses. The discount simply reflects the generally weak capabilities 
of diversifying firms.  6   Another possibility is that diversification turns 
good firms into bad, as suggested by the fate of conglomerates in the 
1960s and 1970s.  7   Or perhaps, strongly focused, nondiversified firms in 
an industry simply out-compete their diversified competitors, indicat-
ing that the business units in the diversified firm would be better off 
as stand-alone, publicly traded single businesses, sourcing whatever 
corporate services are provided by the parent from external suppliers.  8   
In this way, at a minimum shareholders would be able to perceive the 
economic potential of each business directly as opposed to through the 
veil of corporate reporting. 
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 This logical alternative to conglomeration has hardly prevented 
managers from rebuilding financial conglomerates in waves through-
out the modern capitalist era. Why is this so? How can corporate man-
agement add value to a firm’s business units in the absence of operating 
synergies? There are a variety of answers to this question. 

 First, the firm may believe it has developed novel corporate manage-
ment policies. For example, Hanson Trust under Lord Hanson and Gordon 
White bought dominant businesses in mature low-technology industries 
(cement, liquor, trucking) that were undermanaged financially. Hanson 
then improved the financial performance of these businesses using small 
teams of specialists. In general, aside from these specialists, corporate 
management was very lean, keeping the allocation for overhead quite 
low. The incumbent management of the revived unit was given incentives 
to keep costs down without losing the unit’s dominant position. 

 In a sense, Hanson was building a portfolio of cash cows. If the 
structure of competition became more complex, requiring significant 
investment to maintain the unit’s market position, the business was 
sold. Hanson was simply not in the business of investing in complicated 
strategic situations. During the 1970s and 1980s, the number of busi-
nesses that fit Hanson’s target profile was sufficient to allow a string 
of acquisitions, leading to substantial growth in corporate revenues 
and earnings and therefore to a higher share price. However, as the 
availability of targets waned, there was little to justify Hanson’s owner-
ship of the now-healthy units. Consequently, the corporation divested 
the bulk of its portfolio of businesses and is now focused on building 
materials. It was acquired in 2007 by HeidelbergCement. 

 A second reason for a moderation or reversal of the diversifica-
tion discount is the way the internal capital market is used to allocate 
resources across businesses. Two conditions are necessary to improve a 
conglomerate’s value compared to stand-alone competitors. First, inter-
nally generated financial resources should flow to those businesses that 
have significant growth opportunities, as indicated by a high indus-
try market-to-book ratio, for example. Second, as mentioned above, 
growth businesses that receive funds from the corporation should have 
difficulty raising money in external capital markets. That is, a firm 
with an internal capital market that favors investments in financially 
constrained units with high growth potential (less corporate socialism) 
will suffer a lower diversification penalty.  9   

 An example of a firm that is likely to have achieved a diversification 
 premium,  rather than a discount, is General Electric. In 2008, GE had 
the third highest capital market value in the world. Although it is dif-
ficult to assess the worth of many GE units as independent businesses, 
GE’s remarkable valuation as a corporation suggests strongly that it 
contributes significantly to its businesses. GE grows by adding new 
businesses to its vast array of successful enterprises, but it also focuses 
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intensely on the value it adds as a corporation to its current units. The 
corporation constantly develops new policies for managing its existing 
businesses so that the benefit from belonging to GE increases. 

 If the benefits from being part of the corporation begin to drop 
below those offered by market sources, the relative performance of 
GE’s units decreases as competitors become better positioned and 
build stronger resources and capabilities. GE therefore is careful to 
divest those businesses to which it can add little value and to keep and 
support those businesses that it can help succeed.  

  Managing the Portfolio of Businesses 

 A major, necessary task of corporate management is managing its set 
of business units to increase overall economic performance relative to 
other investment opportunities. A well-known, but flawed, tool for this 
task is the growth-share matrix. This framework highlights many of 
the problems in managing a business-unit portfolio. Developed in the 
1960s by the Boston Consulting Group, this method compares business 
units along two dimensions: the business unit’s industry growth rate 
and the unit’s relative market share within the industry. Units within 
the firm are related to each other solely through cash transfers. 

 A simplified version of the growth-share matrix is shown in Figure 
11.1 on page 314. The matrix has four quadrants. In the lower-left is 
a large business unit with a dominant market share in a low-growth 
market; this type of unit is commonly called a  cash cow . (There may 
be more than one.) In the lower right are several units that have low 
market shares in low-growth markets; these businesses are pejoratively 
designated  dogs . In the upper-right quadrant are a number of busi-
nesses with low market shares in high-growth markets; these units are 
 question marks . And finally in the upper left are units that have achieved 
high market share in fast-growing markets. Call these businesses  stars.  

 Top management uses cash from cash cows to invest in question 
marks, which have greater growth potential. Through these invest-
ments, question marks develop into stars, which grow to dominate 
their markets. As its industry matures, a star maintains its dominant 
position and becomes a new cash cow that in turn supports the growth 
of new question marks. Figure 11.1 shows this process for a typical star 
and question mark. 

 Why is this rather intuitive process broken? To understand why it 
doesn’t work, we need to understand the premises that underlie it. The 
model’s primary assumptions are the following:

   1. A cash cow has cash because it has the lowest costs compared 
to competitors, based on its greater experience associated with 
higher cumulative volume.  
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FIGURE 11.1 | Boston Consulting Group Growth-share Matrix

  2. Compared to other units in the firm, a cash cow generates higher 
cash flows but, because its market is growing slowly, faces fewer 
investment opportunities. It therefore has more cash than it 
needs to sustain its market position.  

3.   The excess cash that a cash cow produces should be invested in 
new businesses (question marks) so they can grow to achieve 
dominant market shares in their high growth markets.    

 These three assumptions—which imply that acquiring market 
share is an effective business strategy and that internally generated 
funds should be used to subsidize new business development—are key 
elements of the growth-share model. Implicit in the model, moreover, 
are three more assumptions that highlight the tasks of managing the 
portfolio of business units over time:

   1. A firm must have the entrepreneurial capability to grow new 
businesses to dominance in their markets, while the markets 
continue to grow. This capability produces superior positioning 
and execution at every stage of business unit growth.  

2.   The firm should have the necessary general management 
capabilities to retain the value of each business through the 
shakeout and mature phases of its industry’s life cycle. No 
business unit approaching cash cow status can afford to lose its 
dominance.  
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3.   Maturing business units must be sufficiently large to spin off 
enough cash to support the generation of new businesses. As 
demand and margins in traditional markets decline, new cash 
cows need to carry the internal funding requirements of the firm. 
(See the sidebar on IBM on page 316.)    

 Meeting all of these assumptions is necessary to apply the growth-
share matrix successfully. Inadequate attention to any of them can lead 
to missing growth targets and insufficient capital for future expansion 
through new business development. For example, the low-cost market 
share model applies poorly to multibusiness firms whose businesses 
are primarily value driven with strong sustainable market positions, as 
Johnson & Johnson was before the 1980s. Further, market share may 
not represent the presence of lower costs but instead be the outcome 
of other sources of competitive advantage such as superior technologi-
cal innovation, as in the case of Intel; excellent customer service and 
retention, as in the case of Cisco; or a broad, well-positioned product 
line, as in the case of Siemens Medical Solutions. 

 However, although the assumptions of the growth-share matrix 
make it inappropriate for most multibusiness firms, the problems it 
tries to solve are generic. The challenges of developing an economi-
cally viable portfolio of businesses are pervasive. New businesses must 
be nurtured and developed to maturity, while failures, including cash 
cows that have lost their usefulness, must be sold or shut down. With-
out such an ongoing dynamic, the multibusiness firm cannot add value 
to its businesses as a whole. 

 A firm’s businesses also vary on other important dimensions that 
complicate the problem of portfolio assessment. These dimensions 
can be broken into a preliminary list of industry and business unit 
characteristics:

1.    Industry characteristics:

    • Growth rate in revenues and units.  

 •   Rate of change in the growth rate.  

 •   Average profitability.  

   • Trend in average profitability.  

 •   Key value and cost drivers across firms.  

 •   Structure and dynamics of competition.  

 •   Regulatory pressure.  

 •   Entry barriers.  

 •   Buyer and supplier power.  

 •   Trend in viability of substitutes.  

   • Trend in viability of complements.     
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IBM’s Portfolio of Businesses from 1994 to 2007

With the rise of the PC in the early 1990s, 
IBM confronted a difficult situation regard-
ing future growth. The company’s Hardware 
segment, consisting of main frames, mini-
computers, and PCs, was projected to grow 
at less than its traditional rate of expansion in 
both revenues and profitability. The Software 
segment, composed primarily of middleware 
such as Lotus Notes, was also forecasted 
to expand slowly. Although these two seg-
ments together would produce annual rev-
enue in the range of $45 to $50 billion over 
the decade, neither was growing sufficiently 
to increase earnings at IBM’s historical rate. 
The company’s share price would therefore 
suffer without an additional and much more 
aggressive contributor to growth. The Global 
Services segment filled this role. From 1994 
to 1999, Global Services revenue grew at an 
average annual rate of about 28 percent com-
pared with a little over 2 percent for both 
Hardware and Software (see Figure 11.2a). 
Further, Global Services’ gross profit grew 

by an average 38 percent, with a major boost 
in 1998 as it absorbed part of the Global 
Finance unit (see Figure 11.2b). Software 
profits increased by 8 percent, and Hardware 
actually declined by 8 percent. Interestingly, 
Software remained by far the most profitable 
segment in the corporation both in terms of 
gross margin and percentage contribution to 
the corporate bottom line (see Figure 11.2.c).

So we observe that IBM’s revenue explo-
sion in Global Services has substituted for 
the declining Hardware segment in the 
portfolio. However, the margins of Global 
Services were close to Hardware’s margins, 
so IBM did not receive an explosion in net 
income. The far right column of the charts 
shows that this pattern has persisted until 
2007, when in fact there was a resurgence 
in Hardware profitability.

Why were the margins of Global Ser-
vices so low? One possibility is that Global 
Services reinvested its profits to continue its 
growth; that is, the line of business remains 
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a “star” in the Boston Consulting Group’s 
terminology. Another, less favorable, inter-
pretation is that large services businesses 
are inherently expensive and will become 
even more so when their growth slows. If 

this turns out to be the case—contrary to 
the reinvestment explanation—IBM will 
ultimately be forced to find a new source 
of earnings growth as its aggregate gross 
margin shrinks.
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  2. Business unit characteristics:

 •    Key value drivers.  

 •   Key cost drivers, in addition to the learning curve.  

   • Defendability of unit resources and capabilities.  

 •   Interdependence of the unit with other units in the firm.       

 A portfolio analysis tool typically locates business units along these 
two dimensions, which capture the two powerful predictors of business 
economic performance—industry factors and market positioning—
as introduced at the beginning of this book. The metrics used for these 
dimensions of the tool should represent the way the units compete. 
To the extent that the units compete on achieving a defendable cost 
advantage based on scale economies or the learning curve, the growth-
share matrix may be appropriate. But portfolios of businesses with 
more complex strategies require customized arrays to allow a more 
useful comparison. The industry and business unit characteristics 
listed above, combined with the tabular format of the growth-share 
matrix, provide a good starting point for such an analysis.  

  Relationships among the Business Units: 
Transfers and Centralization 

 Careful allocation of capital and effective portfolio management are 
necessary but not sufficient to produce sustainable performance for a 
multibusiness firm. More important are shared resources and capabili-
ties across the businesses. Interunit transfers and centralized activities 
are key elements of multibusiness strategy. 

  Interunit Transfers of Goods and Services 

 One of the most observable and important types of contributions busi-
ness units can make to each other within a firm is the transfer of goods 
and services. These transfers are akin to inputs from the outside mar-
ket and are frequently benchmarked against external suppliers. Inter-
unit transfers typically occur between business units organized as 
profit centers that compete in external product markets. Because each 
unit is evaluated in terms of profitability, conflicts may arise between 
serving internal versus external customers or between buying from 
internal versus external suppliers. These conflicts raise a host of ques-
tions regarding how much value the corporation adds to its business 
units, especially when competitors face organizational constraints that 
enable better strategy execution. 

 In examining these questions, we will adopt the perspective of the 
internal buyer—the business unit receiving the goods or services. From 
this unit’s viewpoint, sourcing from another division inside the firm is 



 Chapter 11  Managing the Multibusiness Firm 319

justified if it adds more to the unit’s performance than a relationship 
with an outside vendor. An alternative scenario is that the internal sup-
plier exploits its relationship with the internal buyer by raising the cost 
the buyer incurs or lowering the value it receives. The reason is that the 
internal supplier may need to improve its performance in its outside 
markets and, to do so, shaves its investment levels within the firm. In 
this case, the parent firm that owns both units must make a trade-off 
between serving the interests of the internal customer and competing 
effectively in the internal supplier’s outside markets. 

 To understand this trade-off, it is useful to think again about the 
control dimensions that pertain to buyer–supplier relationships. Buy-
ers, whether inside or outside the firm, want control over three dimen-
sions: (1) pricing; (2) investment in resources and capabilities that 
influence quality, technology, and other important value drivers; and 
(3) the incentives that guide the supplier’s decisions. We argued that 
gaining control over a supplier’s decisions was more efficiently accom-
plished within a single organization, since the economic interests of 
the buyer and supplier were better aligned. But this argument is com-
plicated by the shift from a single to multibusiness firm where both 
units are profit centers. 

 This complexity is illustrated well by the issues of interunit pric-
ing. Prices between units, called transfer prices, may be mandated or 
negotiated. In an extensive study of transfer pricing practices, Robert 
Eccles identifies four types: mandated market price, mandated full 
cost, exchange autonomy, and dual pricing.  10  

1.     Mandated market price . In this case, a corporate policy ties the 
in-house buyer to the in-house supplier, and the supplier, not 
the buyer, is dominant in the relationship. The supplier has the 
same price for both internal and external sales. The buyer cannot 
buy the good or service outside the parent corporation, although 
the supplier sells to external customers. Since the buyer has no 
relative cost advantage based on input prices, it is hard to justify 
this type of transfer price if the buyer’s market position is based 
on lower costs. That is, under a mandated market price the buyer 
must receive a benefit from coordinating investments in value 
drivers, rather than through lower cost inputs. The internal 
buyer’s position in its market might be based, for example, 
on value drivers such as customization, speed of delivery, or 
technology. In the case of customization, the market-based 
transfer price would be cost plus whatever markup the internal 
supplier would charge for specialized goods in the market. In 
the case of delivery, the internal relationship assures a source of 
supply for the internal buyer, which may be important if there is 
significant volume uncertainty in the market for the input. The 
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internal relationship may also give the buyer access to critical 
technology developed by the supplier.  

   2. Mandated full cost . Here too the buyer and supplier are locked 
together through a corporate policy of vertical integration. But 
the buyer now dominates. The supplier sells to the buyer at full 
cost (actual or standard) as opposed to market price. Eccles 
found only a few firms that transferred their products internally 
at variable cost, in contrast with economic theory, which 
advocates transfers at marginal cost, which variable costs can 
approximate. Unlike market-based transfer prices, full-cost prices 
can be used to support a buyer strategy of cost leadership. We 
might ask why the supplier isn’t merged with the buyer unit. The 
common reason is that scale or scope economies that cannot be 
achieved within the buyer can be accomplished by a separate unit 
that sells to the buyer and (at market price) to external buyers. 
The supplier thus has the problem of balancing its internal sales 
at cost and its external sales at market price. The tension in 
this balancing act may well degrade the level of cooperation the 
supplier offers the buyer when changes in the relationship are 
necessary.  

3.    Dual pricing . Dual pricing involves two transfer prices: full cost to 
the buyer and market price to the supplier. Although this policy 
seems to solve the conflicts presented by both cost- and market-
based methods, it is inherently unstable. The reason is that it 
undermines the integrity of the corporation’s management control 
systems. In some situations the buyer and supplier can both report 
profits while the corporation as a whole is losing money. The 
method is useful when only a few key transactions require special 
attention within the firm. These transactions may be critical for 
entering a market quickly, challenging a major competitor in 
important accounts, or preventing entry by strong rivals.  

4.    Exchange autonomy . This pricing scheme applies when 
transactions between the internal buyer and supplier are not 
mandated—that is, when there is no policy of vertical integration. 
In general, the volume of such transactions is low, and neither 
buyer nor supplier has a clear strategic rationale to engage in the 
transaction. The price in a particular transaction could be based 
on cost or mark to the market depending on the characteristics 
of the good or service. It is rare that this type of internal supply 
relationship is systematic; more often it is used to handle ad hoc 
transactions. 

The trade-offs associated with these four types of transfer price 
indicate that no solution to the internal pricing problem within a 



 Chapter 11  Managing the Multibusiness Firm 321

multibusiness firm is dominant. The strategies of both the in-house 
supplier and buyer must be considered when the transfer price is set. 
Also important is the availability of external market prices as bench-
marks for internal transactions.    

 It should be clear that any relationship between a buyer and sup-
plier within a firm should be benchmarked against possible alternative 
arrangements, such as partnerships with external firms. If competitors 
of the internal buyer are able to achieve control over important invest-
ment decisions of their market partners—and receive a lower price at 
the same time—then the advantages of vertical integration have disap-
peared. For many years this was the case for deintegrated Japanese 
manufacturing companies such as Toyota and Canon that competed 
successfully against traditionally more vertically integrated U.S. rivals 
such as General Motors and Xerox. The response of the U.S. rivals 
varied from denial (GM) to adoption of Japanese outsourcing methods 
(Xerox). Thus, vertical integration, when represented by transactions 
between profit centers, is not necessarily superior to all other forms of 
supplier governance.  

  The Centralization of Activities 

 The centralization of activities within a corporation is like vertical 
integration in many ways. The problems of buyer control over the 
supplier are the same in that buyers compare internal prices (or allo-
cations) and performance to external suppliers. However, there are 
also significant differences. Centralized activities may be structured 
to improve unit value, but the most common rationale for centralizing 
an activity such as procurement or distribution is to reduce costs. A 
business unit that requires special inputs for strategy execution typi-
cally experiences conflict with the centralized activity, which is ori-
ented toward standardization to raise efficiency. This conflict can be 
resolved if the unit changes its strategy to accommodate the standard 
policies. 

 Corporate management must judge whether the repositioning of 
the business unit in its market produces a higher economic gain than 
allowing the unit to use another supplier. By forcing businesses to use 
inputs from the centralized activity, management favors those strate-
gies that are consistent with the centralized standard. Only units with 
especially strong positions in their markets and substantial contribu-
tions to corporate revenues and earnings will be able to resist this man-
date. An example of how interunit conflicts can be resolved is shown in 
the sidebar on car-for-hire firms on page 322. 

 Forced compliance with a centralized activity thus implies the 
emergence of a single strategy across business units. It can also imply 
the transformation of the multibusiness firm back into one business. 
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Evan Rawley and Tim Simcoe provide 
an interesting example of how firms can 
address conflicts between business units 
using a common centralized service. They 
studied car-for-hire companies that run both 
taxi and limo businesses. To lower costs, 
these companies forced their business units 
to share many activities, one of which was 
a central dispatcher. Limos generally got 
higher value calls from dispatch; and shift-
based taxi drivers, who did not own their cabs 
and had little invested in them, chafed under 
the system. To reduce this conflict, many of 
the companies moved from shift-based taxi 

drivers to owner-operators. Drivers who 
owned their cabs tended to be more entre-
preneurial in finding rides and more profes-
sional in the attention they paid to their cars 
and their riders, leading to repeat customers. 
Both of these behaviors reduced the prob-
lems the taxis experienced with a central dis-
patcher. At the same time, they continued to 
pay for the firm’s other centralized activities, 
such as insurance, marketing, and repair ser-
vices. Rawley and Simcoe found that those 
car-for-hire firms that migrated more exten-
sively from shift drivers to owner-operators 
tended to have higher productivity.11

Centralized Dispatch in Car-for-hire Firms

As more activities are centralized, the trade-off between operating 
as one business through a functional structure, with the businesses 
subordinated to activities, and a multibusiness structure, with the 
functional activities subordinated to divisional managers, becomes 
increasingly salient. 

 The trade-off between a single and multibusiness model may be 
muted when centralized activities are formed as profit centers and 
forced to compete in external markets in addition to delivering goods 
and services to internal customers. This shift in governance has the 
benefit of forcing the central unit to focus on market positioning and 
to invest in resources and capabilities that lead to a superior economic 
contribution. To the extent the unit’s investments are consistent with 
the strategies of internal businesses, conflict surrounding the value of 
internal transactions should be reduced. If, however, the centralized 
unit positions itself in external markets in ways that are at odds with 
internal businesses, conflict will increase.  

  Centralizing Technology Development 

 To illustrate the issues that arise in centralizing an activity, consider 
technology development. In general, there are three reasons for 
centralizing it in a multibusiness firm:

   1. Scale economies in research and development.  

2.    Scope economies in research and development.  

3.   Shared process innovation.    
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 Scale economies can occur when similar R&D activities with high 
fixed costs are combined in a single unit. Some of these projects may 
not have been economically feasible when R&D was decentralized 
because the smaller units could not support the investments required.
Thus, by aggregating these activities, the firm expands its portfolio to 
include potentials more promising projects.  

 Scope economies are realized when a range of applications from 
one technology platform are pursued within a single corporate unit. 
Lower costs are achieved through sharing management and research 
personnel, facilities, and equipment. As each application is developed, 
it can be spun off as the basis of a new business unit. This type of 
centralized technology development is strongly related to Hamel and 
Prahalad’s concept of core competence.  12   

 Gains from centralized process innovation are produced when cor-
porate management directs the type and rate of process improvement 
in the business units, (as we will see in a discussion of GE below). Top-
down initiatives are effective when they generalize easily and create 
measurable benefits to a large proportion of the business units. Adop-
tion should be mandated, since exceptions undermine the legitimacy of 
corporate management’s role in introducing new techniques. The next 
section on GE’s top-down initiatives under Jack Welch illustrates the 
range of innovations that can be developed.   

  Top-down Initiatives 

 Top-down initiatives are programs, typically large in scope, that top 
management conceives and introduces, typically as mandates, to the 
business units in the organization. Examples are the Corporate Social 
Responsibility initiatives that have sprung up over the past several 
years in many corporations, such as NEC, Starbucks, the Gap, Sony, 
and many others; the ongoing quality improvement programs top man-
agement has introduced in many companies; and the open innovation 
mandate developed by A. J. Lafley, the CEO of Procter & Gamble, to 
stimulate new product development. In some firms, top management 
has a long history of introducing new practices to the organization. GE 
is a very good example, as described below. 

  Centralized Process Innovation at GE 

 General Electric is widely regarded as one of the best-managed multi-
business firms in the world. Its stock price premium over the combined 
market value of its business units is consistently viewed as positive. 
Yet its units share relatively few, if any, activities. The Aircraft Engines 
unit is radically different from Engineered Materials, which is different 
from NBC-Universal, which is different from Appliances, and so on. So 
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the argument that closely related businesses are necessary for a suc-
cessful multibusiness firm is not supported here. Why not? 

 One explanation is corporate leadership. From his first months as 
chairman and CEO in 1981 until his retirement in 2001, Jack Welch 
initiated a series of organizationwide innovations in strategy and oper-
ations. Innovations were applied to all business units and withdrawn 
only when a unit could show that it received no benefit. Strategic ini-
tiatives had been made in the 1970s by GE’s top management under 
Reginald Jones and even earlier, but Welch took the practice to a much 
higher level. In addition to a massive restructuring of the portfolio of 
businesses, Welch introduced a wide variety of corporate mandates. 
These mandates, in order of their introduction during Welch’s tenure, 
were the following:

   1. Reduce bureaucratic behavior.  

2.   Define markets globally.  

3.   Develop managers as leaders.  

4.   Promote sharing across business units.  

5.   Set very aggressive goals.  

6.   Build service businesses.  

7.   Implement Six Sigma quality programs.  

8.   Identify and remove managers who are underperforming 
compared to their peers.  

9.   Force all business units to implement e-commerce strategies.    

 These initiatives can be separated into three categories: (1) direc-
tions for growth, (2) management development, and (3) process inno-
vation within and across units. Of these, perhaps the most novel is the 
mechanism for sharing innovations among the businesses. GE induces 
sharing process innovations across units by rewarding it, punishing 
resistance to it, and simplifying the mechanisms through which shar-
ing occurs. GE corporate management argues that all its businesses, 
however disparate their technologies and product markets, essentially 
follow a common template (see Figure 11.3).  13   

 The processes in this template were targets for developing innova-
tions that can be shared across the corporation. For example, a business 
unit that had developed a highly effective system for customer service 
referred its innovation to a central GE clearinghouse to assess whether 
the process was valuable enough, and sufficiently codifiable, to warrant 
transferring it to other GE business units. These units had to have excel-
lent reasons for not adopting a process that passed this test. 

 The Quality Matrix was an example of a template that GE diffused 
throughout the corporation (see Figure 11.4). The units used the matrix 
to assess their progress toward the production of very high quality 



 Chapter 11  Managing the Multibusiness Firm 325

                    Goals           

   Key Factors     1     2     3     4    

    Quality leadership                   

   Supplier management                   

   Process operation 
control and improvement                   

   Quality information 
management                   

   Problem-solving 
techniques                   

   People commitment                   

   Customer satisfaction                   

   New product technology/
service introduction                   

   Change capability                    

    Rating scale: 1 = No current activity   

  2 = Ongoing efforts   

  3 = Competent   

  4 = Best practice   

  5 = Confirmed best practice      
 Source: Adapted from Steven Kerr, personal communication, March 2000. 

 FIGURE 11.4  |    Quality Matrix 

  Inputs  Throughput      Outputs   

        Processes          Processes    

    • People        • Marketing   

   • Money        • Pricing   

   • Energy        • Billing   

   • Space        • Quality Control   

   • Supplies        • Customer Service      

 Source: Adapted from Steven Kerr, personal communication, March 2000. 

 FIGURE 11.3 | The Common Business Template  

outputs. Each business unit was rated on the factors associated with 
specific goals and worked toward the highest ranking—“confirmed 
best practice”—in each factor over time. Welch stated that managers 
not trained in the Six Sigma quality process would be neither promoted 
nor ultimately employed at GE. So the quality process template was a 
critical managerial tool. This kind of template could be developed for 
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any of the other processes in Figure 11.3, as well as for throughput 
activities. The critical tasks were (1) to identify the key factors that 
contribute to meeting the activity’s goals, and (2) to describe the best 
practice for each factor. How effectively these tasks were performed 
determined whether a state-of-the-art practice was created. 

 Innovation sharing at GE achieved economies of scope by combin-
ing the ideas of business units in different industries. The scale and 
diversity of GE’s business portfolio provided an almost ideal laboratory 
for experimentation in those processes common to all units. Identifying 
these processes and enforcing cross-unit transfer partially overcame the 
disadvantage of the corporation’s unrelated form of diversification.   

  Developing Corporate Infrastructure 

 The last problem in managing multibusiness firms concerns the devel-
opment of a corporate infrastructure to support the business unit 
strategies. The most intuitive framework for this infrastructure con-
sists of the elements of strategy execution. Just as line managers must 
execute effectively within their business units, corporate executives are 
responsible for developing organizationwide policies to control, 
compensate, and focus the overall firm. 

  Control and Coordination 

 In the past 40 years, multibusiness firms worldwide have developed 
two innovations to the multidivisional form. The first of these is the 
strategic business unit, and the second—for global firms—is the 
worldwide product structure. Each was created to improve corporate 
infrastructure as a tool for achieving competitive advantage by the 
business units. 

 Strategic business units (SBUs) were initially developed at GE in 
the late 1960s to carve out discrete businesses from a larger product 
structure that had ceased to reflect the underlying economics of the cor-
poration. GE’s revenues were growing faster than its profits, suggesting 
a lack of strategic focus. The SBUs were designed to reestablish this 
focus by pulling together under one manager the assets and decision-
making authority necessary to compete in a distinct product market. 
The SBU managers were also responsible for articulating their strate-
gies and submitting strategic plans to the corporate office for review. 
These plans sharpened management’s analysis of investment decisions 
and enabled the formulation of more effective plans for the organiza-
tion as a whole. The corporate infrastructure was thus enhanced, and 
the overall firm’s performance improved. Since GE’s initiation of the 
SBU concept, many companies have adopted something like SBUs to 
intensify managerial focus on achieving competitive advantage. 
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 The worldwide product structure emerged to answer a different 
set of challenges. Global multibusiness firms competed both across 
product lines and across countries. But the country of origin of a firm 
determined in part its global structure. U.S. and Japanese firms first 
diversified in home markets that were large enough to allow the devel-
opment of domestic product divisions along with an international divi-
sion for nondomestic operations. In contrast, European firms did not 
have large enough home markets to allow the development of domes-
tic product structures and so, as these firms expanded internation-
ally, they created country divisions, each of which was organized into 
product lines. Over time, in both the U.S.–Japanese and the European 
models, the tension between domestic and nondomestic business units 
rose, creating the need for greater integration. Facing this problem,
many firms shifted to a worldwide product structure with the geo-
graphical units reporting to global product managers. The emergence 
of this structure was based on the assumption that a business unit’s 
worldwide competitive advantage would be achieved more effectively 
through the value and cost drivers that overlapped regions as opposed 
to those that were regionally unique. The worldwide corporate infra-
structure was thus adjusted to increase its contribution to product line 
performance.  

  Compensation and Incentives 

 Corporate incentives are commonly designed to promote interbusi-
ness sharing of innovation, reduce conflict in transfers, and improve 
the acceptance of centralized resources. Multibusiness firms use 
broad-based metrics to reduce distortion in the same way they are 
used at the business level. Incentive schemes that reward unit man-
agers based on corporate performance induce them to cooperate, 
thereby increasing the business units’ contributions to each other. 
Without this inducement, market mechanisms within the firm would 
limit the interunit transfer of resources and capabilities that is essen-
tial to overall firm viability. 

 At the same time, because business units are profit centers compet-
ing against at least some single business firms, performance metrics 
must reflect the economic constraints faced by an independent com-
pany. Consequently, the cost of capital must be recognized. 

 Choosing a performance metric for divisional reporting aims at 
three major objectives:  14  

   • It should enable the unit manager to make effective decisions.  

•   It should allow effective management performance appraisal.  

•   It should lead to an improvement in corporate economic 
performance.    
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 There are also several secondary objectives:

•    It should be communicable in simple yet flexible language.  

•   It should be usable to compare divisions against competitors.  

•   It should be applicable to any investment situation.    

 The two best-known and most-used performance metrics are return 
on investment (ROI) and residual income. ROI is measured as the divi-
sion’s net income over total capital invested in operations, both current 
and fixed. Residual income is computed as the net income generated 
by a project minus a capital charge, typically the weighted average cost 
of capital (WACC) as a percentage times the capital invested.  15   Each of 
these has benefits. However, a careful comparison shows that residual 
income is superior. 

 ROI offers four benefits:  16  

   • It is comprehensive in that it reflects anything that affects 
financial statements.  

•   It is easy to understand and calculate.  

•   It can be applied to any unit that makes a profit.  

•   It can be used to evaluate and compare the performance of 
competitors.    

 These benefits, however, are not enough to overcome the major 
problem with ROI: It induces managers to make decisions that are not 
in the interest of shareholders, as Figure 11.5 shows. 

 Suppose a manager was going to invest in the projects shown in 
Figure 11.5 and could select more than one. Which would he or she 
choose? If improving ROI were most important, the manager would 
choose only Project 1, since Projects 2 and 3 would reduce average 
ROI,  even though they increased profitability . If improving earnings 
were most important, the manager would choose all three projects, but 
this decision would lower both average ROI and the return to share-
holders. If improving shareholder returns were most important, the 
manager would choose Projects 1 and 2, lowering ROI, but raising the 
benefit to shareholders. 

 On which performance measure should the manager base his 
decision? According to all accounting and finance texts, the answer is 
improving shareholder value, since shareholder returns are in theory 
the best long-term predictors of the market value of the firm. Projects 
1 and 2 should therefore be chosen, not just Project 1. 

 To correct for the problems with ROI, GE in the 1960s developed 
the concept of residual income, which included the firm’s cost of capital 
in project valuation. Why is correcting for the cost of capital or a capital 
charge important? An answer is shown in the comparison of two projects 
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              Project A     Project B    

    Capital invested     $1,000     $5,000   

   Net annual return     $200     $750   

   ROI     20%     15%   

   Residual income:           
   Excess of earnings           
   over capital charge           

   at 12%     $80     $150   
   14%     $60     $50   
   17.5%     $25     $⫺125      

  FIGURE 11.6  |   Comparison of ROI and Residual Income  

Cost of debt plus cost of equity
(firm’s total cost of capital)

Cost of debt

ROI

Project 1 Project 2 Project 3

FIGURE 11.5 | Project Choice

 Source: Adapted from Sudhakar Balachandran, “How Does Residual Income Affect Investment? The Role of Prior Performance 

Measures,”  Management Science , vol. 52, No. 3, March 2006, pp. 383–394.

in Figure 11.6. The ROI of Project A is higher than that of Project B. But at 
a cost of capital of 12 percent, Project B produces higher residual income. 
This advantage decreases, however, as the cost of capital increases. Proj-
ect B’s return becomes negative when the cost of capital exceeds 15 per-
cent, which is its ROI. Because residual income is based on the cost of 
capital, it connects project valuation to the opportunity costs associated 
with investment and thus to market forces. ROI has no such linkage. 

   Culture 

 The effect of corporate leadership on the organization’s culture is 
generally appreciated but at the same time vaguely understood.  17   
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Nonetheless, two important attributes of an effective culture should be 
noted: willingness to take risk and to learn openly. These two outcomes 
are essential for long-term competitive advantage in each business unit. 
To the extent that top management develops a strong culture that pro-
motes risk taking and open-loop learning, the corporate infrastructure 
can contribute markedly to economic performance.   

  Summary 

 This chapter has focused on how a multibusiness firm can add value to 
its business units. By managing its portfolio of businesses (and its bal-
ance sheet) effectively, the firm lowers its low cost of capital, thereby 
allowing the businesses to invest in a broader range of projects. By 
organizing and managing relationships among its units, the corpora-
tion increases the value they add to each other, strengthening their 
market positions. Corporate earnings thereby increase, raising the 
stock price and lowering the cost of capital further. 

 Through centralizing activities in which scale and scope econo-
mies can be achieved, corporate management improves productivity 
while limiting the discretion of business unit managers as their market 
positions overlap. Top managers can also play a strong role in inducing 
business units to adopt state-of-the-art processes in all activities, which 
will improve economic performance. Finally, the corporation’s infra-
structure should reflect and reinforce the strategies of the business 
units. Firms that design their corporate policies to support business 
unit market positions will have stronger results. 

  Summary Points 

•     The primary objective of the multibusiness firm is achieving 
higher financial performance than the firm’s units would achieve 
if they were independent.  

•   As an innovation, the multidivisional form is necessary to allow 
business units in a corporation sufficient control over their 
decisions to compete effectively in their particular product markets.  

•   The economic rationale behind the corporation’s financial 
contributions to the business units, where the firm acts solely as 
a substitute for the capital market, has received serious criticism.  

•   In more efficient financial markets, conglomerate firms usually 
trade at a discount to the value of their business units, a 
phenomenon called the diversification discount.  
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•   There are two necessary conditions to improve the conglomerate’s 
value:

 •     Internally generated financial resources should flow to those 
businesses that have significant growth opportunities, as 
indicated by a high industry market to book ratio.  

 •    The growth businesses that receive funds from the corporation 
should be unable to find a source with a lower cost of capital 
in the external capital markets.     

•   Perhaps the best-known framework for characterizing 
relationships among the business units in a corporation is the 
BCG growth-share matrix.  

•   All portfolio analysis tools typically locate units along two 
dimensions, one characterizing the attractiveness of the 
industry in which a business competes, and the other 
dimension denoting the strength of the business’s position 
within the industry.  

•   Because each unit is evaluated in terms of profitability targets, 
as opposed to budgetary constraints, conflicts may arise between 
serving internal versus external customers, and between buying 
from internal versus external suppliers.  

•   From the internal customer’s viewpoint, the internal supply 
relationship is justified economically if it contributes more to the 
customer’s performance than competing suppliers in the market 
would if they were delivering the goods and services.  

•   In an extensive study of transfer pricing practice, Eccles 
identified four types of transfer price: mandated market price, 
mandated full cost, exchange autonomy, and dual pricing.  

•   The strategies of both the in-house supplier and buyer 
must be taken into account when the transfer price is set, 
especially regarding long-term market positioning and volume 
requirements.  

•   The centralization of an activity, because it is typically focused on 
standardizing the capabilities of that activity across all business 
units, implies the partial emergence of a single business strategy 
within the corporation.  

•   If the centralized unit positions itself in external markets in ways 
that are at odds with internal businesses, conflict will increase.  

•   The task of aligning the firm’s infrastructure with business unit 
strategies reflects the same elements of strategy execution found 
within the units themselves.      
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  Questions for Practice 

 Think of an industry in which you are working or have worked or that 
you are researching to answer the following questions.

    1. What methodologies does your corporation use for evaluating 
its portfolio of businesses? How are they linked to financial 
performance and to business strategy?  

 2.   What methods does your organization use to allocate resources 
to the business units? How are they tied to market forces?  

 3.   What are the critical transfers that occur between businesses in 
your firm?  

 4.   How are these transfers managed to increase the performance of 
the internal buyer and supplier?  

 5.   What activities has your company centralized to gain economies 
of scale and scope?  

 6.   How are these activities managed to increase business unit 
performance?  

 7.   What are the most important top-down initiatives in your 
company? How have they contributed to the success of the 
business units?  

   8. How is your company structured? How does this structure affect 
the ability of the business units to improve their performance?  

 9.   What are the key corporate compensation and incentive schemes 
in your company? How are they related to market forces?  

 10.   Has your company developed a culture that affects business 
unit performance positively? If so, what are the culture’s key 
elements?      
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  Introduction 

 Corporate governance has become a major topic of international con-
cern. A number of unexpected, major corporate bankruptcies and near 
failures in the United States and Europe have been related directly to 
governance failures. In the early 2000s, severe financial irregularities 
at companies such as Enron, Worldcom, Global Crossing, and Tyco 
led to huge equity losses, enraging shareholders who have blamed the 
companies’ boards of directors and top management. In addition, the 
excessive compensation of numerous CEOs, primarily in the United 
States, in the past 20 years or so, has led regulators, investors, and the 
general public to question how compensation decisions are made. CEO 
compensation in the United States has far outstripped that of lower-
level workers with apparently little relationship to shareholder return. 
Serious questions have thus been raised about board and top manage-
ment competence and accountability. 

 Because of these trends, most of the attention in the United States over 
the past several years has been on the design of accounting and financial 
reporting rules and on conformance to them. This emphasis on report-
ing is critical, since full and accurate reporting of financial information 
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underlies the effective functioning of capital markets. However, the ongo-
ing function of corporate governance is much broader and encompasses 
an extensive array of other practices, such as consultation on financial 
and managerial innovations outside the firm, advice on legal and regula-
tory issues, and oversight of strategic planning. These governance prac-
tices can have a significant impact on how well the firm performs. 

 How should firms be governed in modern capitalist economies? 
What are effective roles for the board of directors and top manage-
ment? What are their legal obligations and liabilities? How do developed 
countries differ in their laws and practices regarding the governance of 
firms? These questions and others are the focus of this chapter.  

  What Is Corporate Governance? 

 A broad view of corporate governance is that it comprises the institu-
tions that design and monitor the rules firms follow to comply with 
national and state laws and accounting regulations. Compliance is a 
critical task in all organizations since it bears directly on exposure to 
regulatory risks. Stronger rules for compliance within a firm lower 
the probability of illegal, illegitimate, or dangerous employee behavior. 
For example, many organizations try to achieve a perfect record on 
worker safety, reducing the organization’s potential liability and raising 
employee morale and commitment. 

 Effective governance also involves designing decision-making rules 
that improve the firm’s performance. Governance focuses on ensuring 
that the firm performs at or close to its economic potential, consistent 
with the expectations of the firm’s owners. Governance and the devel-
opment of the firm’s strategy are thus strongly linked.  

  Agency Theory 

 The dominant approach to understanding the governance of a firm is 
called agency theory.  1   The basis of agency theory is the relationship 
between a principal, for example the owner of a firm, and an agent, the 
firm’s manager. The owner wants the manager to make decisions that 
conform to the owner’s interests, primarily economic. The manager 
gets paid to make these decisions and the owner monitors the manag-
er’s behavior to make sure compliance is achieved. But the manager’s 
and owner’s desires may be in conflict. For example, the manager may 
want to invest in projects that increase his or her own wealth at the 
owner’s expense. To keep the manager in check, the owner designs the 
compensation and monitoring systems to suppress or deter the part of 
the manager’s self-interest that is at odds with what the owner wants. 

 How does this framework apply to corporate governance? In 1932 
Adolf Berle and Gardiner Means argued that the control of modern 
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corporations had passed from their owners to professional managers.  2   
Berle and Means suggested that the shift occurred because ownership 
became dispersed among many individuals and institutions at the 
beginning of the 20th century, making effective control of the firm by 
its owners very difficult. Weakened owner control allowed managers to 
make decisions in a context of much looser oversight and monitoring. 

 The change in control had potentially important consequences for 
the distribution of a firm’s profits. As managers became more powerful, 
they gained greater control over decision making and therefore over 
how much of the firm’s profits were to be allocated to owners, to current 
and future projects, and, importantly, to themselves. Assuming manag-
ers were interested in increasing their own wealth, the increase in their 
power meant that their compensation rose at the owners’ expense. Fur-
ther, managers may have invested in assets, such as corporate jets and 
elegant hotel suites, which benefited them more than the firm. 

 But there is an alternative view of this shift in control over decision 
making in the firm. First, when shareholders diversify their holdings 
over a number of firms, they generally lower the overall riskiness of their 
investments, a good outcome. So the reduced scrutiny over managerial 
decision making must be weighed against the lower risk associated with 
a more diversified investment portfolio. Second, if management appears 
to be behaving in its self-interest at the expense of the firm’s owners, the 
shareholders can simply divest their holdings and buy shares in a bet-
ter company, driving down the stock price of the poorly managed firm. 
Third, giving managers greater discretion may improve decision quality 
since they are likely to have better information about the firm’s markets 
and operations than owners. However, the problem remains of ensuring 
that these decisions are in the owners’ interest. 

 So how do the many shareholders that own the firm control and 
monitor the few managers that make the firm’s strategic decisions? The 
answer commonly given is that shareholders act through the board of 
directors. All incorporated organizations are required to have a board 
of directors that represents shareholder interests. When it is combined 
with capital market valuations of management‘s decisions, the internal 
control of managerial behavior through the board and its procedures 
can steer the organization toward higher performance.  3   

 A useful framework for understanding how the board and manage-
ment allocate control over decision making is shown in Figure 12.1 on 
page 340.  4   To involve the board of directors, projects must clearly be 
of substantial scale and importance. For example, the board typically 
considers the following types of decision: new business startup through 
acquisition or internal development, divestitures, major process inno-
vations such as those in information technology, capacity expansion 
projects, top management hiring decisions, changes in accounting and 
financial reporting, and changes related to the ongoing operations of 
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the firm’s products and lines of business. Decisions regarding smaller, 
less complex projects are delegated to management. The degree of proj-
ect detail received by the board depends on the firm’s size and complex-
ity. For example, whereas the board of a start-up firm would probably 
have discussions about the firm’s relationships with major customers 
and suppliers, the board of a large  Fortune  50 company such as IBM 
or GE would be less likely to get information at this level of granularity 
given the firm’s large number of businesses and product lines. 

   The Board of Directors 

 A firm’s board of directors has the primary responsibility for corporate 
governance. The board represents shareholder interests by ensuring that 
the firm makes those strategic decisions that contribute most to share-
holder value, whether in major transactions such as acquisitions or divest-
ments, or in the company’s strategic plan. Also, the board selects and sets 
the compensation for the CEO and other members of the top manage-
ment team, which together are called named executive officers (NEOs), 
according to current SEC compensation reporting rules. Further, the 
board, along with the CEO and CFO, is responsible for the firm’s financial 
reporting and manages the relationship between the firm and its outside 
auditor. Finally, the board advises the CEO and his or her team on critical 
issues faced by the firm, such as financial and managerial issues and inno-
vations, changes in markets and technologies, and shifts in regulation.  5   

 The members of a board of directors are either insiders, such as 
the CEO and other members of top management, or outsiders from 
other institutions. If the firm is a member of a major stock exchange, 
the board of directors is required to have at least three committees: 
audit, compensation, and nominating and governance, each composed 
of outside directors. The American Law Institute Corporate Gover-
nance Project also recommends this structure.  6   Firms vary in board 
structure, depending on their governance needs, beyond these three 

Top Management The Board of Directors

Project Initiation: Generates proposals for

allocating resources and structuring contracts

Project Implementation: Executes the

proposals chosen by the board

Project Ratification: Chooses among the

proposals to be implemented

Project Monitoring: Measures and

rewards project and firm performance

FIGURE 12.1 | The Decision Process under the Separation of Ownership and Control
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core committees. Some firms may add a finance committee to monitor 
and advise on key financial projects. Many firms also have an execu-
tive committee to handle the board’s business. Finally, some firms have 
established the role of lead director, who serves as a supernumerary in 
managing board tasks and in many boards as the head of meetings, 
called executive sessions, of the independent directors. 

  The Legal Duties of the Board 

 Corporate law recognizes two fundamental director duties: (1) the duty 
of care and (2) the duty of loyalty.  7   These two important guidelines of 
director behavior, in conjunction with what is called the business judg-
ment rule, underpin director legal liability. In addition to these explicit 
and necessary duties, directors may also advise management on a range 
of strategic problems, including regulatory, financial, technological, and 
human resource issues. This advice can be a crucial contribution of the 
board of directors to top management, as we will see below. 

  Duty of Care   The American Law Institute defines a board director’s 
duty of care as “the care that an ordinarily prudent person would rea-
sonably be expected to exercise in a like position and under similar cir-
cumstances.”  8   The absence of such care is negligence. So lawsuits from 
shareholders angry about the poor performance of a firm must show that 
the directors were negligent in their board activities. This duty carries 
with it a requirement to develop knowledge related to the firm’s business. 
To demonstrate care, as well as increase his or her contribution to the 
firm as an advisor, a director should become familiar with the business 
fundamentals of the firm. For example, directors of steel firms might be 
knowledgeable about planning and budgeting for large capital projects, 
international trade, metallurgy, contracting with unionized labor, and 
managing large customer accounts. In contrast, the directors of a start-
up software firm might know about software development practices, 
trends in hardware and software operating systems, sources of venture 
capital, and marketing to emerging customer segments. Also, directors 
are considered to have shown greater care when they use in-house and 
external experts and consultants, such as accountants, lawyers, and 
investment bankers, as advisors to evaluate projects and reports. 

 Implicit in the duty of care are the director’s duties to inquire into 
and remain informed about the firm’s ongoing activities. Obviously, 
a board’s constant search for better information about the company 
reduces the potential for management misbehavior. Courts have judged 
directors who have not made inquiries or kept themselves informed in 
violation of their legal obligations. 

 How directors search for information is up to them. Specifi-
cally, directors do not have to “presume rascality” by management.  9   
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Obviously, however, once management’s behavior raises red flags that 
signal potential problems, the board must investigate.  10    

  The Duty of Loyalty   A second explicit duty of corporate directors is the 
duty of loyalty, which is defined as a “duty in good faith to act in the 
best interests of the corporation.”  11   More generally, the director must 
act in a way that is “fair” to the corporation. When there is a conflict 
between the director’s own benefit and that of the firm, the law is clear 
that the firm’s interest dominates. 

 What is the firm’s interest? Generally, it is congruent with but not 
identical to that of the shareholders.  12   Other constituencies may have a 
claim to a director’s loyalty, such as local communities, labor, and sup-
pliers, depending on the jurisdiction. These constituencies are often 
called stakeholders.  13    

  The Business Judgment Rule   Underlying the duty of care is the business 
judgment rule. This rule is used as a “safe harbor” or protection when a 
director’s duty of care is being questioned. This means that when man-
agers make poor business decisions, but the board has adhered to the 
duty of care guidelines, directors are less likely to be sued successfully 
by shareholders for not representing their interests.  14   The following 
statement by the American Law Institute is worth noting:

  The fact is that liability is rarely imposed upon corporate directors 

or officers simply for bad judgment and this reluctance to impose 

liability for unsuccessful business decisions has been doctrinally 

labeled the business judgment rule. For efficiency reasons, corporate 

decisionmakers should be permitted to act decisively and with relative 

freedom from a judge’s or jury’s subsequent second-guessing. It is 

desirable to encourage directors and officers to enter new markets, 

develop new products, innovate, and take other business risks. 15    

 The American Law Institute defines the business judgment rule as 
follows:

  A director or officer who makes a business judgment in good faith 

fulfills the [duty of care] if the director or officer:  

1.    Is not interested in the subject of his business judgment [in the sense 

of having a pecuniary or other form of self-interest];  

2.   Is informed with respect to the subject of the business judgment to 

the extent the director or officer reasonably believes to be appropriate 

under the circumstances; and  

3.   Rationally believes that the business judgment is in the best interests 

of the corporation. 16     
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No business failure in recent years has stim-
ulated more discussion about corporate 
governance than that of Enron in December 
2001. Enron’s bankruptcy resulted from a 
string of policies and investment decisions, 
each of which alone would not have brought 
the company down. But in combination 
they were disastrous.

To understand Enron’s fall, we need 
to look at its origins. The firm began 
as a merger of natural gas pipeline 
companies in 1985. As the U.S. Fed-
eral Energy Regulatory Commission 
(FERC) steadily deregulated the price 
of natural gas from 1985 to 1992, Enron 
expanded to exploit new opportunities. 
In 1988 it opened a subsidiary in the 
United Kingdom to take advantage of 
the privatization of the British power 

industry and in 1989 launched GasBank, 
a gas trading operation.

Throughout the 1990s Enron expanded 
rapidly into international markets. Enron 
also diversified into new trading businesses 
in commodities such as electricity, paper, 
pulp, coal, and broadband. The company 
bought an electric utility in the United 
States in 1997, formed Enron Energy Ser-
vices in 1997, and acquired Wessex Water 
in the United Kingdom in 1998 as the plat-
form for its water subsidiary, Azurix. Finally, 
in 1999 Enron introduced EnronOnline, 
which quickly became the largest e-business 
website in the world.

This aggressive growth path matched 
a steady increase in Enron’s share price, 
consistent with the bull market of the 
1990s (see Figure 12.2). As the decade 
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ended, it became clear that Enron’s tradi-
tional pipeline business had become much 
less relevant for its earnings growth than 
the aggressive pursuit of new businesses 
and the company’s dominant presence 
in Web-based energy trading. Corre-
spondingly, in late 1998, the company’s
share price began to track the technology-
heavy NASDAQ index much more closely 
than the staid Dow Jones index. It is natu-
ral that Enron’s management had a strong 
interest in maintaining the firm’s high valu-
ation, and the key was to meet consistently 
market expectations of the company’s
earnings.

But there were some severe encum-
brances to achieving this goal:

1.  The power plants and pipelines Enron 
owned and operated worldwide did not 
grow earnings quickly.

2.  Many of these plants and pipelines 
were in countries with unstable 
economies and substantial political 
risk.

3.  Enron’s trading businesses made their 
money on volume and frequently 
involved commodities that would not 
be delivered until far into the future.

To solve these problems, Enron execu-
tives adopted two practices whose extensive 
use was innovative but questionable:

• First, to remove high-risk projects 
from the balance sheet, Enron formed 
special purpose entities (SPEs).17 
For example, Enron’s investment in 
Rhythms NetConnection, an Internet 
start-up with high initial losses, 
was bought by an SPE called LJM. 
Andrew Fastow was the general 
partner in LJM, a potential conflict 
of interest, since Fastow was also 
Enron’s CFO. LJM was followed by 
other SPEs: notably LJM II, LJM III, 

and the Raptors. The Raptors were 
to play a major role in the company’s 
downfall.

• Second, Enron booked revenues 
from its energy trading and service 
operations as profit when a trade or 
deal was made, even though the actual 
dollars from the transaction would not 
be received until the contract was fully 
executed, perhaps many years in the 
future. This practice, an application of 
mark-to-market accounting, had been 
approved for Enron by the FERC in 
1991.

Both SPEs and mark-to-market 
accounting were standard practices in 
energy and many other industries. But 
critical questions emerged about Enron’s 
use of them:

First, the SPEs at Enron were designed, 
not for a legitimate economic purpose, but 
to “accomplish favorable financial state-
ment results” through keeping debt off 
Enron’s books and hiding losses in the com-
pany’s merchant investments.18 Many of the 
SPEs involved the exchange of Enron stock 
for cash. Further, the credit capacities of 
four SPEs, called the Raptors, established 
in 2000 and 2001, were preserved through 
derivatives based on Enron’s stock. Through 
the use of these SPEs, Enron was able to 
report earnings, from third quarter 2000 
to third quarter 2001, that were roughly 
$1B higher than they would have been had 
the assets the Raptors owned been con-
solidated on the company’s balance sheet. 
As Enron’s stock declined in value, the 
Raptors had to be dissolved and the com-
pany’s earnings had to be restated, accel-
erating the drop in the stock and leading 
eventually to bankruptcy.19

Second, mark-to-market accounting 
greatly confused the relationship between 
profits and cash flow.20 The company’s 
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profits were large, but its cash flow was 
small.21 This inconsistency was aggravated 
by Enron’s role as the dominant trader in 
many energy-related markets. Because of 
Enron’s dominance, there was no adequate 
market to determine prices other than 
Enron itself.

Moreover, maintaining earnings 
growth required booking new projects 
at an increasing rate, primarily through 
investing in those with higher risk. Since 
the early returns of many of these risky 
projects were likely to be negative, their 
assets had to be kept off the balance sheet: 
hence, Enron’s increasing use of special 
purpose entities.

How well was the firm governed during 
Enron’s period of extraordinary growth? 
The Enron board of directors was composed 
of experienced executives and academics, 
many of whom had been associated with 
the company since the 1980s or early 1990s. 
The board had a high proportion of outside 
directors, who staffed its audit and com-
pensation committees. The board met five 
times a year, and the minutes of its meetings 
showed a reasonable attention to detail.22

In its investigation of the board’s 
role in the Enron bankruptcy, however, 
the Senate Committee on Governmental 
Affairs identified 16 red flags the board 
should have reacted to from January 
1999 until October 2001. They began in 
late 1998, roughly when Enron’s stock 
price began to take off with the NASDAQ 
composite index and leave the Dow Jones 
Industrial Average behind (see Figure 
12.2 on page 343). As the Internet boom 
took hold, investors focused on the poten-
tial of Enron Online and bid the stock 
up, producing an unprecedented era of 
growth in the company’s market value. 
The rapidly rising share price focused 
top management on aggressive growth in 
earnings, but not necessarily cash flow, 
so that investors would keep buying. But, 
as discussed above, how the company’s 
financials were pumped up had all kinds 
of problems. These were a mix of manage-
rial conflict of interest, high risk taking, 
outsized transactions or financial results, 
unexpected business failure, and manage-
ment incompetence, none of which the 
board recognized or corrected.23

 So directors are not likely to be liable for poor company 
performance when they

1.    Abide by the duty of care through remaining informed and asking 
management probing questions.  

2.   Uphold the duty of loyalty by dealing fairly with the firm in their 
judgments.  

3.   Follow the business judgment rule by making decisions that they 
believe are best for the firm.    

 How effective is this legal framework in governing corporations? 
On average, the answer is: very effective. But there are always excep-
tions. Consider the notorious case of Enron and its bankruptcy in 
December 2001, as described in the sidebar.    
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  The Fall of Enron 

 Starting in early 1999, management behavior at Enron began to raise 
a number of red flags. Should the board have responded more aggres-
sively to management’s actions as these red flags appeared? 

 The answer of the Senate subcommittee investigating the board’s 
role in Enron’s bankruptcy was a strong yes. Over the vociferous objec-
tions of the board members, the Senate subcommittee came to the 
following conclusions:  24  

1.    The Enron board of directors failed to safeguard Enron 
shareholders by allowing Enron to engage in high-risk 
accounting, inappropriate conflict of interest transactions, 
extensive undisclosed off-the-books activities, and excessive 
executive compensation.  

2.   The Enron board of directors knowingly allowed Enron to engage 
in high-risk accounting practices.  

3.   Despite clear conflicts of interest, the Enron board of directors 
approved an unprecedented arrangement allowing Enron’s 
chief financial officer to establish and operate the LJM private 
equity funds that transacted business with Enron and profited at 
Enron’s expense.  

4.   The Enron board of directors knowingly allowed Enron to 
conduct billions of dollars in off-the-books transactions to make 
its financial condition appear better than it was and failed to 
ensure adequate public disclosure of material off-the-books 
liabilities that contributed to the company’s collapse.  

5.   The Enron board of directors approved excessive compensation 
for company executives, failed to monitor the cumulative cash 
drain caused by Enron’s 2000 annual bonus and performance 
unit plans, and failed to monitor or halt abuse by board 
chairman Ken Lay of a company-financed multimillion 
dollar, personal credit line.  

6.   Financial ties between the company and certain board members 
compromised the independence of the Enron board of directors. 
The board also failed to ensure the independence of the 
company’s auditor, allowing Arthur Andersen to provide internal 
audit and consulting services while serving as Enron’s outside 
auditor. 25     

 The last point made by the Senate subcommittee reflected a 
groundswell of comment regarding Andersen’s involvement with 
Enron, eventually leading to Andersen’s failure as an accounting 
firm. Enron’s board complained that it was misled by both Andersen 
and Enron’s managers.  26   More generally, the responsibility of boards 
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to assess the credibility of “gatekeepers,” such as accountants, law-
yers, stock analysts, and investment bankers, has become the topic of 
an important debate.  27   

 In hindsight, it is easy to argue that Enron’s board of directors 
should have taken a more conservative approach. But in the heat of 
the moment, with the notoriety and market success of the company, as 
well as the affirmation of outside counsel and accountants, the firm’s 
policies may have appeared acceptable. How can boards in the future 
avoid this trap? 

  The Response to the Collapse of Enron 

 Enron is a cautionary tale of greed, incompetence, and poor corporate 
governance. What makes the company interesting is that it appeared to 
be an innovator in a new industry—one that the firm itself was develop-
ing. Its board was composed of savvy businessmen and academics, but 
the directors did not understand the brave new world of Enron Online, 
the stock market bubble, arcane structured finance, and the growth 
implications of mark-to-market accounting for long-term contracts. 
Moreover, they were clearly poor judges of character and ability when 
it came to Enron’s management. 

 The public response to Enron’s collapse was angry and loud. Con-
gress investigated and subsequently passed the Sarbanes-Oxley Act 
in January 2002. To ensure that accounting firms behave more effec-
tively as gatekeepers, the Act specified stricter conditions for auditor 
independence and established the Public Company Accounting Over-
sight Board to oversee accounting practices.   The Act also assigned 
additional responsibility for the accuracy of corporate financial docu-
ments to a firm’s chief executive and chief financial officers, who are 
required to sign off on the reports submitted to the SEC. These officers 
now face criminal penalties for certifying a report when they know it 
has inaccuracies. The Act required a firm’s management to attest to 
the effectiveness of the corporation’s internal controls and the firm’s 
auditor to sign off on management’s assessment (see the sidebar on 
rule 404 on page 348). The Act also established explicit rules for the 
firm’s audit committee, including the independence of its members 
and its responsibility for the firm’s auditor. These new rules were seen 
as tightening the firm’s governance requirements, primarily regarding 
financial reporting. 

 Also in response to Enron and the rash of other scandals in 
2000 and 2001, the major stock exchanges in the United States rede-
signed their own rules for the corporate governance of listed com-
panies. Notable among these were the new prescriptions of the 
New York Stock Exchange (NYSE). On August 1, 2002, the NYSE 
Board of Governors approved a new and more extensive set of 
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Rule 404 and the Costs and Benefits of SOX

No part of the Sarbanes-Oxley Act has 
caused more of a reaction than Rule 404. 
This rule requires a firm and its accoun-
tants to certify that its internal controls are 
sufficient to preclude more than a remote 
chance that its reported finances would 
have to be materially restated. What exactly 
does this mean?

To adhere to 404, a company has to 
inspect every one of its processes that has 
an effect on financial reporting. If a pro-
cess has a problem in design or reliability, 
it must be fixed. The burden of complying 
with 404 does not fall just on the very large 
firms with their complex and numerous 
processes. Even in relatively simple firms 
the number of processes to be inspected can 
be substantial.

The most severe type of problem that 
can be found in a process is called a mate-
rial weakness, defined as a defect that 
could lead to a material restatement of the 
firm’s finances. Although Rule 404 does 
not specify what materiality means pre-
cisely, companies and their accountants 
have used a rule of thumb of 5 percent or 
more of net (pretax) profits. All material 
weaknesses are required to be made public 
in the firm’s annual report, an embarrass-
ing and potentially damaging announce-
ment, and are expected to be remediated 
promptly.

About 10 percent of the roughly 6,100 
companies filing annual reports in the first 
six months of 2005 declared a material 

weakness. Shareholders tended to punish 
these companies by selling their shares. The 
most harmful types of weakness, in terms 
of the drop in share price compared to the 
market’s trend over 60 days, were problems 
in tax accounting (5.77 percent), in docu-
mentation (5.29 percent), and in personnel 
(4.8 percent).28

The task of inspecting the firm’s pro-
cesses is daunting for companies that are 
not normally subject to regulatory over-
sight or are short on accounting staff. Sev-
eral surveys of moderately large companies 
($15 to $18 billion in revenues) found that 
the costs of compliance with rule 404 in 
2004 were in the range of $4.4 million to 
$7.8 million per firm. These costs were 
expected to decline in 2005 and level off 
subsequently.29

Does Sarbanes Oxley provide any posi-
tive effects that might compensate for the 
increased internal auditing costs, whose 
fixed component hurt small firms espe-
cially hard? What might these benefits 
be? Two possibilities are (1) better infor-
mation for shareholders from increased 
public scrutiny of top management, insid-
ers, and directors and (2) stronger bond-
ing of foreign firms issuing shares on U.S. 
exchanges. Evidence indicates that both 
of these benefits were apparent after SOX 
was enacted.30 Whether they are sufficient 
to compensate for the costs of implement-
ing SOX’s requirements remains an open 
question.

348
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governance standards, which were subsequently submitted to the 
SEC for review and approval.   These reforms were directed almost 
exclusively at improving a company’s reporting system and shaping 
board composition and structure. In general, the reforms did not 
address the quality of the advice and counsel the board gives to top 
management.    

  Board of Directors Effectiveness 

 While the recent reforms are likely to improve the accuracy of financial 
reporting, will they also improve the contribution of corporate gover-
nance to shareholder value? Before we attempt to answer this question, 
we need to ask whether the reforms make any contribution to begin 
with. 

 One way of looking at the importance of good governance is to 
examine how its opposite, bad governance, destroys the market value 
of the firm. What might bad governance mean? A simple but powerful 
characterization is the number of provisions a company puts into its 
bylaws and committee charters to prevent being taken over by another 
firm. The more provisions there are, the greater the difficulty of being 
acquired, which insulates the board and management from shareholder 
complaints. In contrast, having fewer provisions opens the company to 
potential pressure from outside bidders, forcing the board to act in the 
shareholders’ interest. 

 Antitakeover defenses fall into four major categories. The most 
prevalent types of defense are listed below: 

  Tactics for Delaying Hostile Bidders: 

•     Blank check : The board can issue preferred stock without 
shareholder approval.  

•    Staggered board : Directors are elected in cohorts, so that a 
majority cannot be elected at one time.  

•    Special meeting : Shareholders cannot request a meeting of the 
board.  

•    Written consent : Shareholders must submit written requests to 
the board.    

  Board and Management Protection: 

    • Compensation plan : For example, rabbi trusts, which are 
triggered by a change of control.  

•    Golden parachutes : Provisions that specify large payouts to the 
board or management when control changes.  
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   • Liability and indemnification : Typically insurance policies, paid 
for by the company, that protect the board and management from 
shareholder suits.    

 Voting Rules:

   •  Supermajority voting : A takeover can only be approved by a 
supermajority of the board and a majority of shareholders, or a 
majority of the board and a supermajority of shareholders.    

  Other: 

    • Fair price : Bidders must pay all shareholders the same price.  

•    Poison pill : The board may declare a dividend for existing 
stockholders, which gives them the right to buy one share for 
each of their existing shares when a bidder’s holdings have 
exceeded a certain percentage of the company’s equity, say 15 
percent.    

 What do these provisions imply for the valuation of the com-
pany? The answer is that they have a significant effect. Paul 
Gompers and colleagues have studied the impact of takeover defenses 
by looking at two groups of firms.  31   One group, called “democra-
cies,” has the lowest number of antitakeover provisions (five or less), 
and the second group, called “dictatorships,” has the highest num-
ber (roughly 14). Gompers shows that if an investor bought shares 
in “democracies” and sold “dictatorships” short, his or her return 
would be about 8.5 percent per year, a truly remarkable amount. 
The moral here is that protection provisions, however comforting 
they may be to a company’s board and officers, are not at all in the 
interest of shareholders. 

 In addition to governance provisions, board characteristics have 
been found to influence firm performance, but the nature of the effect 
depends on what performance means. Table 12.1 shows what we know. 
To summarize:

   1. There is no guarantee that firms will achieve higher operating 
performance when they add more independent board members.  

  2. Shareholders benefit when independent directors have power 
(e.g., membership on the finance committee).  

3.   With more outsiders, the board makes decisions that, in general 
but not always, preserve the shareholders’ interest (e.g., they 
are more likely to replace a poor performing CEO and resist 
greenmail but also to provide more golden parachutes).  

4.   Independent directors act as conduits of innovations to the 
firm, some potentially harmful (e.g., knowledge of antitakeover 
defenses, acquisition practices).    
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 TABLE 12.1  |   Effects of Board Independence and Size on Firm Performance      

     Higher percentage 
of independent 
directors on board   

        Effect on 
Operating 

Performance  

  Effect on 
Shareholder 

Value  
  Occurrence of Significant Events 

Affecting Performance    

  Operating 

performance lower 

when proportion of 

outsiders increases 32  

  Share price 

decreases when 

insiders selected, 

unless they 

have high stock 

ownership 33   

  • Poison pill less likely 34    

               •  Resignation of poor 

performing CEO more likely 35    

               •  Selection of outside CEO more 

likely 36    

               • Fewer shareholder lawsuits 37    

               • Resistance to greenmail 38    

               •  Golden parachutes more likely 

when outsiders join after 

CEO 39    
    Higher percentage 
of independent 
directors on finance 
committee   

  Operating 

performance 

increases 40   

  Share price 

increases 41        

    Board interlocks 
with other firms           

  •  Poison pill more likely when 

interlocked firms have one 42    

               •  Acquisitions more likely when 

interlocked firms do them 43    

               •  More likely to adopt 

multidivisional form when 

interlocked firms do 44    

    Smaller board 
size   

  Higher operating 

performance in 

small firms 45   

  Higher 

share price 

performance 46         

    Note: The numbered footnotes in the table body refer to sources in the End Notes.      

 The benefit of outside directors thus depends on what outcome 
we are focused on. Why are these results not more consistent with the 
idea of separating ownership and control? A simple explanation of why 
increasing outsiders on the board does not improve a firm’s perfor-
mance is that the board itself cannot change the factors that determine 
the firm’s poor market position. Remember that the board ratifies but 
does not propose strategic decisions. Strategy making almost always 
begins with the CEO and his or her team. 

 To assess the board’s effectiveness, its role therefore must be exam-
ined in relation to that of the CEO. The board of directors cannot turn 
a company around or improve its performance; only the CEO can do 
that. The board can, however, fire a poor performing CEO, as outsider-
dominated boards are more likely to do (see Table 12.1). Returning to 
the Enron story, perhaps the board’s close relationship with top man-
agement damaged its ability to ferret out key problems and see the red 
flags for what they were.  
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  CEO Compensation 

 The CEO plays a primary role in designing and executing the firm’s 
strategy. When the firm performs well, the CEO receives some of the 
praise. Likewise, when the firm does badly, the CEO takes the blame. 
Given that pay and performance should be aligned in order to provide 
the correct feedback to decision makers, we can ask the following 
question: Does the performance of the firm affect how much the CEO 
makes? 

 This question can be viewed in three ways. The first is that CEO 
compensation depends primarily on the scale of the task, captured 
in the firm’s size in revenues.  47   Since managing larger firms in gen-
eral requires more effort and ability, CEOs of bigger organizations are 
likely to be paid more. Second, top management compensation should 
reflect higher returns to shareholders.  48   This argument is based on the 
principal–agent model. Shareholders, again, are the principal and 
attempt to control the behavior of the agent—the firm’s CEO—through 
appropriate incentives designed by the board of directors.  49   The third 
point of view involves the board’s composition and CEO reactions to it.  50  
As a company’s board becomes more independent, the CEO may attempt 
to gain favor with board members and induce them to accept proposals, 
including those regarding compensation. CEO ingratiation and persua-
sion behavior with the board can thus determine higher pay. 

 What do we know about the effects of size, performance, and CEO 
ingratiation on compensation? Interestingly, firm size is the dominant 
factor predicting CEO compensation, consistent with the analysis in 
the next section on the small business health insurance industry.  51   
Then, controlling for size, compensation is weakly related to changes 
in shareholder returns.  52   The strength of this relationship increases 
when stock awards and stock options are included in the compensation 
package and when the firm’s stock price volatility is low.  53   Last, even 
considering the effects of firm size and performance, the ingratiation 
of the CEO with the board can increase his or her compensation.  54   So 
all three points of view have some validity. 

 How do CEOs in the same industry compare in their compensa-
tion? How much do size and performance determine different kinds 
of compensation, such as salary, bonus, and stock grants and options, 
within the same industry? How stable are compensation patterns over 
time? These questions are answered in the next section for an indus-
try that is reasonably representative of national industries with many 
firms—the individual/small group health insurance industry. 

  Trends in CEO Compensation in the Health Insurance Industry 

 Studying a single industry can illustrate how firm performance and 
types of CEO compensation are related over time. The industry 
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analyzed here is comprised of 20 midsized and larger firms selling 
individual and small group health insurance between 1998 and 2001. 
Most of these firms are direct competitors for the same customers. 

 There are four types of CEO compensation:

1.    Salary.  

2.   Bonus.  

3.   Other compensation (e.g., stock grants, options, reimbursed 
travel and housing expenses).  

4.   Total compensation.    

 Table 12.2 shows the average and median change in these types 
over 1999, 2000, and 2001. There are two obvious trends: an outsized 
rise in “other” compensation from 1999 to 2000 and a reduction in the 
growth of all types of compensation from 2000 to 2001. CEO compen-
sation over time, even within a single industry, thus hardly follows a 
smooth pattern. 

 Five indicators of a firm’s scale and performance are used to predict 
CEO compensation. These measures are revenues (scale), market capi-
talization (capital market performance), market-to-book ratio (capi-
tal market performance), return on equity (accounting performance), 
and earnings per share (accounting performance). These factors pre-
dict four separate parts of the compensation package: (1) CEO salary, 
(2) bonus, (3) other compensation, and (4) total compensation, using 
regression analysis on all 20 firms combined across the three years. 
The analysis adjusts for industrywide yearly effects. 

 Table 12.3 on page 354 shows a summary of the results. The entries 
in the table are regression coefficients. For present purposes, we are 
interested in whether a factor, such as revenues or market capitaliza-
tion, predicts compensation with statistical significance, as indicated 
by an asterisk. Clearly, revenues are the best predictor of CEO compen-
sation in the industry, and the factors overall predict a relatively high 
percentage of the variation in all compensation components except 
“other,” for which the model has little predictive value (see the last 
column in the table). 

 These results are consistent with research showing the effect of 
scale on CEO compensation in other industries, as discussed above. We 

 TABLE 12.2  |   Trends in CEO Compensation—All Firms, 1999 to 2001           

         Change, 1999–2000 (%)     Change, 2000–2001 (%)   

        Salary     Bonus     Other     Total     Salary     Bonus     Other     Total    

    Average change     19%     18%     168%     69%     5%     4%     106%     14%   

   Median change     8     11     high      29     4     0     2     1      
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   Types of CEO 
Compensation    Revenues  

  Market 
Cap   

 Market/
Book    ROE    EPS   

 Variation in 
Compensation 

Explained by the 
Five Factors (%)    

    Salary     40.85*     16.13     17229     181278     19840     76%   

   Bonus     123.13*     6.45     126855     781409     10861     58   

   Other: Stock 

options, stock

grants, etc.     49.33*     ⫺57.96     49149     728420     ⫺56672     16   

   Total Comp     213.32*     ⫺35.36     193228     1691136     ⫺18439     59    

    *The coefficients with an asterisk have a statistically significant effect of the factor on the types of compensation.      

 TABLE 12.3  |   What Predicts CEO Compensation?         

         Five Factors Predicting CEO Compensation       

can also use this analysis to benchmark the CEO compensation of each 
firm in the industry. First, we estimate what one would expect a CEO’s 
compensation to be, given the size and performance of his or her firm. 
Second, we can compare this estimated value to the CEO’s actual com-
pensation. If the estimated value is higher, one could argue that the CEO 
is paid less than the firm’s characteristics would predict; if the estimated 
value is lower, the CEO is paid more than one would expect. 

 Looking only at total compensation, the following patterns emerge 
(see Table 12.4). Six firms are consistently above the industry trend for 
two or three years, while 13 firms are consistently below it—twice as 
many. Thus, in this industry the CEOs of a few firms are overpaid” while 
the CEOs of the other firms are “underpaid.” So it is much too simple to 
say that CEOs in general make too much money. Just ask those in the 
underpaid group whether this is their experience. 

    Governance in Different Countries 

 In this chapter, we have discussed primarily the role of owners, boards 
of directors, and CEOs in shaping a firm’s governance agenda and 

 TABLE 12.4  |   How Many Firms Were Consistently Above or Below the Norm?    

    Patterns of Compensation over the Three Years     Number of Firms    

    Never above industry trend     8   

   Above industry trend for one year     5   

   Above industry trend for two years     3   

   Above industry trend for all three years     3      
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decisions. This point of view (called the Anglo-American model) has 
been developed in the United States and Great Britain over several 
centuries and has become one of the major components of the mod-
ern capitalism. Expectations of effective governance as defined by this 
model reduce the risk suppliers of capital might face in their invest-
ments. Without available capital, managers could not invest in new 
projects, and entrepreneurs could not start new businesses. 

 Yet this model is not the only one that has developed in capitalist 
countries (see Table 12.5 for a comparison of the five largest capitalist 
nations). In some countries, governance may be strongly influenced by 
other factors such as government intervention and interfirm networks 
in addition to boards of directors. In Japan and France the government 
bureaucracy is powerful and diligently monitors firm behavior. Fur-
ther, in Japan groups of large companies are tied together in  keiretsu , 
with a central firm and a bank at its hub, unlike the more dispersed 
ownership and management systems in the United States and parts of 
Europe.  55   Further, Japanese society and institutions frown on hostile 
takeovers, as shown by the recent Supreme Court ruling supporting 
Bulldog Sauce’s use of a poison pill. In Germany, large banks, such as 
Deutsche Bank and Commerzbank, mediate the relationship between 
German shareholders and the companies in which they own shares. 
These banks, as well as other large financial institutions including Alli-
anz, the mammoth German insurance firm, have substantial influence 
over corporate governance in large German companies.  56   

 TABLE 12.5  |   Institutional Environments of Large Firms by Country57                France    Japan    Germany  
  United 

Kingdom   

 United 
States    

     Owners     Public, 

Families  

  Public 

corporations  

  Public, 

corporations, 

financial 

institutions, 

families  

  Public, 

financial 

institutions  

  Public, financial 

institutions   

    Boards of 
Directors   

  Limited 

power  

  Weak 

boards; 

strong 

insiders  

  Strong: bank 

representation; 

labor/ 

management 

codetermination  

  Relatively 

powerful; 

shareholder 

influence  

  Relatively 

powerful; 

institutional 

shareholder 

influence   

    Interfirm 
Networks   

  Two 

investment 

banks 

central; 

social elites  

  Banks 

central; 

industrial 

groups; 

social elites  

  Financial 

institutions 

central; no 

industrial groups  

  Weak 

structure; 

some social 

ties  

  Weak structure; 

institutional 

investors central   

    Government 
Intervention   

  Variable    Strong 

bureaucracy   

  Low; noninter-

ventionist  

 Increasing 

deregulation   

 Increasing 

deregulation      
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 To build a comprehensive framework of corporate governance, 
then, we need to include government intervention, the legal system, 
and interfirm networks with boards of directors and owners. How 
do these separate factors contribute to effective governance? We 
have seen that in the United States, boards of directors have some 
influence but not as much as we might have expected. Directors are 
not tightly controlled by the legal system regarding liability and so 
pursue their duties more in the spirit of following norms of proper 
governance than from fear of shareholder suits.  58   At the same time, 
a company’s managers are constrained by competitive pressures in 
the product market to make effective investments and are compen-
sated for growing the firm. This combination of weak boards and 
strong managers in the United States contrasts with stronger owners 
and weaker managers in Germany.  59   Thus, it is the combination of the 
full range of governance factors in each country that determines how 
well firms are governed and how able they are to compete locally and 
in international markets. 

 Advanced capitalist countries, including those listed in Table 12.5, 
have developed effective combinations of key governance elements that 
together force entrepreneurs to respect the demands of their sources of 
capital. These combinations evolve in response to breakdowns in the 
governance system. The responses to the current governance problems 
in the United States, with which this chapter began, are examples of 
this adjustment process.  

  Summary 

 In this chapter we have covered the broad and enduring topic of corpo-
rate governance. Effective governance begins with a strong, knowledge-
able board of directors that is willing to limit the number of takeover 
defenses to a minimum. An effective board assists the CEO in compli-
ance matters and in making strategic decisions. In response to Enron’s 
failure, new compliance rules were established in the United States to 
create a higher standard of financial reporting. But these new rules 
probably cannot assure better strategic judgment by boards. There is 
little evidence that firm performance improves as outsiders are added. 
Finally, corporate governance is fundamentally driven by a range of 
institutions within a society, such as the legal system, government 
regulation and intervention, and the connections among the owners 
of firms. Major capitalist countries vary substantially in these charac-
teristics. International comparisons of firm strategy should account 
for these differences, as societal institutions supplant or substitute for 
each other across countries to produce governance practices that may 
or may not be equally effective. 
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  Summary Points 

    • A broad view is that governance comprises the institutions 
and mechanisms that design and monitor the rules used to 
make decisions in the firm, especially those decisions that 
involve compliance with legal, accounting, or governmental 
regulations.  

•   Effective governance also involves designing decision-making 
rules that improve the firm’s performance.  

•   Governance focuses on ensuring that the firm is performing at or 
close to its economic potential, consistent with the expectations 
of the firm’s owners.  

•   The dominant approach to understanding the governance of the 
firm is called agency theory.  

•   Through the board of directors, shareholders who own the firm 
control and monitor the managers that make the firm’s strategic 
decisions.  

•   If the firm is a member of a major stock exchange, the board of 
directors is required to have at least three committees: an audit, 
a compensation, and a nominating committee, each composed of 
outside directors.  

•   Two fundamental director duties recognized in corporate law 
are the duty of care and the duty of loyalty, which in conjunction 
with what is called the business judgment rule, underpin the legal 
liability of directors.  

•   The reforms in response to Enron’s failure were directed almost 
exclusively at improving the financial reporting system and the 
shape of board composition and structure, but did not address 
the quality of the advice and counsel the board gives to top 
management.  

•   There is no guarantee that firms will achieve higher operating 
performance when they add more independent board members.  

•   Shareholders benefit when independent directors have power 
(membership on the finance committee).  

•   With more outsiders, the board makes decisions that in general 
but not always preserve the shareholder’s interest.  

•   Independent directors act as conduits of innovations to the firm 
(knowledge of antitakeover defenses, acquisition practices).  

•   The role of the board therefore needs to be examined in 
conjunction with that of the CEO for its effectiveness to be 
assessed.  
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•   CEO compensation is tied primarily to firm size, higher returns 
to shareholders, and CEO ingratiation and persuasion behavior 
with the board.  

•   It is important to recognize that in some countries, governance 
may be strongly influenced by other factors, such as government 
intervention and networks of firms, in addition to boards of 
directors.  

•   To build a comprehensive framework of corporate governance, 
we need to include government intervention, the legal system, 
and interfirm networks to boards of directors and owners.       

  Questions for Practice 

 Think of an industry in which you are working or have worked or that 
you are researching to answer the following questions.

    1. What is your board’s committee structure? Is it effective?  

   2. What is the proportion of insiders to outsiders on the board? 
How effective are outside directors in bringing an objective 
perspective to board issues?  

 3.   How effectively does your board interact with management in 
discussing key issues confronting the company? Is there a full 
and open discussion that leads to effective decisions?  

 4.   How has your company responded to Sarbanes-Oxley 
requirements? Has it benefited operationally from its 
response?  

 5.   What are the key provisions your company has put in place to 
control its interaction with shareholders?  

 6.   How effectively does your board involve itself in strategic issues 
facing the company?  

 7.   How effectively does the board address management succession?  

 8.   How effectively does the board deal with executive compensation 
issues?  

 9.   Has your company developed and published a comprehensive set 
of corporate governance guidelines?  

 10.   What are the key institutional factors within your country that 
influence the way your company is governed?      
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 A 

  absorptive capacity  The ability of the firm 
to adopt innovations developed by other 
organizations based on its prior experience with 
similar or related practices or technologies. 

  activity system  The set of identifiable 
activities, policies, and practices that comprise 
the key elements through which the firm 
operates. 

  agency theory (in corporate 
governance)  The theory of corporate 
governance that specifies management as 
the agent of shareholders and the board 
of directors as their representatives 
responsible for ensuring that management 
decision making adheres to their 
interests. 

  alignment problem in incentive systems  The 
problem caused by a disconnect between the 
task outcomes desired and the measures used to 
assess task performance. 

  antitakeover defense  A policy written into 
a company’s bylaws or board charters that 
inhibits a potential acquirer from bidding for 
control of the company. 

  arms race  A type of competition in which two 
or more firms in an industry invest in product 
or process innovations at about the same rate 
and with about the same contribution to their 
market positions so that no firm gains an 
advantage over the other. 

  asset specificity  The specialization or 
customization of a supplier’s assets or activities 
to the requirements of a buyer. 

B

  backward integration  A firm’s vertical 
integration into an activity that is closer to the 
source of raw materials than to the end user, as 
when an assembly firm integrates a component 
fabrication activity. 

  BCG (Boston Consulting Group) matrix  A 
portfolio management method based on market 
growth and relative market share. 

  Bertrand competition  Competition on price, 
as opposed to quantities. 

  blank check  A takeover defense that allows 
the board of directors to issue preferred stock 
to thwart a potential acquirer from gaining 
control of the company. 

  business judgment rule  A rule, based on 
what one would expect a prudent judgment to 
be, that is used as a “safe harbor,” or protection, 
when a director’s duty of care is being 
questioned. 

  buyer concentration  The level of concentration 
in the industry to which the firm sells its 
product. 

  buyer experience  The extent to which buyers 
have experience using the firm’s product. 

  buyer power  The ability of the buyer to force 
the firm to lower its price without lowering the 
value offered, or raise its value without raising 
its price, or both. 

  buyer surplus  The difference between the 
value the buyer receives from a product and the 
price the firm charges for this value. 

  C 

  capability  The firm’s ability to accomplish 
tasks that are linked to performance by 
increasing value, decreasing cost, or both, 
through the coordinated efforts of teams whose 
members may change even as the practices 
involved persist and improve. 

  capital asset pricing model (CAPM)  A 
model for valuing an asset (e.g., a security or 
other type of investment) based on the sum of 
the return on a risk free investment (e.g., a U.S. 
Treasury bond) and the asset’s risk premium, 
which is the difference between the return of 
the market (say, the S & P 500) and the risk-free 
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return, weighted by the correlation between the 
historical returns of the asset and the market. 

  cartel  A group of firms in an industry that, 
either legally or illegally, make decisions jointly 
in order to increase their profits. 

  carve-out  The partial spin-off of a business 
unit from a firm by offering some of the equity 
in the unit to the public. 

  cash cow  In the portfolio of a diversified firm, 
the business unit that has a dominant market 
share in a low-growth industry. 

  causal ambiguity  The difficulty competitors 
encounter in copying a rival’s capability because 
they are unable to emulate the policies and 
practices that underlie it. 

  centralization  The creation of a single higher-
level activity (e.g., procurement, marketing, or 
R & D) to replace multiple, disparate activities 
spread across lower-level units. 

  comparative advantage  The benefit that a 
global firm receives from locating an activity in 
a country through local inputs such as capital, 
materials, labor, technology, and practices. 

  compensation system  The system within the 
firm used to reward managers and workers for 
task performance. 

  competitive advantage  The combination of a 
firm’s superior market position and the ability 
to defend this position from competitors. 

  complement or complementary product  A 
product in another industry that increases the 
value of the firm’s products (e.g., ski resorts and 
skis). 

  concentration ratio  The ratio of the 
aggregate volume or revenues of the top firms 
in an industry, typically the top four or eight, to 
total industry volume or revenues. 

  consistency in an activity system  The extent 
to which the activities in the system reinforce 
each other to improve the firm’s execution of its 
strategy. 

  controllability problem in incentive 
systems  When managers are unable to 
identify the degree to which performance is due 
to skill, effort, or luck. 

  core competence  The combination of a 
strong technology platform and entrepreneurial 
management skills, within a multibusiness firm, 
that leads to the creation of new businesses 
whose learning feeds back into and strengthens 
the platform. 

  core elements in an activity system  Key 
policies and activities that have a major impact 
on the firm’s market position. 

  core rigidity  The inability of a firm to adapt 
to changing market or technological conditions 
because of its attachment to its core practices 
and customers. 

  corporate governance  The institutions 
and mechanisms that guide the design and 
monitoring of a firm’s strategic and operating 
decisions as well as those that involve compliance 
with legal, accounting, or governmental 
regulations, in order to align the firm’s 
performance with the expectations of its owners. 

  cost advantage  The extent to which one firm 
has lower costs than its rivals in selling to a 
customer. 

  cost leadership  The generic strategy of 
achieving the lowest costs in an industry. 

  cost of capital  The weighted average of (1) 
the firm’s cost of equity, calculated either using 
CAPM or the dividend capitalization model, and 
(2) the cost of the firm’s debt. 

  Cournot competition  Competition on 
volume, not price. 

  crossing the chasm  The change in the 
strategy of a firm as it shifts its focus from early 
adopters of its product to the next segment in 
the product life cycle, called the early majority. 

  customer-based organizational structure  
A type of organizational structure in which 
customer industries or sectors are the primary 
mode of organizing activities.  

  D 

  dedicated asset  An asset, business, or activity 
external to the firm that is dedicated to the firm, 
such as a distribution channel or a supplier. 
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  demand (volume) uncertainty  A high degree 
of difficulty in forecasting the volume of the 
firm. 

  differentiation  The generic strategy 
associated with achieving a value advantage 
over competitors. 

  direct or explicit collusion  The 
coordination, through direct communication, 
of prices, production volume, or other 
decisions, by a group of firms in an industry 
in order to lower competition and increase 
profits. 

  disruptive technology  Christensen’s term to 
describe a product based on a new technology, 
composed primarily of standard components, 
whose price and functionality are substantially 
lower than the incumbent product, and which 
is not initially desired by customers in the 
core market but subsequently achieves rapid 
acceptance. 

  distinctive competence  A relatively 
sustainable capability that produces a firm’s 
critical value and cost drivers, leading to a 
superior market position. 

  distortion in incentive systems  The problem 
in performance evaluation created by the 
underweighting of hard-to-measure activities 
and the overweighting of those that are easy to 
measure. 

  diversification  The firm’s investment, either 
through development or acquisition, in a new 
business unit. 

  diversification discount  The empirical 
finding that the equity of a multibusiness firm 
may trade at a discount to a set of comparable 
single businesses. 

  dominant design  The culmination, across 
firms and over the industry life cycle, of a series 
of innovations in a product’s components, 
architecture, and related value drivers, such as 
service, network externalities, complements, or 
breadth of line. 

  double-loop learning  Problem solving that 
extends outside the task’s normal domain and 
raises questions about the task parameters 
themselves. 

  dual pricing  A transfer pricing rule that 
involves two prices: full cost to the buyer and 
market price to the supplier. 

  duopoly  An industry in which there are only 
two firms. 

  duty of care  A board director’s duty to 
exercise the care that an ordinarily prudent 
person would reasonably be expected to 
exercise in a like position and under similar 
circumstances. 

  duty of loyalty  A board director’s duty to act 
in good faith regarding the best interests of the 
corporation. 

  dynamic capability  The ability of a firm, as 
it grows, to innovate repeatedly, typically in key 
activities related to its performance. 

  dynamic growth cycle  The cycle of firm 
growth linking size, innovation, productivity, 
profitability, and capacity expansion.  

  E 

  early adopter customers  Customers who 
are attracted to a product early in its life cycle 
primarily because of the product’s technology. 

  early majority customers  Customers who 
are attracted to a product in the life cycle stage 
after early adopters. 

  early mover advantage  A benefit that accrues 
to a firm that has entered an industry early in 
its life cycle, based on a superior early market 
position and a strong dynamic growth cycle. 

  economic contribution  The difference 
between the value offered by a product to a 
customer and the firm’s cost to produce that 
value. 

  economies of scale  A decline in a firm’s 
average recurring costs in an activity as volume 
increases and fixed costs are spread across the 
larger number of units produced. 

  economies of scope  The lower cost of 
producing two products using shared assets and 
practices compared to the cost of producing the 
products separately. 

  efficient boundaries model  The model 
developed by Oliver Williamson to describe 
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the relationship between asset specificity, 
transaction costs, production costs, and vertical 
integration. 

  employment relationship  The rules that 
govern the relationship between the firm and 
an employee. 

  entry barriers  The factors that raise the costs 
of firms to enter an industry. 

  exchange autonomy  A transfer pricing policy 
that applies when transactions between an 
internal buyer and supplier are not mandated 
and have no particular pricing scheme.  

  F 

  five forces  Michael Porter’s framework for 
describing the industry factors that influence 
firm performance—buyers, suppliers, 
competition, entry, and substitutes. 

  fixed costs  Those costs that remain relatively 
constant as volume changes. 

  forward integration  Vertical integration into 
an activity that is closer to the end user of the 
product (e.g., sales, distribution, or service). 

  functional structure  A type of organizational 
structure in which functions (e.g., marketing, 
operations) are the primary mode of organizing 
activities.  

  G 

  generic strategy  Michael Porter’s 
characterization of two market positions 
that may lead to superior profitability—cost 
leadership and differentiation. 

  geographical structure  A type of 
organizational structure in which geographical 
regions are the primary mode of organizing 
activities. 

  global configuration  The array of 
geographical locations where global firms have 
placed their activities. 

  golden parachute  A clause in an executive’s 
employment contract specifying that he or 
she will receive large benefits if the company 
is acquired and the executive’s employment is 
terminated.  

  H 

  hierarchical referral  The coordination 
mechanism in which employees refer a problem 
to superiors for resolution. 

  hypercompetition  The state of competition 
in which firms, typically in a mature industry, 
engage in both multipoint competition and an 
arms race.  

  I 

  incentive system  The reward system through 
which individuals and units are motivated to 
perform their tasks. 

  incomplete contracting  When all the 
contingencies that impinge on a contracting 
relationship between two parties cannot 
be specified at the time the contract 
is written. 

  industry evolution  The passing of an industry 
through three stages: growth, shakeout, and 
maturity. 

  information anchoring  The decision-
making bias associated with the overuse of 
information that is received first in a sequence 
of alternatives. 

  information availability  The decision-
making bias associated with the overuse of 
information that is most available. 

  interdependency problem in incentive 
systems  When performance depends on the 
efforts of a team, making it difficult to identify 
individual contributions. 

  internal capital market  The allocation 
of financial capital to businesses within a 
multibusiness firm, substituting for the external 
capital market. 

  internalization in global strategy  The 
vertical integration of a global firm into 
activities performed in a host country, usually 
sales and distribution first and subsequently 
other functions. 

  isolating mechanisms  The factors 
that sustain a firm’s market position by 
increasing customer retention or impeding 
imitation.  
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  J 

  joint venture  A business created by two firms 
so that they can pursue a common interest or 
complementary interests.  

  L 

  labor pooling  The sharing of a common 
labor force by firms in the same geographical 
region. 

  learning costs  The costs incurred by a firm or 
manager in learning a new practice. 

  learning curve  The steep reduction in an 
activity’s costs through learning as volume 
increases. 

  limit pricing  The price firms in an industry 
may set to deter entry. 

  low-cost inputs  Inputs whose prices are 
lower than those of competitors due to sourcing 
either from a low-cost geographical region or 
from a highly efficient, dedicated supplier.  

  M 

  mandated full cost  A transfer price in 
which an internal supplier sells its product to 
an internal buyer at full cost in a mandated 
relationship. 

  mandated market price  A transfer price in 
which an internal supplier sells its product to 
an internal buyer at market price in a mandated 
relationship. 

  Marakon profitability matrix  A portfolio 
analysis method, developed by Marakon 
Associates, which assesses business units 
in terms of (1) whether they are gaining or 
losing competitive advantage and (2) their 
ratios of return on equity to the firm’s cost of 
capital. 

  market position  The location of a firm 
in an industry defined by the level of value 
offered to customers and the cost the firm 
incurs to produce that value. 

  matrix structure  A firm’s reporting structure 
organized in two dimensions (say, function and 
region) that are equally weighted so that some 
managers have two superiors. 

  mission statement   The part of a strategic 
plan that describes the firm’s business scope 
and intent. 

  mobility barrier  The costs of moving from 
one strategic group to another, typically 
understood to be imposed by the actions of 
firms in the target group. 

  monopoly  An industry that contains only one 
firm. 

  multidivisional (product) structure  The 
structure of a multibusiness firm in which the 
primary organizing dimension is the business 
unit or division. 

  multidomestic structure  The structure of 
a global firm in which the regions operate as 
separate businesses. 

  multipoint competition  Competition 
between firms, typically in a mature industry, 
in which they face off against each other with 
broad product lines across geographical regions 
or market segments.  

  N 

  network externalities  Economies of scale 
in demand, which means that the benefit each 
customer receives from a product increases as 
new customers are added. 

  niche market  A submarket within an industry 
whose customers have special preferences. 

  noise in an incentive system  A difficulty in 
performance evaluation of separating individual 
effort and skill from luck and the contributions 
of others. 

  noncooperative strategic interaction  The 
coordinated behavior of firms in an oligopoly 
based on mutual observation but no direct 
communication.  

  O 

  oligopoly  An industry composed of a small 
group of firms. 

  options strategy in partnering  An 
approach to partnering that allows a firm to 
learn enough about a new technology to be 
able to plan for the development of projects 
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based on it through making a small, low-risk 
investment in another firm’s projects below 
the amount required to develop the new 
technology to scale. 

  organizational structure  Typically, the 
formal reporting structure of the firm, but 
it may also include the network of informal 
relationships. 

  outsourcing  Shifting an activity from inside 
the firm to an outside supplier.  

  P 

  partnership  A relationship between two firms 
that is closely coordinated in order to achieve 
joint gains. 

  path dependence  The tendency of a firm 
over time to invest in innovations that are 
upwardly compatible with each other, thereby 
creating a relatively unique path of product and 
process development. 

  perfect competition  The state of competition 
when no entrant to an industry can make more 
than its cost of capital. 

  piece rate compensation system  The 
compensation system in which workers are 
rewarded on the basis of their output. 

  poison pill  An antitakeover defense in which 
the board may declare a dividend for existing 
stockholders that consists of the right to buy 
one share for each of their existing shares when 
a bidder’s holdings have exceeded a certain 
percentage of the company’s equity, say 15 
percent. 

  portfolio management in a multibusiness 
firm  Corporate management of the set of 
businesses in a multibusiness firm. 

  positioning strategy in partnering  An 
approach to partnering in which one firm puts 
more financial, technical, and managerial 
resources into the alliance in order to build a 
viable business, either with the other firm as 
a partially independent partner or later as a 
wholly owned unit. 

  price competition  Competition based on the 
price of the product. 

  price leadership  An industry practice in 
which one firm takes the role of setting prices 
for the industry as a whole. 

  prisoner’s dilemma  A game in which two 
players have two strategies, A and B, so that 
when they both play strategy A, each wins a 
little; and when one player plays A and the 
other B, the B player wins a lot and A player 
loses a lot; but when both play B, they both 
lose a little; with the outcome that, without 
communication, both play B and lose a little. 

  process innovation  An innovation in an 
activity to lower costs or improve value. 

  product innovation  The development of a 
new product, typically with higher technical 
functionality. 

  product life cycle  The passage of a product 
through three major stages: growth, maturity, 
and decline. 

  product line extension  The addition of new 
products to a firm’s product line. 

  property rights  The legal rights assigned to 
the owner of a tangible or intangible asset that 
prevent others from copying its design, core 
attributes, or other characteristics. 

  property rights approach  The theory, first 
introduced by Sanford Grossman and Oliver 
Hart, whose core proposition is that the 
company that benefits most from controlling 
investments in an activity will internalize it.  

  Q 

  quantity competition  Competition through 
investments in volume.  

  R 

  real options  The extension of financial 
options models to nonfinancial investments 
such as new production capacity, technology 
projects, exploration projects such as oil or gas 
wells, and even joint ventures with other firms. 

  repository of knowledge (in a partnership)  
The presence and availability in a partnership 
of the two firms’ cumulative experience in 
dealing with each other over time. 
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  residual income  A divisional performance 
measure that includes a charge for the firm’s 
cost of capital. 

  resource complementarity  The extent 
to which the returns to two resources are 
positively correlated. 

  ROI (return on investment)  The ratio of a 
project’s after tax profit to the investment in the 
project.  

  S 

  Sarbanes-Oxley Act  An act of the U.S. 
Congress in 2002 to establish a governing 
body for the monitoring of financial reporting 
and accounting firms (the Public Company 
Accounting Oversight Board), impose new 
accountability for corporate executives 
concerning their firms’ financial reports, and 
impose new standards for internal controls 
within firms, among other purposes. 

  scale-driven cost driver  A cost driver that 
becomes more effective as volume increases 
(e.g., scale economies, scope economies, and 
the learning curve). 

  scale-driven value driver  A value driver 
that becomes stronger as volume increases 
(e.g., network externalities, geographic scope, 
brand). 

  scenario analysis  A process in which 
managers identify possible future states of 
their business environment, commonly used in 
strategic planning. 

  search costs  The costs a firm or individual 
incurs in searching for a new product or 
supplier. 

  shakeout  The second stage in industry 
evolution in which the number of firms exiting 
the industry exceeds the number of firms 
entering. 

  staggered board  A corporate governance 
policy pertaining to the election of directors 
such that shareholders cannot replace a 
majority of the board in any year. 

  strategic alliance  A business relationship 
between two firms to pursue joint or 
complementary interests. 

  strategic complementarity  A competitive 
situation in which a firm has a higher 
marginal return when it responds aggressively 
to an aggressive move by a competitor, or 
correspondingly, weakly to a weak move by a 
competitor. 

  strategic group  A group of firms in an 
industry that share a common market position, 
such as the low-cost group in a domestic airline 
industry. 

  strategic initiatives  A part of a strategic plan 
that describes the overarching tasks, usually 
not more than five or six, that are necessary 
for achieving the firm’s financial and operating 
goals. 

  strategic planning  A process in which 
top management and unit heads define 
the direction of the company, its financial 
and operating goals, the major initiatives 
required to achieve those goals, and the 
underlying tasks necessary to accomplish the 
initiatives. 

  strategic pricing  Pricing at or below cost, 
typically in the growth stage of an industry, 
in order to build market share and in the 
expectation that customers will be retained and 
costs will drop due to economies of scale or the 
learning curve. 

  strategic sourcing  A set of programs in 
procurement, operations, product design, and 
logistics that focuses on a small number of 
highly qualified suppliers so that control and 
coordination over the supply base is improved 
and input costs lowered. 

  strategic sourcing framework  A 
sourcing framework that combines two 
dimensions—the relative competence of the 
firm compared to suppliers and the strategic 
importance of the activity—to explain and 
predict vertical integration and outsourcing 
decisions. 

  strategy execution  The combination of four 
elements—(1) control and coordination; (2) 
consistency among activities; (3) compensation 
and incentives; and (4) culture, people, and 
learning—that produce the capabilities 
underlying the firm’s value and cost drivers. 
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  strong organizational culture  A culture 
in which employees share a robust consensus 
about the values, norms, and decision rules of 
thumb in an organization. 

  stuck in the middle  A market position in 
which the firm has neither the highest nor 
lowest value offered and neither the highest nor 
lowest cost. 

  substitute product  A product that performs a 
similar function to that sold by the firm but is 
in a different industry (e.g., a fan compared to 
an air conditioner). 

  sunk costs  Costs incurred as a result of a 
one-time investment in an asset or activity 
whose benefit continues for some time 
afterward (e.g., the costs of software 
development or making a movie). 

  supplier power  The ability of a supplier to 
extract higher profits from its buyer either by 
raising prices, lowering the value delivered, or 
both. 

  supporting elements in an activity 
system  Activities that augment the benefit 
provided by core elements in the activity 
system. 

  sustaining technology   Christensen’s 
definition of a new technology, introduced into 
an industry, to which incumbent firms can 
adapt. 

  switching costs  The costs a customer 
incurs in switching from one product to 
another.  

  T 

  tacit collusion  The coordination, 
without direct communication, of prices, 
production volume, or other decisions by a 
group of firms in an industry in order to 
lower competition and increase profits. 

  technological substitution  The introduction 
of a new technology that has higher 
functionality than the existing technology. 

  technological uncertainty  The inability to 
forecast which technology will be best suited 
for a particular product. 

  technology platform  The set of 
technical practices, skills, and assets within 
a firm that are necessary for the repeated 
development of variations on a core 
technological base (e.g., adhesives or 
LCD screens). 

  technology spillovers  The transfer of 
technological knowledge among firms in a 
geographical region. 

  time compression diseconomy  The cost of 
trying to develop a capability in less time than 
the original firm did. 

  transaction cost  The costs incurred by 
a buyer and its supplier in managing their 
relationship. 

  transaction cost theory  The theory, 
proposed by Oliver Williamson, that 
vertical integration occurs in response to 
high transaction costs in the supply 
relationship. 

  transfer price  The price of a product 
transferred between two business units in a 
multibusiness firm. 

  transition costs  The costs a buyer incurs 
when it replaces one process with another 
(e.g., a piece of equipment). 

  transnational structure  A type of structure 
found in global firms that emphasizes both 
functions and regions through a network of 
managers.  

  V 

  value advantage  When a firm offers higher 
value to the customer than its competitors. 

  value chain  The set of activities that comprise 
a typical single business, as construed by 
Michael Porter. 

  value driver  A determinant of the value a firm 
offers to its customers. 

  value net  A framework, developed by 
Brandenberger and Nalebuff, that describes 
the ways in which interfirm cooperation can 
produce higher joint profitability. 
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  vertical integration  Shifting an activity 
from a market supplier to inside the firm. 

  vision statement  A part of a strategic 
plan that succinctly states the firm’s ambitions.  

  W 

  willingness-to-pay  That price a customer 
would be willing to pay for a product in the 
absence of competitors but in the presence of 
substitutes. 

  window strategy in partnering  An interfirm 
relationship that provides information about a 
new technology to an established firm but does 
not help the firm develop the technology into a 
business.  
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