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Brief Contents
Preface

Our goal in writing each edition of this book is to present a new, up-to-date standard for
explaining the strategic management process. To reach this goal with the 9th edition of
our market-leading text, we again present you with an intellectually rich yet thoroughly
practical analysis of strategic management.
With each new edition, we are challenged and invigorated by the goal of establishing
a new standard for presenting strategic management knowledge in a readable style. To
prepare for each new edition, we carefully study the most recent academic research to
ensure that the strategic management content we present to you is highly current and
relevant for use in organizations. In addition, we continuously read articles appearing in
many different business publications (e.g., Wall Street Journal, BusinessWeek, Fortune,
Financial Times, and Forbes, to name a few); we do this to identify valuable examples of
how companies are actually using the strategic management process. Though many of
the hundreds of companies we discuss in the book will be quite familiar to you, some
companies will likely be new to you as well. One reason for this is that we use examples of
companies from around the world to demonstrate how globalized business has become.
To maximize your opportunities to learn as you read and think about how actual companies use strategic management tools, techniques, and concepts (based on the most
current research), we emphasize a lively and user-friendly writing style.
Several characteristics of this 9th edition of our book will enhance your learning
opportunities:
■ This book presents you with the most comprehensive and thorough coverage of strategic management that is available in the market.
■ The research used in this book is drawn from the “classics” as well as the most recent
contributions to the strategic management literature. The historically significant
“classic” research provides the foundation for much of what is known about strategic
management; the most recent contributions reveal insights about how to effectively
use strategic management in the complex, global business environment in which most
firms operate while trying to outperform their competitors. Our book also presents
you with many up-to-date or recent examples of how firms use the strategic management tools, techniques, and concepts developed by leading researchers. Indeed, this
book is strongly application oriented and presents you, our readers, with a vast number of examples and applications of strategic management concepts, techniques, and
tools. In this edition, for example, we examine more than 600 companies to describe
the use of strategic management. Collectively, no other strategic management book
presents you with the combination of useful and insightful research and applications
in a wide variety of organizations as does this text. Company examples range from the
large U.S.-based firms such as Amazon.com, Wal-Mart, IBM, Johnson & Johnson,
xiii
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Hershey, Hewlett Packard, Dell, PepsiCo, and Cisco to major foreign-based firms
such as Toyota, Nokia, British Petroleum, Ryanair, Volkswagon, and Huawei. We
also include examples of successful younger and newer firms such as Dylan’s Candy
Bar, Facebook, Honest Tea, MySpace, Yandex and Sun Tech Power and middle-sized
family-owned firms such as Sargento Foods.
■ We carefully integrate two of the most popular and well-known theoretical concepts in the strategic management field: industrial-organization economics and the
resource-based view of the firm. Other texts usually emphasize one of these two
theories (at the cost of explaining the other one to describe strategic management).
However, such an approach is incomplete; research and practical experience indicate
that both theories play a major role in understanding the linkage between strategic
management and organizational success. No other book integrates these two theoretical perspectives effectively to explain the strategic management process and its
application in all types of organizations.
■ We use the ideas of prominent scholars (e.g., Raphael [Raffi] Amit, Kathy Eisenhardt,
Don Hambrick, Constance [Connie] Helfat, Ming-Jer Chen, Michael Porter,
C. K. Prahalad, Richard Rumelt, Ken Smith, David Teece, Michael Tushman, Oliver
Williamson, and many younger, emerging scholars such as Rajshree Agarwal, Gautam
Ahuja, Javier Gimeno, Amy Hillman, Michael Lennox, Yadong Luo, Jeff Reuer, Mary
Tripsas, and Maurizio Zollo [along with numerous others] to shape the discussion of
what strategic management is. We describe the practices of prominent executives and
practitioners (e.g., Mike Duke, Jeffrey Immelt, Steven Jobs, Gianfranco Lanci, Indra
Nooyi, and many others) to help us describe how strategic management is used in
many types of organizations.
■ We, the authors of this book, are also active scholars. We conduct research on different strategic management topics. Our interest in doing so is to contribute to the
strategic management literature and to better understand how to effectively apply
strategic management tools, techniques, and concepts to increase organizational performance. Thus, our own research is integrated in the appropriate chapters along
with the research of numerous other scholars, some of which are noted above.
In addition to our book’s characteristics, there are some specific features of this 9th
edition that we want to highlight for you:
■ New Opening Cases and Strategic Focus Segments. We continue our tradition of
providing all-new Opening Cases and Strategic Focus segments. In addition, new
company-specific examples are included in each chapter. Through all of these venues,
we present you with a wealth of examples of how actual organizations, most of which
compete internationally as well as in their home markets, use the strategic management process to outperform rivals and increase their performance.
■ 30 All-New Cases with an effective mix of organizations headquartered or based in
the United States and a number of other countries. Many of the cases have full financial data (the analyses of which are in the Case Notes that are available to instructors).
These timely cases present active learners with opportunities to apply the strategic
management process and understand organizational conditions and contexts and to
make appropriate recommendations to deal with critical concerns.
■ All New Video Case Exercises are now included in the end-of-chapter material for
each chapter and are directly connected to the textbook’s Fifty Lessons video collection. These engaging exercises demonstrate for students how the concepts they are
learning actually connect to the ideas and actions of the interesting individuals and
companies highlighted in the videos.
■ New and Revised Experiential Exercises to support individuals’ efforts to understand the use of the strategic management process. These exercises place active
learners in a variety of situations requiring application of some part of the strategic
management process.

xv

To maintain current and up-to-date content, new concepts are explored in the 9th edition.
In Chapter 2, we added the physical environment as the seventh segment of the general environment. The discussion of the physical environment emphasizes the importance of sustainability. Sustainability has become a “watchword” at many companies
such as Honest Tea and Dell. For example, Dell has a goal of having a carbon neutral
footprint. This discussion is integrated with the explanation in Chapter 4 of how firms
are developing a “green” strategy that is a core part of their competitive strategy. WalMart is investing significant capital and effort to be a “green” firm, as are other firms
such as Procter & Gamble and Target. We describe the actions a number of firms are
taking regarding the physical environment in one of the Strategic Focus segments in
Chapter 2.
In Chapter 6, we explore a new strategic trend also caused by the global economic
crisis. While many firms downscoped in the late 1980s and 1990s because of the performance problems caused by over-diversification, the economic recession has served as a
catalyst for a new trend of diversification to help firms spread their risk across several
markets (to avoid bankruptcy). In Chapter 7, we expand our discussion of cross-border
acquisitions. In fact, cross-border acquisitions remain quite popular during the global economic crisis, largely because of the number of firms in financial trouble that have undervalued assets as a result. Chinese firms have become especially active, which is discussed
in detail in Chapter 7 with special emphasis in a Strategic Focus segment. Chapter 8

Preface

■ Strategy Right Now is used in each chapter to highlight companies that are effectively using a strategic management concept examined in the chapter or to provide
additional coverage of a particular topic. In Chapter 5, for example, Wal-Mart’s
offering of financial services tailored to its customers’ needs, such as the MoneyCard,
is discussed in the context of competition among the big box retailers. In Chapter
13, the explosion of social media and networking, in particular Twitter, is examined
in detail. This feature is a valuable tool for readers to quickly identify how a firm is
effectively using a strategic management tool, technique, or concept. We follow up
with the most current research and information about these firms by using Cengage
Learning’s Business & Company Resource Center (BCRC). Links to specific current
news articles related to these companies and topics can be found on our website
(www.cengage.com/management/hit
www.cengage.com/management/hittt). Whenever you see the Strategy Right Now
icon in the text, you will know that current research is available from the BCRC links
posted to our website.
■ An Exceptional Balance between current research and up-to-date applications of it
in actual organizations. The content has not only the best research documentation
but also the largest amount of effective real-world examples to help active learners
understand the different types of strategies organizations use to achieve their vision
and mission.
■ Access to Harvard Business School (HBS) Cases. We have developed a set of assignment sheets and AACSB International assessment rubrics to accompany 10 of the
best selling HBS cases. Instructors can use these cases and the accompanying set of
teaching notes and assessment rubrics to formalize assurance of learning efforts in
the capstone Strategic Management/Business Policy course.
■ Lively, Concise Writing Style to hold readers’ attention and to increase their interest
in strategic management.
■ Continuing, Updated Coverage of vital strategic management topics such as competitive rivalry and dynamics, strategic alliances, mergers and acquisitions, international strategies, corporate governance, and ethics. Also, we continue to be the only
book in the market with a separate chapter devoted to strategic entrepreneurship.
■ Full four-color format to enhance readability by attracting and maintaining readers’
interests.

Preface
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includes new content exampling emerging international firms from China (Sun Tech
Power in commercial solar power and ZTE and Huawei in network equipment) and
Russia (Yandex, a competitor to Google).
In Chapter 10, we added content related to the new actions and policies that deal with
corporate governance. For example, the U.S. Securities and Exchange Commission (SEC)
has implemented some new policies providing for closer oversight of companies’ financial dealings. The SEC has also developed new rules to allow owners with large stakes to
propose new directors. These new rules are likely to shift the balance even more in favor
of outside and independent members of companies’ boards of directors. We inserted a
new section into this chapter to explain corporate governance in China. As a major new
global economic power with several of the world’s largest firms, corporate governance
in China has become an important issue. Interestingly, many of the new corporate governance practices implemented in Chinese companies resemble governance practices in
the United States.
In Chapter 13, we explain how innovation has become highly important for firms to
compete effectively in global markets. As such, there have been major drives to increase
the innovativeness of firms in the United States and China. The importance of innovation has been heightened by the emphasis on sustainability (developing “greener” products—see Chapters 2 and 4) and by the growing demand from customers that companies
provide them with “excellent” value in the form of the goods or services they are making
and selling (see Chapter 2).

Supplements
Instructors
Instructor’s Resource DVD (0-538-75315-3) Key ancillaries (Instructor’s Resource
Manual, Instructor’s Case Notes, Test Bank, ExamViewTM, and PowerPoint®, as well as
the Fifty Lessons video collection) are provided on DVD, giving instructors the ultimate
tool for customizing lectures and presentations.
New Expanded Instructor Case Notes (0-538-75461-3) To better reflect the varying
approaches to teaching and learning via cases, the 9th edition offers a rich selection of
case note options:
Basic Case Notes – Each of the 30 cases in the 9th edition is accompanied by a succinct case note designed for ease of use while also providing the necessary background
and financial data for classroom discussion.
Presentation Case Notes – For a selection of 13 cases from the 9th edition, a full set
of PowerPoint slides has been developed for instructors to effectively use in class,
containing key illustrations and other case data.
Rich Assessment Case Notes – Introduced in the 8th edition, these expanded case
notes provide details about 13 additional cases from prior editions that are available
on the textbook website. These expanded case notes include directed assignments,
financial analysis, thorough discussion and exposition of issues in the case, and an
assessment rubric tied to AACSB International assurance of learning standards that
can be used for grading each case.
Available in Print, on the Instructor’s Resource DVD, or Product Support Website.
Instructor’s Resource Manual The Instructor’s Resource Manual, organized around
each chapter’s knowledge objectives, includes teaching ideas for each chapter and how to
reinforce essential principles with extra examples. This support product includes lecture

xvii

Certified Test Bank Thoroughly revised and enhanced, test bank questions are linked to
each chapter’s knowledge objectives and are ranked by difficulty and question type. We
provide an ample number of application questions throughout, and we have also retained
scenario-based questions as a means of adding in-depth problem-solving questions.
With this edition, we introduce the concept of certification, whereby another qualified
academic has proofread and verified the accuracy of the test bank questions and answers.
The test bank material is also available in computerized ExamViewTM format for creating custom tests in both Windows and Macintosh formats. Available on the Instructor’s
Resource DVD or Product Support Website.
ExamViewTM Computerized testing software contains all of the questions in the certified
printed test bank. This program is an easy-to-use test-creation software compatible with
Microsoft Windows. Instructors can add or edit questions, instructions, and answers,
and select questions by previewing them on the screen, selecting them randomly, or
selecting them by number. Instructors can also create and administer quizzes online,
whether over the Internet, a local area network (LAN), or a wide area network (WAN).
Available on the Instructor’s Resource DVD.
Video Case Program. A collection of 13 new videos from Fifty Lessons have been
selected for the 9th edition, and directly connected Video Case exercises have been
included in the end-of-chapter material of each chapter. These new videos are a comprehensive and compelling resource of management and leadership lessons from some
of the world’s most successful business leaders. In the form of short and powerful
videos, these videos capture leaders’ most important learning experiences. They share
their real-world business acumen and outline the guiding principles behind their most
important business decisions and their career progression. Available on the Instructor’s
Resource DVD.
PowerPoint® An all-new PowerPoint presentation, created for the 9th edition, provides
support for lectures, emphasizing key concepts, key terms, and instructive graphics.
Slides can also be used by students as an aid to note-taking. Available on the Instructor’s
Resource DVD or Product Support Website.
WebTutorTM WebTutor is used by an entire class under the direction of the instructor and is particularly convenient for distance learning courses. It provides Web-based
learning resources to students as well as powerful communication and other course management tools, including course calendar, chat, and e-mail for instructors. See http://
www.cengage.com/tlc/webtutor for more information.
Product Support Website (www.cengage.com/management/hitt) Our Product Support
Website contains all ancillary products for instructors as well as the financial analysis
exercises for both students and instructors.
The Business & Company Resource Center (BCRC) Put a complete business library at
your students’ fingertips! This premier online business research tool allows you and your
students to search thousands of periodicals, journals, references, financial data, industry
reports, and more. This powerful research tool saves time for students—whether they
are preparing for a presentation or writing a reaction paper. You can use the BCRC to
quickly and easily assign readings or research projects. Visit http://www.cengage.com/
bcrc to learn more about this indispensable tool. For this text in particular, BCRC will
be especially useful in further researching the companies featured in the text’s 30 cases.
We’ve also included BCRC links for the Strategy Right Now feature on our website, as
well as in the Cengage NOW product.
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outlines, detailed answers to end-of-chapter review questions, instructions for using each
chapter’s experiential exercises and video cases, and additional assignments. Available on
the Instructor’s Resource DVD or Product Support Website.
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Student Premium Companion Site The new optional student premium website features text-specific resources that enhance student learning by bringing concepts to life.
Dynamic interactive learning tools include online quizzes, flashcards, PowerPoint slides,
learning games, and more, helping to ensure your students come to class prepared! Ask
your Cengage Learning sales representative for more details.

Students
Financial analyses of some of the cases are provided on our Product Support
Website for both students and instructors. Researching financial data, company data,
and industry data is made easy through the use of our proprietary database, the Business
& Company Resource Center. Students are sent to this database to be able to quickly
gather data needed for financial analysis.

Make It Yours – Custom Case Selection
Cengage Learning is dedicated to making the educational experience unique for all learners by creating custom materials that best suit your course needs. With our Make It
Yours program, you can easily select a unique set of cases for your course from providers
such as Harvard Business School Publishing, Darden, and Ivey. See http://www.custom.
cengage.com/makeityours/hitt9e for more details.
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Strategic Management
and Strategic
Competitiveness

Studying
ing this chapter should provide you with the strategic
management
gement knowledge needed to:
1. Defi
fine strategic competitiveness, strategy, competitive advantage,
above-average
ove-average returns, and the strategic management process.
2. Describe
scribe the competitive landscape and explain how globalization
and
d technological changes shape it.
3. Use
e the industrial organization (I/O) model to explain how firms can
earn
rn above-average returns.
4. Use
firms can earn abovee the resource-based model to explain how firms
average returns.
5. Describe vision and mission and discuss their value.
6. Define stakeholders and describe their ability to influence
organizations.
7. Describe the work of strategic leaders.
8. Explain the strategic management process.

MCDONALD’S CORPORATION:
FIRING ON ALL CYLINDERS
WHILE PREPARING
FOR THE FUTURE

Caro/Alamy

Currently on a “tear,” McDonald’s ability
to create value for its stakeholders (such as
customers, shareholders, and employees)
during the challenging times of the global
recession that started roughly in early 2008
and continued throughout 2009 is indeed impressive. As one indicator of the quality of its
performance, consider the fact that during 2008, McDonald’s and Wal-Mart were the only
two Dow Jones Industrial Average stocks to end the year with a gain.
With one of the world’s most recognized brand names, mid-2009 found McDonald’s
operating roughly 32,000 restaurants in 118 countries. The largest fast-food restaurant
chain in the world, McDonald’s sales revenue was $70.7 billion in 2008, up from $64.1 billion
the year before. The chain serves over
58 million customers daily. McDonald’s
dominates the quick-service restaurant
industry in the United States, where
its revenue is several times larger than
Burger King and Wendy’s, its closest
competitors.
McDonald’s impressive performance
as the first decade of the twenty-first
century came to a close suggests that
the firm is effectively implementing its
strategy. (We define strategy in this
chapter as an integrated and coordinated
set of commitments and actions designed
to exploit core competencies and gain
a competitive advantage.) However, the
picture for McDonald’s was much less
positive in 2003. In that year, some
analysts concluded that McDonald’s
“looked obsolete” as it failed to
McDonalds restaurant in Berlin, Germany.
McDonalds is the largest fast-food restaurant
notice changes in its customers’ interests
chain in the world, operating in 118 countries.
and needs. The fact that the company
reported its first-ever quarterly loss in
2003 and the decline in its stock price from roughly $48 per share to $13 per share
suggested that McDonald’s was becoming less competitive. However, by mid-2009 things
had changed dramatically for McDonald’s. Its “stock was trading at nearly $60, same-store
sales (had) grown for the 56th straight month and the company (could) boast of having
achieved double-digit operating-income growth during the onset of the financial crisis.”
How was this dramatic turnaround achieved?
After examining their firm’s deteriorating situation in 2003, McDonald’s strategic leaders
decided to change its corporate-level strategy and to take different actions to implement its
business-level strategy. From a business-level strategy perspective (we discuss business-level
strategies in Chapter 4), McDonald’s decided to focus on product innovations and upgrades
of its existing properties instead of continuing to rapidly expand the number of units while
relying almost exclusively on the core products it had sold for many years as the source of
its sales revenue. From a corporate-level perspective (corporate-level strategies are
discussed in Chapter 6), McDonald’s decided to become less diversified. To reach this
objective, the firm disposed of its interests in the Chipotle Mexican Grill restaurant concept
and the Boston Market chain and sold its minority interest in Prêt a Manger as well.
Operationally, McDonald’s starting listening carefully to its customers, who were demanding
value for their dollars and convenience as well as healthier products. One analyst describes
McDonald’s responses to what it was hearing from its customers this way: “McDonald’s
eliminated the super size option, offered more premium salads and chicken sandwiches and
provided greater value options. It also initiated better training for employees, extended
hours of service and redesigned stores to appeal to younger consumers.” In part, these
actions were taken to capitalize on an ever-increasing number of consumers who were
becoming and remain today very conscious about their budgets.
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However, as McDonald’s experiences in the early 2000s indicate, corporate success is
never guaranteed. The likelihood of a company being successful in the long term increases
when strategic leaders continually evaluate the appropriateness of their firm’s strategies
as well as actions being taken to implement them. Given this, and in light of its decision in
2003 to continuously offer innovative food items to customers, McDonald’s added McCafe
coffee bars to all of its U.S. locations in 2009. McDonald’s coffee drinks create value for
customers by giving them high-quality drinks at prices that often are lower than those of
competitors such as Starbucks. A Southern-style chicken sandwich was also added to the
firm’s line of chicken-based offerings. Allowing customers to order from in-store kiosks is
an example of an action the firm recently took to create more convenience for customers.
The firm continues upgrading its existing stores and in anticipation of a global economic
recovery, is buying prime real estate in Europe “… on the cheap as a result of the overall
downturn in construction spending.” This real estate is the foundation for McDonald’s
commitment to add 1,000 new European locations in the near future. Thus, McDonald’s
strategic leaders appear to be committed to making decisions today to increase the
likelihood that the firm will be as successful in the future as it was in the last years of the
twenty-first century’s first decade.
Sources: J. Adamy, 2009, McDonald’s seeks way to keep sizzling, Wall Street Journal, http;://www.wsj.com,
March 10; M. Arndt, 2009, McDonald’s keeps gaining, BusinessWeek, http://www.businessweek.com, April 22;
M. Cavallaro, 2009, Still lovin’ the Golden Arches, Forbes, http://www.forbes.com, March 6; S. Dahle, 2009,
McDonald’s loves your recession, Forbes, http://www.forbes.com, February 17; D. Patnaik & P. Mortensen, 2009,
The secret of McDonald’s recent success, Forbes, http://www.forbes.com, February 4; M. Peer, 2009, Doubleedge dollar at McDonald’s, Forbes, http://www.forbes.com, January 26; A. Raghavan, 2009, McDonald’s European burger binge, Forbes, http://www.forbes.com, January 23; P. Ziobro, 2009, McDonald’s pounds out good
quarter, Wall Street Journal, http://www.wsj.com, April 23; 2009, McDonald’s Corp., Standard & Poor’s Stock
Report, http://www.standardandpoors.com, April 23.

Strategic competitiveness
is achieved when a firm
successfully formulates
and implements a valuecreating strategy.
A strategy is an integrated
and coordinated set of
commitments and actions
designed to exploit core
competencies and gain a
competitive advantage.
A firm has a competitive
advantage when it
implements a strategy
competitors are unable to
duplicate or find too costly
to try to imitate.

As we see from the Opening Case, McDonald’s was quite successful in 2008 and 2009,
outperforming Burger King and Wendy’s, its two main rivals. McDonald’s performance
during this time period suggests that it is highly competitive (something we call a condition of strategic competitiveness) as it earned above-average returns. All firms, including
McDonald’s, use the strategic management process (see Figure 1.1) as the foundation for
the commitments, decisions, and actions they will take when pursuing strategic competitiveness and above-average terms. The strategic management process is fully explained in
this book. We introduce you to this process in the next few paragraphs.
Strategic competitiveness is achieved when a firm successfully formulates and
implements a value-creating strategy. A strategy is an integrated and coordinated set of
commitments and actions designed to exploit core competencies and gain a competitive
advantage. When choosing a strategy, firms make choices among competing alternatives as
the pathway for deciding how they will pursue strategic competitiveness.1 In this sense, the
chosen strategy indicates what the firm will do as well as what the firm will not do.
As explained in the Opening Case, McDonald’s sold its interests in other food concepts (e.g., Boston Market) in order to focus on developing new products and upgrading
existing facilities in its portfolio of McDonald’s restaurants around the globe.2 Thus,
McDonald’s strategic leaders decided that the firm would pursue product innovations
and that it would not remain involved with additional food concepts such as Boston
Market and Chipotle. In-N-Out Burger, the privately held, 232-unit restaurant chain
with locations in only Arizona and California, focuses on product quality and will not
take any action with the potential to reduce the quality of its food items.3 A firm’s strategy
also demonstrates how it differs from its competitors. Recently, Ford Motor Company
devoted efforts to explain to stakeholders how the company differs from its competitors.
The main idea is that Ford claims that it is “greener” and more technically advanced than
its competitors, such as General Motors and Chrysler Group LLC (an alliance between
Chrysler and Fiat SpA).4
A firm has a competitive advantage when it implements a strategy competitors are
unable to duplicate or find too costly to try to imitate.5 An organization can be confident
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that its strategy has resulted in one or more useful competitive advantages only after
competitors’ efforts to duplicate its strategy have ceased or failed. In addition, firms must
understand that no competitive advantage is permanent.6 The speed with which competitors are able to acquire the skills needed to duplicate the benefits of a firm’s valuecreating strategy determines how long the competitive advantage will last.7
Above-average returns are returns in excess of what an investor expects to
earn from other investments with a similar amount of risk. Risk is an investor’s
uncertainty about the economic gains or losses that will result from a particular
investment.8 The most successful companies learn how to effectively manage risk.
Effectively managing risks reduces investors’ uncertainty about the results of their
investment.9 Returns are often measured in terms of accounting figures, such as
return on assets, return on equity, or return on sales. Alternatively, returns can be
measured on the basis of stock market returns, such as monthly returns (the endof-the-period stock price minus the beginning stock price, divided by the beginning
stock price, yielding a percentage return). In smaller, new venture firms, returns are

Above-average
returns are returns
in excess of what
an investor expects
to earn from other
investments with a
similar amount of risk.
Risk is an investor’s
uncertainty about the
economic gains or
losses that will result
from a particular
investment.
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Figure 1.1 The Strategic Management Process
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Average returns are
returns equal to those an
investor expects to earn
from other investments
with a similar amount of
risk.
The strategic
management
process is the full set of
commitments, decisions,
and actions required for a
firm to achieve strategic
competitiveness and earn
above-average returns.

sometimes measured in terms of the amount and speed of growth (e.g., in annual
sales) rather than more traditional profitability measures10 because new ventures
require time to earn acceptable returns (in the form of return on assets and so forth)
on investors’ investments.11
Understanding how to exploit a competitive advantage is important for firms seeking
to earn above-average returns.12 Firms without a competitive advantage or that are not
competing in an attractive industry earn, at best, average returns. Average returns are
returns equal to those an investor expects to earn from other investments with a similar
amount of risk. In the long run, an inability to earn at least average returns results first in
decline and, eventually, failure. Failure occurs because investors withdraw their investments from those firms earning less-than-average returns.
After carefully evaluating its deteriorating performance and options, Circuit City
decided in 2009 to liquidate its operation.13 (Linens ‘n Things, Bombay Co., Mervyn’s
LLC., and Sharper Image Corp. also liquidated in 2009, suggesting the difficulty of the
competitive environment for consumer retailers during the economic downturn.) Prior
to the liquidation decision, Circuit City filed for bankruptcy in November 2008. However,
because the firm could not find a buyer and could not reach a deal with an investor as
the means of gaining access to the financial capital it needed to successfully emerge from
bankruptcy, it had no choice other than to liquidate. Here is how then-acting CEO James
Marcum described Circuit City’s situation and liquidation decision: “We are extremely
disappointed by this outcome. We were unable to reach an agreement with our creditors
and lenders to structure a going-concern transaction in the limited timeframe available,
and so this is the only possible path for our company.”14
As we explain in the Strategic Focus, stiff competition from Best Buy and mistakes
made when implementing its strategy are the primary causes of Circuit City’s failure
and subsequent disappearance from the consumer electronics retail sector. Commenting
about errors made at Circuit City, one analyst said, “This company made massive
mistakes.”15 Additionally, Circuit City’s focus on short-term profits likely was a problem
as well in that such a focus tends to have a negative effect on a firm’s ability to create
value in the long term.16
Best Buy was performing well following Circuit City’s demise. However, as we noted
above, there are no guarantees of permanent success. This is true for McDonald’s, even
considering its excellent current performance, and for Best Buy. Although Best Buy
clearly outperformed Circuit City, its primary direct rival for many years, the firm now
faces a strong competitive challenge from Wal-Mart.17 In order to deal with this challenge Best Buy is positioning itself as the provider of excellent customer service while
selling high-end products with new interactive features. Additionally, the firm is rapidly
expanding its private-label electronics business. In this business, Best Buy is using “…the
mountains of customer feedback it collects from its stores to make simple innovations
to established electronic gadgetry.”18 In contrast, Wal-Mart is positioning itself in the
consumer electronics segment as the low-price option and seeks to sell its increasing
breadth of consumer electronics products to a larger number of the more than 100 million
customers who shop in its stores weekly.19
The strategic management process (see Figure 1.1) is the full set of commitments,
decisions, and actions required for a firm to achieve strategic competitiveness and earn
above-average returns. The firm’s first step in the process is to analyze its external environment and internal organization to determine its resources, capabilities, and core
competencies—the sources of its “strategic inputs.” With this information, the firm
develops its vision and mission and formulates one or more strategies. To implement its
strategies, the firm takes actions toward achieving strategic competitiveness and aboveaverage returns. Effective strategic actions that take place in the context of carefully integrated strategy formulation and implementation efforts result in positive outcomes. This
dynamic strategic management process must be maintained as ever-changing markets

CIRCUIT CITY: A TALE OF
INEFFECTIVE STRATEGY
IMPLEMENTATION
AND FIRM FAILURE

Ramin Talaie/CORBIS

When Circuit City announced on January 16,
2009, that it was out of options and that
liquidation was the only viable course of action
for it to take, the firm employed approximately
34,000 people to operate its 567 stores in the
United States and was the second largest consumer electronics retailer in the United States.
What caused Circuit City’s failure? As we’ll see, it appears that poor implementation of the
firm’s strategy was a key factor leading to the firm’s demise.
Circuit City’s genesis was in 1949, when Samuel S. Wurtzel opened the first Wards
Company retail store in Richmond, Virginia. A television and home appliances retailer,
Wards had a total of four stores in Richmond in 1959. The firm became public in 1961
and earned $246 million in revenue in 1983. Between 1969 and 1982, Wards grew by
acquiring numerous electronics retailers across the United States. In 1984, the company’s
name was changed to Circuit City and the firm was listed on the New York Stock
Exchange. Revenue growth continued, reaching $2
billion in 1990. Circuit City established CarMax, a
retail venture selling used vehicles, in 1993. After
some initial challenges, CarMax become quite
successful. In 2002, Circuit City announced that in
order to focus on its core retail consumer electronics
business, it would spin off its CarMax subsidiary into
a separate publicly traded company. By late 2008,
the firm was in serious trouble; as a result, 155
stores were closed and 17 percent of its workforce
was laid off.
With hindsight, we see that in the 1990s Circuit
City was complacent and rather ineffective in its
intense competition with Best Buy, its chief rival. Alan
Wurtzel, the son of the firm’s founder and a former
Circuit City CEO, supports this position, saying that
Circuit City “… didn’t take the threat from Best
Buy seriously enough and at some points was too
focused on short-term profit rather than long-term
value.”
Among the actions Best Buy took during the
A large “going out of business”
1990s to compete against Circuit City was to estabsign hangs over a Circuit City store
lish larger stores in superior locations. Circuit City’s
in Downtown Brooklyn. All of the
commitment to focus on short-term profits prevented
electronics retailer’s stores were
the firm’s leaders from being acutely aware of the
closed by the end of March 2009,
laying off more than 30,000
value these new stores created for Best Buy. This
workers.
short-term focus led to what turned out to be some
highly damaging decisions, such as the one to lay off thousands of its veteran, higher-paid
employees, including sales personnel. These salespeople, who were earning attractive commissions because of their productivity, were replaced with lower-paid, less-experienced
personnel. Circuit City leaders thought that sales would not suffer as a result of this decision.
According to an analyst, “They (sales) did, and the damage to revenue—and Circuit City’s
reputation—was never undone.”
In addition to concentrating on finding ways to reduce costs rather than find ways to
create more value for customers, some believe that Circuit City made other mistakes while

implementing its strategy. For example, the failure to effectively manage its inventory
diminished the firm’s ability to pay its existing debts in a timely manner and to keep its
stores stocked with the latest, most innovative products. Poor customer service is another
mistake. Of course, the decision to lay off the highest-paid (and most productive) employees
immediately reduced the firm’s ability to effectively serve customers. It is very hard for a
firm to achieve strategic competitiveness and earn above-average returns when it fails to
successfully implement its strategy.
Sources: E. Gruenwedel, 2009, Best Buy, Wal-Mart winners in Circuit City shuttering, Home Media Magazine, http://
www.homemediamagazine.com, January 19; 2009, Best Buy Co. Inc., Standard & Poor’s Stock Report, http://www
.standardandpoors.com, April 18; 2009, Circuit City to liquidate U.S. stores, MSNBC.com, http://www.msnbc.com,
January 16; S. Cranford, 2008, Circuit City: Schoonover’s brand disconnect, Seeking Alpha, http://www.seekingalpha
.com, February 17; A. Hamilton, 2008, Why Circuit City busted, while Best Buy boomed, Time, http://www.time.com,
November 11.

and competitive structures are coordinated with a firm’s continuously evolving strategic
inputs.20
In the remaining chapters of this book, we use the strategic management process
to explain what firms do to achieve strategic competitiveness and earn above-average
returns. These explanations demonstrate why some firms consistently achieve competitive success while others fail to do so.21 As you will see, the reality of global competition
is a critical part of the strategic management process and significantly influences firms’
performances.22 Indeed, learning how to successfully compete in the globalized world is
one of the most significant challenges for firms competing in the current century.23
Several topics will be discussed in this chapter. First, we describe the current competitive landscape. This challenging landscape is being created primarily by the emergence
of a global economy, globalization resulting from that economy, and rapid technological changes. Next, we examine two models that firms use to gather the information
and knowledge required to choose and then effectively implement their strategies. The
insights gained from these models also serve as the foundation for forming the firm’s
vision and mission. The first model (the industrial organization or I/O model) suggests
that the external environment is the primary determinant of a firm’s strategic actions.
Identifying and then competing successfully in an attractive (i.e., profitable) industry or
segment of an industry are the keys to competitive success when using this model.24 The
second model (resource-based) suggests that a firm’s unique resources and capabilities
are the critical link to strategic competitiveness.25 Thus, the first model is concerned
primarily with the firm’s external environment while the second model is concerned
primarily with the firm’s internal organization. After discussing vision and mission,
direction-setting statements that influence the choice and use of strategies, we describe
the stakeholders that organizations serve. The degree to which stakeholders’ needs can
be met increases when firms achieve strategic competitiveness and earn above-average
returns. Closing the chapter are introductions to strategic leaders and the elements of the
strategic management process.

The Competitive Landscape
The fundamental nature of competition in many of the world’s industries is changing. The
reality is that financial capital is scarce and markets are increasingly volatile.26 Because of
this, the pace of change is relentless and ever-increasing. Even determining the boundaries of an industry has become challenging. Consider, for example, how advances in
interactive computer networks and telecommunications have blurred the boundaries of
the entertainment industry. Today, not only do cable companies and satellite networks
compete for entertainment revenue from television, but telecommunication companies are
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moving into the entertainment business through significant improvements in fiber-optic
lines.27 Partnerships among firms in different segments of the entertainment industry
further blur industry boundaries. For example, MSNBC is co-owned by NBC Universal
and Microsoft. In turn, General Electric owns 80 percent of NBC Universal while Vivendi
owns the remaining 20 percent.28
There are other examples of fundamental changes to competition in various industries. For example, many firms are looking for the most profitable and interesting way to
deliver video on demand (VOD) online besides cable and satellite companies. Raketu, a
voice over the Internet protocol (VoIP) phone service in the United Kingdom, is seeking
to provide customers with a social experience while watching the same entertainment on
a VOD using a chat feature on its phone service.29 Raketu’s vision is to “… bring together
communications, information and entertainment into one service, to remove the complexities of how people communicate with one another, make a system that is contact
centric, and to make it fun and easy to use.”30 In addition, the competitive possibilities and
challenges for more “traditional” communications companies that are suggested by social
networking sites such as Facebook, MySpace, and Friendster appear to be endless.31
Other characteristics of the current competitive landscape are noteworthy.
Conventional sources of competitive advantage such as economies of scale and huge
advertising budgets are not as effective as they once were in terms of helping firms earn
above-average returns. Moreover, the traditional managerial mind-set is unlikely to lead
a firm to strategic competitiveness. Managers must adopt a new mind-set that values
flexibility, speed, innovation, integration, and the challenges that evolve from constantly
changing conditions.32 The conditions of the competitive landscape result in a perilous
business world, one where the investments that are required to compete on a global scale
are enormous and the consequences of failure are severe.33 Effective use of the strategic
management process reduces the likelihood of failure for firms as they encounter the
conditions of today’s competitive landscape.
Hypercompetition is a term often used to capture the realities of the competitive
landscape. Under conditions of hypercompetition, assumptions of market stability are
replaced by notions of inherent instability and change.34 Hypercompetition results from
the dynamics of strategic maneuvering among global and innovative combatants.35 It is
a condition of rapidly escalating competition based on price-quality positioning, competition to create new know-how and establish first-mover advantage, and competition
to protect or invade established product or geographic markets.36 In a hypercompetitive
market, firms often aggressively challenge their competitors in the hopes of improving
their competitive position and ultimately their performance.37
Several factors create hypercompetitive environments and influence the nature of
the current competitive landscape. The emergence of a global economy and technology,
specifically rapid technological change, are the two primary drivers of hypercompetitive
environments and the nature of today’s competitive landscape.

The Global Economy
A global economy is one in which goods, services, people, skills, and ideas move freely
across geographic borders. Relatively unfettered by artificial constraints, such as tariffs, the
global economy significantly expands and complicates a firm’s competitive environment.38
Interesting opportunities and challenges are associated with the emergence of the
global economy.39 For example, Europe, instead of the United States, is now the world’s
largest single market, with 700 million potential customers. The European Union and
the other Western European countries also have a gross domestic product that is more
than 35 percent higher than the GDP of the United States.40 “In the past, China was
generally seen as a low-competition market and a low-cost producer. Today, China is
an extremely competitive market in which local market-seeking MNCs [multinational
corporations] must fiercely compete against other MNCs and against those local
companies that are more cost effective and faster in product development. While it

A global economy is
one in which goods,
services, people, skills,
and ideas move freely
across geographic
borders.

is true that China has been viewed as a country
from which to source low-cost goods, lately, many
MNCs, such as P&G [Procter and Gamble], are
actually net exporters of local management talent;
they have been dispatching more Chinese abroad
than bringing foreign expatriates to China.”41 India,
the world’s largest democracy, has an economy that
also is growing rapidly and now ranks as the fourth
largest in the world.42 Many large multinational
companies are also emerging as significant global
competitors from these emerging economies.43
The statistics detailing the nature of the global
economy reflect the realities of a hypercompetitive
business environment and challenge individual
firms to think seriously about the markets in which
they will compete. Consider the case of General Electric (GE). Although headquartered in
the United States, GE expects that as much as 60 percent of its revenue growth between
2005 and 2015 will be generated by competing in rapidly developing economies (e.g.,
China and India). The decision to count on revenue growth in developing countries
instead of in developed countries such as the United States and European nations seems
quite reasonable in the global economy. In fact, according to an analyst, what GE is doing
is not by choice but by necessity: “Developing countries are where the fastest growth is
occurring and more sustainable growth.”44 Based on its analyses of world markets and
their potential, GE estimates that by 2024, China will be the world’s largest consumer of
electricity and will be the world’s largest consumer and consumer-finance market (business
areas in which GE competes). GE is making strategic decisions today, such as investing
significantly in China and India, in order to improve its competitive position in what the
firm believes are becoming vital geographic sources of revenue and profitability.
Imaginechina via AP Images
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General Electric received a
$300 million contract from
China to supply turbines
and compression gear
that will propel natural gas
from the nation’s remote
north-western regions to
booming eastern cities
such as Shanghai.

The March of Globalization
Globalization is the increasing economic interdependence among countries and their
organizations as reflected in the flow of goods and services, financial capital, and knowledge across country borders.45 Globalization is a product of a large number of firms
competing against one another in an increasing number of global economies.
In globalized markets and industries, financial capital might be obtained in one
national market and used to buy raw materials in another one. Manufacturing equipment bought from a third national market can then be used to produce products that are
sold in yet a fourth market. Thus, globalization increases the range of opportunities for
companies competing in the current competitive landscape.46
Wal-Mart, for instance, is trying to achieve boundary-less retailing with global pricing, sourcing, and logistics. Through boundary-less retailing, the firm seeks to make
the movement of goods and the use of pricing strategies as seamless among all of its
international operations as has historically been the case among its domestic stores.
The firm is pursuing this type of retailing on an evolutionary basis. For example, most
of Wal-Mart’s original international investments were in Canada and Mexico, because
it was easier for the firm to apply its global practices in countries that are geographically close to its home base, the United States. Because of the success it has had in
proximate international markets, Wal-Mart is now seeking boundary-less retailing
across its operations in countries such as Argentina, Brazil, Chile, China, Japan, and
the United Kingdom. (The importance of Wal-Mart’s international operations is indicated by the fact that the firm is divided into three divisions: Wal-Mart, Sam’s Club,
and International.47)
Firms experiencing and engaging in globalization to the degree Wal-Mart is must
make culturally sensitive decisions when using the strategic management process.
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Technology and Technological Changes
Technology-related trends and conditions can be placed into three categories: technology
diffusion and disruptive technologies, the information age, and increasing knowledge
intensity. Through these categories, technology is significantly altering the nature of competition and contributing to unstable competitive environments as a result of doing so.
Technology Diffusion and Disruptive Technologies
The rate of technology diffusion, which is the speed at which new technologies become
available and are used, has increased substantially over the past 15 to 20 years. Consider
the following rates of technology diffusion:
It took the telephone 35 years to get into 25 percent of all homes in the United
States. It took TV 26 years. It took radio 22 years. It took PCs 16 years. It took the
Internet 7 years.53
Perpetual innovation is a term used to describe how rapidly and consistently new,
information-intensive technologies replace older ones. The shorter product life cycles
resulting from these rapid diffusions of new technologies place a competitive premium on
being able to quickly introduce new, innovative goods and services into the marketplace.54
In fact, when products become somewhat indistinguishable because of the widespread
and rapid diffusion of technologies, speed to market with innovative products may be the
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Additionally, highly globalized firms must anticipate ever-increasing complexity in their
operations as goods, services, people, and so forth move freely across geographic borders
and throughout different economic markets.
Overall, it is important for firms to understand that globalization has led to higher levels
of performance standards in many competitive dimensions, including those of quality, cost,
productivity, product introduction time, and operational efficiency. In addition to firms
competing in the global economy, these standards affect firms competing on a domesticonly basis. The reason is that customers will purchase from a global competitor rather than
a domestic firm when the global company’s good or service is superior. Because workers
now flow rather freely among global economies, and because employees are a key source of
competitive advantage, firms must understand that increasingly, “the best people will come
from … anywhere.”48 Firms must learn how to deal with the reality that in the competitive
landscape of the twenty-first century, only companies capable of meeting, if not exceeding,
global standards typically have the capability to earn above-average returns.
Although globalization does offer potential benefits to firms, it is not without risks.
Collectively, the risks of participating outside of a firm’s domestic country in the global
economy are labeled a “liability of foreignness.”49
One risk of entering the global market is the amount of time typically required for
firms to learn how to compete in markets that are new to them. A firm’s performance
can suffer until this knowledge is either developed locally or transferred from the home
market to the newly established global location.50 Additionally, a firm’s performance may
suffer with substantial amounts of globalization. In this instance, firms may overdiversify
internationally beyond their ability to manage these extended operations.51 The result of
overdiversification can have strong negative effects on a firm’s overall performance.
Thus, entry into international markets, even for firms with substantial experience
in the global economy, requires effective use of the strategic management process. It is
also important to note that even though global markets are an attractive strategic option
for some companies, they are not the only source of strategic competitiveness. In fact,
for most companies, even for those capable of competing successfully in global markets,
it is critical to remain committed to and strategically competitive in both domestic and
international markets by staying attuned to technological opportunities and potential
competitive disruptions that innovations create.52
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primary source of competitive advantage (see Chapter 5).55 Indeed, some argue that the
global economy is increasingly driven by or revolves around constant innovations. Not
surprisingly, such innovations must be derived from an understanding of global standards and global expectations in terms of product functionality.56
Another indicator of rapid technology diffusion is that it now may take only 12 to 18
months for firms to gather information about their competitors’ research and development and product decisions.57 In the global economy, competitors can sometimes imitate
a firm’s successful competitive actions within a few days. In this sense, the rate of technological diffusion has reduced the competitive benefits of patents. Today, patents may
be an effective way of protecting proprietary technology in a small number of industries
such as pharmaceuticals. Indeed, many firms competing in the electronics industry often
do not apply for patents to prevent competitors from gaining access to the technological
knowledge included in the patent application.
Disruptive technologies—technologies that destroy the value of an existing technology and create new markets58—surface frequently in today’s competitive markets. Think
of the new markets created by the technologies underlying the development of products
such as iPods, PDAs, WiFi, and the browser. These types of products are thought by
some to represent radical or breakthrough innovations.59 (We talk more about radical
innovations in Chapter 13.) A disruptive or radical technology can create what is essentially a new industry or can harm industry incumbents. Some incumbents though, are
able to adapt based on their superior resources, experience, and ability to gain access to
the new technology through multiple sources (e.g., alliances, acquisitions, and ongoing
internal research).60
The Information Age
Dramatic changes in information technology have occurred in recent years. Personal
computers, cellular phones, artificial intelligence, virtual reality, massive databases, and
multiple social networking sites are a few examples of how information is used differently as a result of technological developments. An important outcome of these changes
is that the ability to effectively and efficiently access and use information has become an
important source of competitive advantage in virtually all industries. Information technology advances have given small firms more flexibility in competing with large firms, if
that technology can be efficiently used.61
Both the pace of change in information technology and its diffusion will continue to
increase. For instance, the number of personal computers in use in the United States is
expected to reach 278 million by 2010. The declining costs of information technologies
and the increased accessibility to them are also evident in the current competitive landscape. The global proliferation of relatively inexpensive computing power and its linkage
on a global scale via computer networks combine to increase the speed and diffusion of
information technologies. Thus, the competitive potential of information technologies is
now available to companies of all sizes throughout the world, including those in emerging economies.
The Internet is another technological innovation contributing to hypercompetition. Available to an increasing number of people throughout the world, the Internet
provides an infrastructure that allows the delivery of information to computers in any
location. Access to the Internet on smaller devices such as cell phones is having an evergrowing impact on competition in a number of industries. However, possible changes
to Internet Service Providers’ (ISPs) pricing structures could affect the rate of growth of
Internet-based applications. In mid-2009, ISPs such as Time Warner Cable and Verizon
were “… trying to convince their customers that they should pay for their service based
on how much data they download in a month.”62 Users downloading or streamlining
high-definition movies, playing video games online, and so forth would be affected the
most if ISPs were to base their pricing structure around total usage.
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Increasing Knowledge Intensity
Knowledge (information, intelligence, and expertise) is the basis of technology and its
application. In the competitive landscape of the twenty-first century, knowledge is a critical organizational resource and an increasingly valuable source of competitive advantage.63 Indeed, starting in the 1980s, the basis of competition shifted from hard assets to
intangible resources. For example, “Wal-Mart transformed retailing through its proprietary approach to supply chain management and its information-rich relationships with
customers and suppliers.”64 Relationships with customers and suppliers are an example
of an intangible resource.
Knowledge is gained through experience, observation, and inference and is an
intangible resource (tangible and intangible resources are fully described in Chapter 3).
The value of intangible resources, including knowledge, is growing as a proportion of
total shareholder value in today’s competitive landscape.65 The probability of achieving strategic competitiveness is enhanced for the firm that realizes that its survival
depends on the ability to capture intelligence, transform it into usable knowledge,
and diffuse it rapidly throughout the company.66 Therefore, firms must develop (e.g.,
through training programs) and acquire (e.g., by hiring educated and experienced
employees) knowledge, integrate it into the organization to create capabilities, and
then apply it to gain a competitive advantage.67 In addition, firms must build routines
that facilitate the diffusion of local knowledge throughout the organization for use
everywhere that it has value.68 Firms are better able to do these things when they have
strategic flexibility.
Strategic flexibility is a set of capabilities used to respond to various demands and
opportunities existing in a dynamic and uncertain competitive environment. Thus, strategic flexibility involves coping with uncertainty and its accompanying risks.69 Firms
should try to develop strategic flexibility in all areas of their operations. However, those
working within firms to develop strategic flexibility should understand that the task is
not easy, largely because of inertia that can build up over time. A firm’s focus and past
core competencies may actually slow change and strategic flexibility.70
To be strategically flexible on a continuing basis and to gain the competitive benefits of such flexibility, a firm has to develop the capacity to learn. In the words of John
Browne, former CEO of British Petroleum: “In order to generate extraordinary value for
shareholders, a company has to learn better than its competitors and apply that knowledge throughout its businesses faster and more widely than they do.”71 Continuous learning provides the firm with new and up-to-date sets of skills, which allow it to adapt to its
environment as it encounters changes.72 Firms capable of rapidly and broadly applying
what they have learned exhibit the strategic flexibility and the capacity to change in ways
that will increase the probability of successfully dealing with uncertain, hypercompetitive
environments.

The I/O Model of Above-Average Returns
From the 1960s through the 1980s, the external environment was thought to be the
primary determinant of strategies that firms selected to be successful.73 The industrial
organization (I/O) model of above-average returns explains the external environment’s
dominant influence on a firm’s strategic actions. The model specifies that the industry or
segment of an industry in which a company chooses to compete has a stronger influence
on performance than do the choices managers make inside their organizations.74 The
firm’s performance is believed to be determined primarily by a range of industry properties, including economies of scale, barriers to market entry, diversification, product
differentiation, and the degree of concentration of firms in the industry.75 We examine
these industry characteristics in Chapter 2.

Strategic flexibility is
a set of capabilities
used to respond to
various demands and
opportunities existing
in a dynamic and
uncertain competitive
environment.
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Grounded in economics, the I/O model has four underlying assumptions. First, the
external environment is assumed to impose pressures and constraints that determine
the strategies that would result in above-average returns. Second, most firms competing
within an industry or within a segment of that industry are assumed to control similar
strategically relevant resources and to pursue similar strategies in light of those resources.
Third, resources used to implement strategies are assumed to be highly mobile across
firms, so any resource differences that might develop between firms will be short-lived.
Fourth, organizational decision makers are assumed to be rational and committed to acting in the firm’s best interests, as shown by their profit-maximizing behaviors.76 The I/O
model challenges firms to find the most attractive industry in which to compete. Because
most firms are assumed to have similar valuable resources that are mobile across companies, their performance generally can be increased only when they operate in the industry
with the highest profit potential and learn how to use their resources to implement the
strategy required by the industry’s structural characteristics.77
The five forces model of competition is an analytical tool used to help firms find the
industry that is the most attractive for them. The model (explained in Chapter 2) encompasses several variables and tries to capture the complexity of competition. The five forces
model suggests that an industry’s profitability (i.e., its rate of return on invested capital
relative to its cost of capital) is a function of interactions among five forces: suppliers,
buyers, competitive rivalry among firms currently in the industry, product substitutes,
and potential entrants to the industry.78
Firms use the five forces model to identify the attractiveness of an industry (as measured by its profitability potential) as well as the most advantageous position for the firm
to take in that industry, given the industry’s structural characteristics.79 Typically, the
model suggests that firms can earn above-average returns by producing either standardized goods or services at costs below those of competitors (a cost leadership strategy) or by
producing differentiated goods or services for which customers are willing to pay a price
premium (a differentiation strategy). (The cost leadership and product differentiation
strategies are discussed in Chapter 4.) The fact that “…the fast food industry is becoming
a ‘zero-sum industry’ as companies’ battle for the same pool of customers”80 suggests that
McDonald’s is competing in a relatively unattractive industry. However, as described in
the Opening Case, by focusing on product innovations and enhancing existing facilities
while buying properties outside the United States at attractive prices as the foundation
for selectively building new stores, McDonald’s is positioned in the fast food (or quickservice) restaurant industry in a way that allows it to earn above-average returns.
As shown in Figure 1.2, the I/O model suggests that above-average returns are
earned when firms are able to effectively study the external environment as the foundation for identifying an attractive industry and implementing the appropriate strategy.
Companies that develop or acquire the internal skills needed to implement strategies
required by the external environment are likely to succeed, while those that do not
are likely to fail. Hence, this model suggests that returns are determined primarily by
external characteristics rather than by the firm’s unique internal resources and capabilities.
Research findings support the I/O model, in that approximately 20 percent of a firm’s
profitability is explained by the industry in which it chooses to compete. However, this
research also shows that 36 percent of the variance in firm profitability can be attributed to the firm’s characteristics and actions.81 These findings suggest that the external
environment and a firm’s resources, capabilities, core competencies, and competitive
advantages (see Chapter 3) all influence the company’s ability to achieve strategic competitiveness and earn above-average returns.
As shown in Figure 1.2, the I/O model considers a firm’s strategy to be a set of commitments and actions flowing from the characteristics of the industry in which the firm
has decided to compete. The resource-based model, discussed next, takes a different view
of the major influences on a firm’s choice of strategy.
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1. Study the external
environment, especially
the industry environment.

The External Environment
• The general environment
• The industry environment
• The competitor environment

2. Locate an industry with
high potential for aboveaverage returns.

An Attractive Industry
• An industry whose structural
characteristics suggest aboveaverage returns

3. Identify the strategy called
for by the attractive
industry to earn aboveaverage returns.

Strategy Formulation
• Selection of a strategy linked with
above-average returns in a
particular industry

4. Develop or acquire assets
and skills needed to
implement the strategy.

Assets and Skills
• Assets and skills required to
implement a chosen strategy

5. Use the firm’s strengths (its
developed or acquired assets
and skills) to implement
the strategy.

Strategy Implementation
• Selection of strategic actions linked
with effective implementation of
the chosen strategy
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Figure 1.2 The I/O Model of Above-Average Returns

Superior Returns
• Earning of above-average
returns

The Resource-Based Model of Above-Average
Returns
The resource-based model assumes that each organization is a collection of unique
resources and capabilities. The uniqueness of its resources and capabilities is the basis of
a firm’s strategy and its ability to earn above-average returns.82
Resources are inputs into a firm’s production process, such as capital equipment, the
skills of individual employees, patents, finances, and talented managers. In general, a firm’s
resources are classified into three categories: physical, human, and organizational capital.
Described fully in Chapter 3, resources are either tangible or intangible in nature.
Individual resources alone may not yield a competitive advantage.83 In fact, resources
have a greater likelihood of being a source of competitive advantage when they are formed
into a capability. A capability is the capacity for a set of resources to perform a task or
an activity in an integrative manner. Capabilities evolve over time and must be managed

Resources are inputs
into a firm’s production
process, such as capital
equipment, the skills of
individual employees,
patents, finances, and
talented managers.
A capability is the
capacity for a set of
resources to perform a
task or an activity in an
integrative manner.

dynamically in pursuit of above-average returns.84
Core competencies are resources and capabilities
that serve as a source of competitive advantage for
a firm over its rivals. Core competencies are often
visible in the form of organizational functions. For
example, we noted earlier that Best Buy is processing the extensive amount of data it has about its
customers to identify private-label consumer electronic products it can produce to meet customers’
needs. Best Buy relies on its strong customer service and information technology capabilities to spot
ways to do this.
According to the resource-based model, differences in firms’ performances across time are due
primarily to their unique resources and capabilities
rather than the industry’s structural characteristics. This model also assumes that firms
acquire different resources and develop unique capabilities based on how they combine
and use the resources; that resources and certainly capabilities are not highly mobile
across firms; and that the differences in resources and capabilities are the basis of competitive advantage.85 Through continued use, capabilities become stronger and more difficult for competitors to understand and imitate. As a source of competitive advantage,
a capability “should be neither so simple that it is highly imitable, nor so complex that it
defies internal steering and control.”86
The resource-based model of superior returns is shown in Figure 1.3. This model suggests that the strategy the firm chooses should allow it to use its competitive advantages in
an attractive industry (the I/O model is used to identify an attractive industry).
Not all of a firm’s resources and capabilities have the potential to be the foundation
for a competitive advantage. This potential is realized when resources and capabilities are
valuable, rare, costly to imitate, and nonsubstitutable.87 Resources are valuable when they
allow a firm to take advantage of opportunities or neutralize threats in its external environment. They are rare when possessed by few, if any, current and potential competitors.
Resources are costly to imitate when other firms either cannot obtain them or are at a
cost disadvantage in obtaining them compared with the firm that already possesses them.
And they are nonsubstitutable when they have no structural equivalents. Many resources
can either be imitated or substituted over time. Therefore, it is difficult to achieve and
sustain a competitive advantage based on resources alone.88 When these four criteria are
met, however, resources and capabilities become core competencies.
As noted previously, research shows that both the industry environment and a firm’s
internal assets affect that firm’s performance over time.89 Thus, to form a vision and
mission, and subsequently to select one or more strategies and to determine how to
implement them, firms use both the I/O and the resource-based models.90 In fact, these
models complement each other in that one (I/O) focuses outside the firm while the other
(resource-based) focuses inside the firm. Next, we discuss the forming of the firm’s vision
and mission—actions taken after the firm understands the realities of its external environment (Chapter 2) and internal organization (Chapter 3).
© Terri Miller/E-Visual Communications, Inc.
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Best Buy as well as many
other companies collect
extensive data about
their customers’ buying
behavior and preferences
to make better business
decisions.

Vision and Mission
Core competencies are
capabilities that serve as
a source of competitive
advantage for a firm over
its rivals.

After studying the external environment and the internal organization, the firm has the
information it needs to form its vision and a mission (see Figure 1.1). Stakeholders (those
who affect or are affected by a firm’s performance, as explained later in the chapter) learn
a great deal about a firm by studying its vision and mission. Indeed, a key purpose of
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1. Identify the firm’s resources.
Study its strengths and
weaknesses compared with
those of competitors.

Resources
• Inputs into a firm’s production
process

2. Determine the firm’s
capabilities. What do the
capabilities allow the firm
to do better than its
competitors?

Capability
• Capacity of an integrated set of
resources to integratively perform a
task or activity

3. Determine the potential
of the firm’s resources
and capabilities in terms of
a competitive advantage.

Competitive Advantage
• Ability of a firm to outperform
its rivals

4. Locate an attractive
industry.

An Attractive Industry
• An industry with opportunities
that can be exploited by the
firm’s resources and capabilities

5. Select a strategy that best
allows the firm to utilize
its resources and capabilities
relative to opportunities in
the external environment.

Strategy Formulation and
Implementation
• Strategic actions taken to earn aboveaverage returns
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Figure 1.3 The Resource-Based Model of Above-Average Returns

Superior Returns
• Earning of above-average returns

vision and mission statements is to inform stakeholders of what the firm is, what it seeks
to accomplish, and who it seeks to serve.

Vision
Vision is a picture of what the firm wants to be and, in broad terms, what it wants to ultimately achieve.91 Thus, a vision statement articulates the ideal description of an organization and gives shape to its intended future. In other words, a vision statement points the
firm in the direction of where it would eventually like to be in the years to come.92 Vision
is “big picture” thinking with passion that helps people feel what they are supposed to
be doing in the organization.93 People feel what they are to do when their firm’s vision
is simple, positive, and emotional. However, an effective vision stretches and challenges
people as well.
It is also important to note that vision statements reflect a firm’s values and aspirations and are intended to capture the heart and mind of each employee and, hopefully,

Vision is a picture of
what the firm wants
to be and, in broad
terms, what it wants to
ultimately achieve.
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many of its other stakeholders. A firm’s vision tends to be enduring while its mission can
change in light of changing environmental conditions. A vision statement tends to be
relatively short and concise, making it easily remembered. Examples of vision statements
include the following:
Our vision is to be the world’s best quick service restaurant. (McDonald’s)
To make the automobile accessible to every American. (Ford Motor Company’s
vision when established by Henry Ford)

STRATEGY
RIGHT NOW

Explore how Juniper
Networks, a leader
in high-performance
networking, established
a vision for product
innovation.
www.cengage.com/
management/hitt

As a firm’s most important and prominent strategic leader, the CEO is responsible for
working with others to form the firm’s vision. Experience shows that the most effective
vision statement results when the CEO involves a host of stakeholders (e.g., other top-level
managers, employees working in different parts of the organization, suppliers, and customers) to develop it. In addition, to help the firm reach its desired future state, a vision
statement should be clearly tied to the conditions in the firm’s external environment and
internal organization. Moreover, the decisions and actions of those involved with developing the vision, especially the CEO and the other top-level managers, must be consistent
with that vision. At McDonald’s, for example, a failure to openly provide employees with
what they need to quickly and effectively serve customers would be a recipe for disaster.

Mission
The vision is the foundation for the firm’s mission. A mission specifies the business or
businesses in which the firm intends to compete and the customers it intends to serve.94
The firm’s mission is more concrete than its vision. However, like the vision, a mission
should establish a firm’s individuality and should be inspiring and relevant to all stakeholders.95 Together, vision and mission provide the foundation the firm needs to choose
and implement one or more strategies. The probability of forming an effective mission
increases when employees have a strong sense of the ethical standards that will guide their
behaviors as they work to help the firm reach its vision.96 Thus, business ethics are a vital
part of the firm’s discussions to decide what it wants to become (its vision) as well as who it
intends to serve and how it desires to serve those individuals and groups (its mission).97
Even though the final responsibility for forming the firm’s mission rests with the
CEO, the CEO and other top-level managers tend to involve a larger number of people
in forming the mission. The main reason is that the mission deals more directly with
product markets and customers, and middle- and first-level managers and other employees have more direct contact with customers and the markets in which they are served.
Examples of mission statements include the following:
Be the best employer for our people in each community around the world and deliver
operational excellence to our customers in each of our restaurants. (McDonald’s)
Our mission is to be recognized by our customers as the leader in applications engineering. We always focus on the activities customers desire; we are highly motivated
and strive to advance our technical knowledge in the areas of material, part design
and fabrication technology. (LNP, a GE Plastics Company)

A mission specifies the
business or businesses
in which the firm intends
to compete and the
customers it intends to
serve.

Notice how the McDonald’s mission statement flows from its vision of being the
world’s best quick-service restaurant. LNP’s mission statement describes the business
areas (material, part design, and fabrication technology) in which the firm intends to
compete.
Some believe that vision and mission statements fail to create value for the firms
forming them. One expert believes that “Most vision statements are either too vague, too
broad in scope, or riddled with superlatives.”98 If this is the case, why do firms spend so
much time developing these statements? As explained in the Strategic Focus, vision and
mission statements that are poorly developed do not provide the direction the firm needs
to take appropriate strategic actions. Still, as shown in Figure 1.1, the firm’s vision and
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Some clearly believe that working on vision
and mission statements is a waste of time
and energy. “We have more important
things to accomplish”; “We are too busy
fighting daily fires to spend time thinking about the future or dreaming about what we
might want to be”; and “All vision and mission statements look alike across companies—
there’s just no difference among them, so why bother?” Almost everyone who has been
involved with or worked for an organization either on or off campus has likely heard
similar comments.
Thinking about the challenges facing firms today allows us to understand the reasons for
the negative perspective some have about the benefits organizations gain by forming vision
and mission statements. A difficult competitive environment and the realities of globalization
are but two reasons that may cause some to react less-than-positively when asked to
participate in efforts to form vision and mission
statements for their organization. In addition, the
difficulty and challenge associated with developing
effective or meaningful vision and mission statements
may be the key reasons some prefer not to bother
trying to do so.
A vision is a picture of what the firm wants to
be and, in broad terms, what it ultimately wants to
achieve. Based on the vision, a firm’s mission indicates
the business or businesses in which the firm will
compete and the customers it will serve. An important
aspect of these statements is that deep, critical, and
reflective thinking is required to form them. Moreover,
forming these statements requires choices to be
made—about what the firm wants to be, what it
wants to achieve, and the businesses it will compete
in, and the specific groups of customers it will serve.
Simultaneously, the firm is deciding what it won’t become, won’t try to achieve, where it won’t
compete, and who it won’t serve. These are hard choices that result only from intensive thinking and analysis. Having obtained information about the firm’s external environment and its
internal organization, those asked to form the firm’s vision and mission statements must be
willing to rigorously and thoroughly debate the realities and possibilities associated with the
information that has been gathered.
There are benefits for organizations willing to accept the challenge of rigorously examining
and interpreting this information. Internally, the benefits include (1) providing the direction
required to select the firm’s strategies, (2) prioritizing how the firm’s resources will be
allocated, (3) providing opportunities for people to work together to deal with significant
issues, (4) gaining an appreciation for the necessity of making trade-offs, and (5) learning
more about the firm’s culture and character. Benefits for the firm’s external environment
include (1) showing how the organization differs from competitors, (2) reflecting the organization’s
priorities, and (3) signaling aspects of the firm’s culture and values. In addition, strategic
leaders should be aware of research evidence suggesting that there is a positive relationship
between forming vision and mission statements that is consistent with the realities of their

20

external environment and internal organization and performance.99 Thus, there are multiple
reasons for firms to take the steps required to effectively develop a vision statement and a
mission statement.
Sources: H. Ibarra & O. Obodaru, 2009, Women and the vision thing, Harvard Business Review, 87(1): 62–70;
B. Bartkus & M. Glassman, 2008, Do firms practice what they preach? The relationship between mission statements and stakeholder management, Journal of Business Ethics, 83: 207–216; B. Perkins, 2008, State your purpose,
Computerworld, May 12, 35; L. S. Williams, 2008, The mission statement, Journal of Business Communication, 45:
94–119; J. Davis, J. A. Ruhe, M. Lee, & U. Rajadhyaksha, 2007, Mission possible: Do school mission statements work?
Journal of Business Ethics, 70: 99–110.

mission are critical aspects of the strategic inputs it requires to engage in strategic actions
as the foundation for achieving strategic competitiveness and earning above-average
returns. Therefore, as we discuss in the Strategic Focus, firms must accept the challenge
of forming effective vision and mission statements.

Stakeholders
Every organization involves a system of primary stakeholder groups with whom it establishes and manages relationships.100 Stakeholders are the individuals and groups who
can affect the firm’s vision and mission, are affected by the strategic outcomes achieved,
and have enforceable claims on the firm’s performance.101 Claims on a firm’s performance are enforced through the stakeholders’ ability to withhold participation essential
to the organization’s survival, competitiveness, and profitability.102 Stakeholders continue
to support an organization when its performance meets or exceeds their expectations.103
Also, research suggests that firms that effectively manage stakeholder relationships outperform those that do not. Stakeholder relationships can therefore be managed to be a
source of competitive advantage.104
Although organizations have dependency relationships with their stakeholders, they
are not equally dependent on all stakeholders at all times;105 as a consequence, not every
stakeholder has the same level of influence.106 The more critical and valued a stakeholder’s participation, the greater a firm’s dependency on it. Greater dependence, in turn,
gives the stakeholder more potential influence over a firm’s commitments, decisions, and
actions. Managers must find ways to either accommodate or insulate the organization
from the demands of stakeholders controlling critical resources.107

Classifications of Stakeholders

Stakeholders are the
individuals and groups
who can affect the firm’s
vision and mission, are
affected by the strategic
outcomes achieved, and
have enforceable claims
on the firm’s performance.

The parties involved with a firm’s operations can be separated into at least three groups.108
As shown in Figure 1.4, these groups are the capital market stakeholders (shareholders
and the major suppliers of a firm’s capital), the product market stakeholders (the firm’s
primary customers, suppliers, host communities, and unions representing the workforce), and the organizational stakeholders (all of a firm’s employees, including both
nonmanagerial and managerial personnel).
Each stakeholder group expects those making strategic decisions in a firm to
provide the leadership through which its valued objectives will be reached.109 The
objectives of the various stakeholder groups often differ from one another, sometimes placing those involved with a firm’s strategic management process in situations
where trade-offs have to be made. The most obvious stakeholders, at least in U.S.
organizations, are shareholders—individuals and groups who have invested capital
in a firm in the expectation of earning a positive return on their investments. These
stakeholders’ rights are grounded in laws governing private property and private
enterprise.
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Stakeholders

People who are affected by a firm’s
performance and who have claims on
its performance

Capital Market Stakeholders
• Shareholders
• Major suppliers of capital
(e.g., banks)

Product Market Stakeholders
• Primary customers
• Suppliers
• Host communities
• Unions

Organizational Stakeholders
• Employees
• Managers
• Nonmanagers

In contrast to shareholders, another group of stakeholders—the firm’s customers—
prefers that investors receive a minimum return on their investments. Customers could
have their interests maximized when the quality and reliability of a firm’s products are
improved, but without a price increase. High returns to customers might come at the
expense of lower returns negotiated with capital market shareholders.
Because of potential conflicts, each firm is challenged to manage its stakeholders.
First, a firm must carefully identify all important stakeholders. Second, it must prioritize
them, in case it cannot satisfy all of them. Power is the most critical criterion in prioritizing stakeholders. Other criteria might include the urgency of satisfying each particular
stakeholder group and the degree of importance of each to the firm.110
When the firm earns above-average returns, the challenge of effectively managing
stakeholder relationships is lessened substantially. With the capability and flexibility
provided by above-average returns, a firm can more easily satisfy multiple stakeholders simultaneously. When the firm earns only average returns, it is unable to maximize
the interests of all stakeholders. The objective then becomes one of at least minimally
satisfying each stakeholder. Trade-off decisions are made in light of how important
the support of each stakeholder group is to the firm. For example, environmental
groups may be very important to firms in the energy industry but less important to
professional service firms.111 A firm earning below-average returns does not have the
capacity to minimally satisfy all stakeholders. The managerial challenge in this case
is to make trade-offs that minimize the amount of support lost from stakeholders.
Societal values also influence the general weightings allocated among the three stakeholder groups shown in Figure 1.4. Although all three groups are served by firms in
the major industrialized nations, the priorities in their service vary because of cultural
differences. Next, we present additional details about each of the three major stakeholder groups.
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Figure 1.4 The Three Stakeholder Groups
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Capital Market Stakeholders
Shareholders and lenders both expect a firm to preserve and enhance the wealth they
have entrusted to it. The returns they expect are commensurate with the degree of risk
accepted with those investments (i.e., lower returns are expected with low-risk investments while higher returns are expected with high-risk investments). Dissatisfied lenders
may impose stricter covenants on subsequent borrowing of capital. Dissatisfied shareholders may reflect their concerns through several means, including selling their stock.
When a firm is aware of potential or actual dissatisfactions among capital market
stakeholders, it may respond to their concerns. The firm’s response to stakeholders who
are dissatisfied is affected by the nature of its dependency relationship with them (which,
as noted earlier, is also influenced by a society’s values). The greater and more significant the dependency relationship is, the more direct and significant the firm’s response
becomes. Before liquidating, Circuit City took several actions to try to satisfy its capital
market stakeholders. In part, these actions were taken because of the significance of
Circuit City’s dependence on its capital market stakeholders. Closing stores, changing
members of the firm’s top management team, and seeking potential buyers are examples
of the actions Circuit City took in the final few years before liquidating.112 However, the
reality is that none of these actions resulted in outcomes that allowed Circuit City to meet
the expectations of its capital market stakeholders.
Product Market Stakeholders
Some might think that product market stakeholders (customers, suppliers, host communities, and unions) share few common interests. However, all four groups can benefit
as firms engage in competitive battles. For example, depending on product and industry characteristics, marketplace competition may result in lower product prices being
charged to a firm’s customers and higher prices being paid to its suppliers (the firm
might be willing to pay higher supplier prices to ensure delivery of the types of goods and
services that are linked with its competitive success).113
Customers, as stakeholders, demand reliable products at the lowest possible prices.
Suppliers seek loyal customers who are willing to pay the highest sustainable prices for
the goods and services they receive. Host communities want companies willing to be
long-term employers and providers of tax revenue without placing excessive demands on
public support services. Union officials are interested in secure jobs, under highly desirable working conditions, for employees they represent. Thus, product market stakeholders are generally satisfied when a firm’s profit margin reflects at least a balance between
the returns to capital market stakeholders (i.e., the returns lenders and shareholders will
accept and still retain their interests in the firm) and the returns in which they share.
Organizational Stakeholders
Employees—the firm’s organizational stakeholders—expect the firm to provide a
dynamic, stimulating, and rewarding work environment. As employees, we are usually satisfied working for a company that is growing and actively developing our skills,
especially those skills required to be effective team members and to meet or exceed
global work standards. Workers who learn how to use new knowledge productively
are critical to organizational success. In a collective sense, the education and skills of a
firm’s workforce are competitive weapons affecting strategy implementation and firm
performance.114 As suggested by the following statement, strategic leaders are ultimately
responsible for serving the needs of organizational stakeholders on a day-to-day basis:
“[T]he job of [strategic] leadership is to fully utilize human potential, to create organizations in which people can grow and learn while still achieving a common objective, to
nurture the human spirit.”115 Interestingly, research suggests that outside directors are
more likely to propose layoffs compared to inside strategic leaders, while such insiders
are likely to use preventative cost-cutting measures and seek to protect incumbent
employees.116
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Strategic Leaders
Strategic leaders are people located in different parts of the firm using the strategic

management process to help the firm reach its vision and mission. Regardless of their
location in the firm, successful strategic leaders are decisive, committed to nurturing
those around them117 and are committed to helping the firm create value for all stakeholder groups.118 In this vein, research evidence suggests that employees who perceive
that their CEO emphasizes the need for the firm to operate in ways that are consistent
with the values of all stakeholder groups rather than focusing only on maximizing profits for shareholders identify that CEO as a visionary leader. In turn, visionary leadership
is related to extra effort by employees, with employee effort leading to enhanced firm
performance. These intriguing findings suggest that decision-making values “… that
are oriented toward a range of stakeholders may yield more favorable outcomes for
leaders than values that focus primarily on economic-based issues.”119 These findings
are consistent with the argument that “To regain society’s trust … business leaders
must embrace a way of looking at their role that goes beyond their responsibility to the
shareholder to include a civic and personal commitment to their duty as institutional
custodians.”120
When identifying strategic leaders, most of us tend to think of chief executive officers (CEOs) and other top-level managers. Clearly, these people are strategic leaders.
And, in the final analysis, CEOs are responsible for making certain their firm effectively
uses the strategic management process. Indeed, the pressure on CEOs to manage strategically is stronger than ever.121 However, many other people in today’s organizations
help choose a firm’s strategy and then determine the actions for successfully implementing it.122 The main reason is that the realities of twenty-first–century competition that we discussed earlier in this chapter (e.g., the global economy, globalization,
rapid technological change, and the increasing importance of knowledge and people as
sources of competitive advantage) are creating a need for those “closest to the action”
to be the ones making decisions and determining the actions to be taken.123 In fact,
the most effective CEOs and top-level managers understand how to delegate strategic
responsibilities to people throughout the firm who influence the use of organizational
resources.124
Organizational culture also affects strategic leaders and their work. In turn, strategic
leaders’ decisions and actions shape a firm’s culture. Organizational culture refers to the
complex set of ideologies, symbols, and core values that are shared throughout the firm
and that influence how the firm conducts business. It is the social energy that drives—or
fails to drive—the organization.125 For example, Southwest Airlines is known for having
a unique and valuable culture. Its culture encourages employees to work hard but also to
have fun while doing so. Moreover, its culture entails respect for others—employees and
customers alike. The firm also places a premium on service, as suggested by its commitment to provide POS (Positively Outrageous Service) to each customer.
Some organizational cultures are a source of disadvantage. It is important for strategic
leaders to understand, however, that whether the firm’s culture is functional or dysfunctional, their work takes place within the context of that culture. The relationship between
organizational culture and strategic leaders’ work is reciprocal in that the culture shapes
how they work while their work helps shape an ever-evolving organizational culture.

The Work of Effective Strategic Leaders
Perhaps not surprisingly, hard work, thorough analyses, a willingness to be brutally honest,
a penchant for wanting the firm and its people to accomplish more, and tenacity are
prerequisites to an individual’s success as a strategic leader.126 In addition, strategic leaders
must be able to “think seriously and deeply … about the purposes of the organizations
they head or functions they perform, about the strategies, tactics, technologies, systems,

Strategic leaders are
people located in
different parts of the
firm using the strategic
management process
to help the firm reach
its vision and mission.
Organizational
culture refers to
the complex set of
ideologies, symbols,
and core values that
are shared throughout
the firm and that
influence how the firm
conducts business.
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and people necessary to attain these purposes and about the
important questions that always need to be asked.”127 In addition,
effective strategic leaders work to set an ethical tone in their firms.
For example, Kevin Thompson, IBM’s Manager of Corporate
Citizenship, suggests, “We don’t think you can survive without
integrating business and societal values.”128
Strategic leaders, regardless of their location in the organization, often work long hours, and their work is filled with ambiguous decision situations.129 However, the opportunities afforded by
this work are appealing and offer exciting chances to dream and
to act.130 The following words, given as advice to the late Time
Warner chair and co-CEO Steven J. Ross by his father, describe
the opportunities in a strategic leader’s work:
There are three categories of people—the person who goes
into the office, puts his feet up on his desk, and dreams for
12 hours; the person who arrives at 5 a.m. and works for 16
hours, never once stopping to dream; and the person who
puts his feet up, dreams for one hour, then does something
about those dreams.131
IBM’s organizational culture holds that there is
indeed a corporate responsibility to bettering society
at large.

The organizational term used for a dream that challenges and
energizes a company is vision. Strategic leaders have opportunities
to dream and to act, and the most effective ones provide a vision as
the foundation for the firm’s mission and subsequent choice and
use of one or more strategies.

Predicting Outcomes of Strategic Decisions:
Profit Pools

A profit pool entails the
total profits earned in an
industry at all points along
the value chain.

Strategic leaders attempt to predict the outcomes of their decisions before taking efforts to
implement them, which is difficult to do. Many decisions that are a part of the strategic management process are concerned with an uncertain future and the firm’s place in that future.132
Mapping an industry’s profit pool is something strategic leaders can do to anticipate
the possible outcomes of different decisions and to focus on growth in profits rather than
strictly growth in revenues. A profit pool entails the total profits earned in an industry at
all points along the value chain.133 (We explain the value chain in Chapter 3 and discuss
it further in Chapter 4.) Analyzing the profit pool in the industry may help a firm see
something others are unable to see by helping it understand the primary sources of profits in an industry. There are four steps to identifying profit pools: (1) define the pool’s
boundaries, (2) estimate the pool’s overall size, (3) estimate the size of the value-chain
activity in the pool, and (4) reconcile the calculations.134
Let’s think about how McDonald’s might map the quick-service restaurant industry’s
profit pools. First, McDonald’s would need to define the industry’s boundaries and, second, estimate its size. As discussed in the Opening Case, these boundaries would include
markets across the globe. As noted, the size of the U.S. market is not currently expanding. The net result of this is that McDonald’s is trying to increase its market share by
taking market share away from competitors such as Burger King and Wendy’s. Growth
is more likely in international markets, which is why McDonald’s is establishing more
units internationally than it is domestically. Armed with information about its industry,
McDonald’s would then be prepared to estimate the amount of profit potential in each
part of the value chain (step 3). In the quick-service restaurant industry, marketing
campaigns and customer service are likely more important sources of potential profits
than are inbound logistics’ activities (see Chapter 3). With an understanding of where
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The Strategic Management Process
As suggested by Figure 1.1, the strategic management process is a rational approach firms
use to achieve strategic competitiveness and earn above-average returns. Figure 1.1 also
features the topics we examine in this book to present the strategic management process
to you.
This book is divided into three parts. In Part 1, we describe what firms do to
analyze their external environment (Chapter 2) and internal organization (Chapter
3). These analyses are completed to identify marketplace opportunities and threats in
the external environment (Chapter 2) and to decide how to use the resources, capabilities, core competencies, and competitive advantages in the firm’s internal organization to pursue opportunities and overcome threats (Chapter 3). With knowledge
about its external environment and internal organization, the firm forms its vision
and mission.
The firm’s strategic inputs (see Figure 1.1) provide the foundation for choosing one or
more strategies and deciding how to implement them. As suggested in Figure 1.1 by the
horizontal arrow linking the two types of strategic actions, formulation and implementation must be simultaneously integrated if the firm is to successfully use the strategic management process. Integration happens as decision makers think about implementation
issues when choosing strategies and as they think about possible changes to the firm’s
strategies while implementing a currently chosen strategy.
In Part 2 of this book, we discuss the different strategies firms may choose to use. First,
we examine business-level strategies (Chapter 4). A business-level strategy describes the
actions a firm decides to take in order to exploit its competitive advantage over rivals. A
company competing in a single product market (e.g., a locally owned grocery store operating in only one location) has but one business-level strategy while a diversified firm
competing in multiple product markets (e.g., General Electric) forms a business-level
strategy for each of its businesses. In Chapter 5, we describe the actions and reactions that
occur among firms while using their strategies in marketplace competitions. As we will
see, competitors respond to and try to anticipate each other’s actions. The dynamics of
competition affect the strategies firms choose to use as well as how they try to implement
the chosen strategies.136
For the diversified firm, corporate-level strategy (Chapter 6) is concerned with
determining the businesses in which the company intends to compete as well as how to
manage its different businesses. Other topics vital to strategy formulation, particularly
in the diversified corporation, include acquiring other companies and, as appropriate,
restructuring the firm’s portfolio of businesses (Chapter 7) and selecting an international
strategy (Chapter 8). With cooperative strategies (Chapter 9), firms form a partnership
to share their resources and capabilities in order to develop a competitive advantage.
Cooperative strategies are becoming increasingly important as firms seek ways to compete in the global economy’s array of different markets.137
To examine actions taken to implement strategies, we consider several topics in
Part 3 of the book. First, we examine the different mechanisms used to govern firms
(Chapter 10). With demands for improved corporate governance being voiced today by
many stakeholders, organizations are challenged to learn how to simultaneously satisfy
their stakeholders’ different interests.138 Finally, the organizational structure and actions
needed to control a firm’s operations (Chapter 11), the patterns of strategic leadership
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the greatest amount of profits are likely to be earned, McDonald’s would then be ready
to select the strategy to use to be successful where the largest profit pools are located in
the value chain.135 As this brief discussion shows, profit pools are a tool the firm’s strategic leaders can use to help recognize the actions to take to increase the likelihood of
increasing profits.
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appropriate for today’s firms and competitive environments (Chapter 12), and strategic
entrepreneurship (Chapter 13) as a path to continuous innovation are addressed.
Before closing this introductory chapter, it is important to emphasize that primarily
because they are related to how a firm interacts with its stakeholders, almost all strategic
management process decisions have ethical dimensions.139 Organizational ethics are
revealed by an organization’s culture; that is to say, a firm’s decisions are a product of
the core values that are shared by most or all of a company’s managers and employees.
Especially in the turbulent and often ambiguous competitive landscape of the twenty-first
century, those making decisions that are part of the strategic management process are
challenged to recognize that their decisions affect capital market, product market, and
organizational stakeholders differently and to evaluate the ethical implications of their
decisions on a daily basis.140 Decision makers failing to recognize these realities accept
the risk of putting their firm at a competitive disadvantage when it comes to consistently
engaging in ethical business practices.141
As you will discover, the strategic management process examined in this book calls
for disciplined approaches to serve as the foundation for developing a competitive advantage. These approaches provide the pathway through which firms will be able to achieve
strategic competitiveness and earn above-average returns. Mastery of this strategic management process will effectively serve you, our readers, and the organizations for which
you will choose to work.

SUMMARY
•

Firms use the strategic management process to achieve
strategic competitiveness and earn above-average returns.
Strategic competitiveness is achieved when a firm has
developed and learned how to implement a value-creating
strategy. Above-average returns (in excess of what investors
expect to earn from other investments with similar levels of
risk) provide the foundation a firm needs to simultaneously
satisfy all of its stakeholders.

•

The fundamental nature of competition is different in the
current competitive landscape. As a result, those making
strategic decisions must adopt a different mind-set, one that
allows them to learn how to compete in highly turbulent
and chaotic environments that are producing disorder and
a great deal of uncertainty. The globalization of industries
and their markets and rapid and significant technological
changes are the two primary factors contributing to the
turbulence of the competitive landscape.

•

Firms use two major models to help them form their vision
and mission and then choose one or more strategies to use
in pursuit of strategic competitiveness and above-average
returns. The core assumption of the I/O model is that the
firm’s external environment has more of an influence on the
choice of strategies than do the firm’s internal resources,
capabilities, and core competencies. Thus, the I/O model is
used to understand the effects an industry’s characteristics
can have on a firm when deciding what strategy or strategies to use to compete against rivals. The logic supporting
the I/O model suggests that above-average returns are

earned when the firm locates an attractive industry or part
of an industry and successfully implements the strategy
dictated by that industry’s characteristics. The core assumption of the resource-based model is that the firm’s unique
resources, capabilities, and core competencies have more
of an influence on selecting and using strategies than does
the firm’s external environment. Above-average returns
are earned when the firm uses its valuable, rare, costly-toimitate, and nonsubstitutable resources and capabilities
to compete against its rivals in one or more industries.
Evidence indicates that both models yield insights that are
linked to successfully selecting and using strategies. Thus,
firms want to use their unique resources, capabilities, and
core competencies as the foundation for one or more
strategies that will allow them to compete in industries
they understand.
•

Vision and mission are formed in light of the information and
insights gained from studying a firm’s internal and external
environments. Vision is a picture of what the firm wants to
be and, in broad terms, what it wants to ultimately achieve.
Flowing from the vision, the mission specifies the business
or businesses in which the firm intends to compete and the
customers it intends to serve. Vision and mission provide
direction to the firm and signal important descriptive
information to stakeholders.

•

Stakeholders are those who can affect, and are affected by,
a firm’s strategic outcomes. Because a firm is dependent
on the continuing support of stakeholders (shareholders,
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•

Strategic leaders are people located in different parts of the
firm using the strategic management process to help the
firm reach its vision and mission. In the final analysis, though,
CEOs are responsible for making certain that their firms
properly use the strategic management process. Today,
the effectiveness of the strategic management process is

increased when it is grounded in ethical intentions and
behaviors. The strategic leader’s work demands decision
trade-offs, often among attractive alternatives. It is important
for all strategic leaders and especially the CEO and other
members of the top-management team to work hard,
conduct thorough analyses of situations facing the firm, be
brutally and consistently honest, and ask the right questions
of the right people at the right time.
•

Strategic leaders predict the potential outcomes of their
strategic decisions. To do this, they must first calculate profit
pools in their industry that are linked to value chain activities.
Predicting the potential outcomes of their strategic decisions
reduces the likelihood of the firm formulating and implementing ineffective strategies.

REVIEW
1. What are strategic competitiveness, strategy, competitive
advantage, above-average returns, and the strategic
management process?
2. What are the characteristics of the current competitive
landscape? What two factors are the primary drivers of this
landscape?
3. According to the I/O model, what should a firm do to earn
above-average returns?

QUESTIONS

5. What are vision and mission? What is their value for the strategic management process?
6. What are stakeholders? How do the three primary stakeholder groups influence organizations?
7. How would you describe the work of strategic leaders?
8. What are the elements of the strategic management process? How are they interrelated?

4. What does the resource-based model suggest a firm should
do to earn above-average returns?

EXPERIENTIAL EXERCISES
EXERCISE 1: BUSINESS AND BLOGS
One element of industry structure analysis is the leverage that
buyers can exert on firms. Is technology changing the balance
of power between customers and companies? If so, how should
business respond?
Blogs offer a mechanism for consumers to share their experiences—good or bad—regarding different companies. Bloggers
first emerged in the late 1990s, and today the Technorati search
engine currently monitors roughly 100 million blogs. With the
wealth of this “citizen media” available, what are the implications
for consumer power? One of the most famous cases of a blogger drawing attention to a company was Jeff Jarvis of the Web
site http://www.buzzmachine.com. Jarvis, who writes on media
topics, was having problems with his Dell computer and shared

his experiences on the Web. Literally thousands of other people
recounted similar experiences, and the phenomena became
known as “Dell hell.” Eventually, Dell created its own corporate
blog in an effort to deflect this wave of consumer criticism. What
are the implications of the rapid growth in blogs? Work in a group
on the following exercise.

Part One
Visit a corporate blog. Only a small percentage of large firms
maintain a blog presence on the Internet. Hint: Multiple wikis
online provide lists of such companies. A Web search using the
term Fortune 500 blogs will turn up several options. Review the
content of the firm’s blog. Was it updated regularly or not?
Multiple contributors or just one? What was the writing style?
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customers, suppliers, employees, host communities, etc.),
they have enforceable claims on the company’s performance. When earning above-average returns, a firm has
the resources it needs to at minimum simultaneously satisfy
the interests of all stakeholders. However, when earning
only average returns, the firm must carefully manage its
stakeholders in order to retain their support. A firm earning
below-average returns must minimize the amount of support it loses from unsatisfied stakeholders.
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Did it read like a marketing brochure or something more informal? Did the blog allow viewer comments or post replies to
consumer questions?

Part Two
Based on the information you collected in the blog review, answer
the following questions:
•

•

•

Have you ever used blogs to help make decisions about
something that you are considering purchasing? If so, how
did the blog material affect your decision? What factors would
make you more (or less) likely to rely on a blog in making your
decision?
How did the content of corporate blogs affect your perception
of that company and its good and services? Did it make you
more or less likely to view the company favorably, or have no
effect at all?
Why do so few large companies maintain blogs?

EXERCISE 2: CREATING A SHARED VISION
Drawing on an analysis of internal and external conditions, firms
create a mission and vision as a cornerstone of their strategy.
This exercise examines some of the challenges associated with
creating a firm’s shared direction.

cil. Your meeting location should be free from distraction. The
location should have enough space so that no person can see
another’s notepad.
Teams given the B designation will meet electronically. You may
choose to meet through text messaging or IM. Be sure to confirm
everyone’s contact information and meeting time beforehand.

Part Two
Each team member prepares a drawing of a real structure. It can
be a famous building, a monument, museum, or even your dorm.
Do not tell other team members what you drew.
Randomly select one team member. The goal is for everyone
else to prepare a drawing as similar to the selected team member
as possible. That person is not allowed to show his or her drawing
to the rest of the team. The rest of the group can ask questions
about the drawing, but only ones that can be answered “yes”
or ”no.”
After 10 minutes, have everyone compare their drawings. If
you are meeting electronically, describe your drawings, and save
them for the next time your team meets face to face.
Next, select a second team member and repeat this process
again.

Part Three
In class, discuss the following questions:

Part One
The instructor will break the class into a set of small teams. Half
of the teams will be given an “A” designation, and the other half
assigned as “B.” Each individual team will need to plan a time
outside class to complete Part 2; the exercise should take about
half an hour.
Teams given the A designation will meet in a face-to-face
setting. Each team member will need paper and a pen or pen-

•
•
•
•

How easy (or hard) was it for you to figure out the “vision” of
your team members?
Did you learn anything in the first iteration that made the second drawing more successful?
What similarities might you find between this exercise and the
challenge of sharing a vision among company employees?
How did the communication structure affect your process and
outcomes?

VIDEO
THE VALUE OF SETTING A LONG-TERM
STRATEGY
Anders Dahlvig/Group President and CEO/IKEA Services
IKEA is a brand famous for its focus on innovative solutions
to the business of selling high-quality, low-price home furnishings. Anders Dahlvig, IKEA’s Group President and CEO, argues
that long-term strategic planning is a key to their success. For
the financial year ending August 2008, IKEA posted a 7 percent
increase in sales over the prior annual period, recording €21.1
billion in revenue. The firm has more than 128,000 employees
and operates in 24 countries.
Be prepared to discuss the following concepts and questions in class:

Concepts
•
•

Vision and mission
Long-term strategy

•
•
•
•

CASE

Stakeholders
Global economy
Strategic leaders
Organizational culture

Questions
1. What is this firm’s vision?
2. What is the firm’s mission or business idea?
3. Describe its competitive advantage. Why do you
think competitors have found this concept difficult to
imitate?
4. What is in the news about this company?
5. Describe Anders Dahlvig as a strategic leader.
6. Do you believe Anders Dahlvig is constrained in his strategic
decision making because of the unique organizational culture
at IKEA, or is he free to create and implement strategic decisions as he sees best for the firm?
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2

The External Environment:
Opportunities, Threats,
Industry Competition, and
Competitor Analysis

Studying this chapter should provide you with the strategic
management knowledge needed to:
1.. Explain the importance of analyzing and understanding the firm’s
external environment.
2.. Define and describe the general environment and the industry
environment.
3.. Discuss the four activities of the external environmental analysis
process.
process
4. Name and describe the general environment’s seven segments.
5. Identify the five competitive forces and explain how they determine
an industry’s profit potential.
6. Define strategic groups and describe their influence on the firm.
7. Describe what firms need to know about their competitors and
different methods (including ethical standards) used to collect
intelligence about them.

PHILIP MORRIS
INTERNATIONAL: THE
EFFECTS OF ITS EXTERNAL
ENVIRONMENT

Catherine Karnow/CORBIS

Employing over 75,000 people, Philip Morris
International (PMI) is the leading international
tobacco company in terms of market share.
The firm’s product line features seven of the
world’s top 15 brands, including Marlboro,
which is the top-selling cigarette brand on a worldwide basis. (In 2008, PMI sold 310.7
billion Marlboro cigarettes. Altria Group, Inc., which spun-off PMI from its operations in
March 2008, sells the Marlboro brand in the United States.) PMI sells products in over 160
countries, holds about a 16 percent share of the total international cigarette market outside
the United States, and has the largest market share in 11 of the top 30 cigarette markets,
excluding the U.S. market. PMI continues to innovate across its brand portfolio to serve
different needs of various customers
and as a means of stimulating sales of its
products.
As is true for all firms, the strategic
actions (see Figure 1.1) PMI is taking today
and will take in the future are influenced
by conditions in its external environment.
The challenge for a firm’s strategic leaders
(including those at PMI) is to understand
what the external environment’s effects
are on the firm today and to predict (with
as high a degree of accuracy as possible)
what those effects will be on the firm’s
strategic actions in the future.
The regulations that are a part of the
political/legal segment of PMI’s general
environment (the general environment
and all of its segments are discussed in
this chapter) affect how PMI conducts
its business. In general, the regulations
Advertising such as this Marlboro Man billboard
regarding the selling of tobacco products
is more highly restricted in the United States than
are less restrictive in global markets than
in many global markets.
in the U.S. market. Nonetheless, PMI
must be aware of how the regulations might change in the markets it does serve as well
as those it may desire to serve in the future and must prepare to deal with these changes.
Aware of the possible effects of the political/legal environment on its operations in the
future, PMI has made the following public pronouncement: “We are proactively working
with governments and other stakeholders to advocate for a comprehensive, consistent and
cohesive regulatory framework that applies to all to tobacco products and is based on the
principle of harm reduction.” (Encouraging all companies competing in the tobacco industry
to develop products with the potential to reduce the risk of tobacco-related diseases is part
of the harm reduction principle.)
The global segment of the general environment also affects PMI’s strategic actions. To
pursue what it believes are opportunities to sell additional quantities of its products, PMI
recently acquired companies in Colombia, Indonesia, and Serbia to establish a stronger
foothold in emerging markets. The facts that taxes on tobacco products are lower in many
emerging markets compared to developed markets and that the consumption of tobacco
products is increasing in these markets are conditions in the external environment influencing
the choices PMI makes as it seeks growth. These conditions differ from those in the U.S.
market where cigarette consumption is declining by approximately 3 to 4 percent annually
and where in mid-2009, the U.S. Congress passed legislation (which President Obama then
signed into law) that empowered the Food and Drug Administration to regulate “cigarettes
and other forms of tobacco for the first time.”
While cigarette consumption is increasing in some of its markets, PMI predicts that this
will not always be the case. In this respect, PMI anticipates that changes will occur in the
sociocultural segment of the general environment such that fewer people will be willing
to risk disease by consuming tobacco products. Anticipating this possibility, PMI recently
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formed a joint venture with Swedish Match AB to market smokeless tobacco worldwide.
This collaborative arrangement unites the world’s largest seller of smokeless tobacco
(Swedish Match) with a marketing powerhouse that has a strong global presence across multiple markets (PMI). Because it is less dangerous than cigarettes in terms of disease, smokeless tobacco is seen as a product with long-term growth potential. PMI will likely remain
committed to the importance of its social performance as it pursues this joint venture. As
a measure of the effects of the physical environment segment of the external environment,
PMI says that it is strongly committed to the “promotion of sustainable tobacco farming, the
efficient use of natural resources, the reduction of waste in (its) manufacturing processes,
eliminating child labor and giving back to the communities in which (it) operates.”
Sources: 2009, Altria Group Inc., Standard & Poor’s Stock Report, http://standardandpoors.com, April 25; 2009,
Philip Morris International home page, http://www.philipinternational.com, May 15; N. Byrnes & F. Balfour, Philip
Morris’ global race, BusinessWeek Online, http://www.businessweek.com, April 23; K. Helliker, 2009, Smokeless tobacco to get push by venture overseas, Wall Street Journal Online, http://www.wsj.com, February 4; A.
Pressman, 2009, Philip Morris unbound, BusinessWeek, May 4, 66; D. Wilson, 2009, Senate votes to allow FDA
to regulate tobacco, Wall Street Journal Online, http://www.wsj.com, June 12.

As described in the Opening Case and suggested by research, the external environment
affects a firm’s strategic actions.1 For example, Philip Morris International (PMI) seeks to
grow through a joint venture with Swedish Match AB to distribute smokeless tobacco in
multiple global markets.2 Because it is less dangerous than cigarettes in terms of contributing
to disease, smokeless tobacco is thought to have growth potential in many markets.3 In addition to this health-related influence that is a part of the sociocultural segment of PMI’s external environment, the firm’s strategic actions are affected by conditions in other segments of
its general environment, such as the political/legal and the physical environment segments.
As we explain in this chapter, a firm’s external environment creates both opportunities (e.g.,
the opportunity for PMI to enter the smokeless tobacco market) and threats (e.g., the possibility that additional regulations in its markets will reduce consumption of PMI’s tobacco
products). Collectively, opportunities and threats affect a firm’s strategic actions.4
Regardless of the industry in which they compete, the external environment influences
firms as they seek strategic competitiveness and the earning of above-average returns. This
chapter focuses on how firms analyze their external environment. The understanding about
conditions in its external environment that the firm gains by analyzing that environment
is matched with knowledge about its internal organization (discussed in the next chapter)
as the foundation for forming the firm’s vision, developing its mission, and identifying and
implementing strategic actions (see Figure 1.1).
As noted in Chapter 1, the environmental conditions in the current global economy
differ from historical conditions. For example, technological changes and the continuing
growth of information gathering and processing capabilities increase the need for firms
to develop effective competitive actions on a timely basis.5 (In slightly different words,
firms have little time to correct errors when implementing their competitive actions.)
The rapid sociological changes occurring in many countries affect labor practices and
the nature of products demanded by increasingly diverse consumers. Governmental
policies and laws also affect where and how firms choose to compete.6 In addition,
changes to nations’ financial regulatory systems that were enacted in 2009 and beyond
are expected to increase the complexity of organizations’ financial transactions.7
Viewed in their totality, the conditions that affect firms today indicate that for most
organizations, their external environment is filled with uncertainty.8 To successfully deal
with this uncertainty and to achieve strategic competitiveness and thrive, firms must be
aware of and fully understand the different segments of the external environment.
Firms understand the external environment by acquiring information about
competitors, customers, and other stakeholders to build their own base of knowledge
and capabilities.9 On the basis of the new information, firms take actions, such as
building new capabilities and core competencies, in hopes of buffering themselves
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The General, Industry, and
Competitor Environments

The general environment is composed of
dimensions in the broader society that influence
an industry and the firms within it.11 We group
these dimensions into seven environmental
segments: demographic, economic, political/legal,
sociocultural, technological, global, and physical. Examples of elements analyzed in each
of these segments are shown in Table 2.1.
Firms cannot directly control the general environment’s segments. The recent
bankruptcy filings by General Motors and Chrysler Corporation highlight this fact.
These firms could not directly control various parts of their external environment,
including the economic and political/legal segments; however, these segments are
influencing the actions the firms are taking now including the forming of Chrysler’s
alliance with Fiat.12 Because firms cannot directly control the segments of their
external environment, successful ones learn how to gather the information needed
to understand all segments and their implications for selecting and implementing the
firm’s strategies.

A woman bearing Chrysler
paperwork waits to
enter U.S. Bankruptcy
Court for the Chrysler
bankruptcy case in New
York, Monday, May 4,
2009. Aspects of the
external environment both
contributed to Chrysler’s
bankruptcy filing as well
as influenced the terms
under which it quickly
re-emerged.

Figure 2.1 The External Environment
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from any negative environmental effects and to
pursue opportunities as the basis for better serving their stakeholders’ needs.10 A firm’s strategic
actions are influenced by the conditions in the
three parts (the general, industry, and competitor) of its external environment (see Figure 2.1).
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Table 2.1 The General Environment: Segments and Elements
Demographic Segment

•
•
•

Population size
Age structure
Geographic distribution

•
•

Ethnic mix
Income distribution

Economic Segment

•
•
•
•

Inflation rates
Interest rates
Trade deficits or surpluses
Budget deficits or surpluses

•
•
•

Personal savings rate
Business savings rates
Gross domestic product

Political/Legal Segment

•
•
•

Antitrust laws
Taxation laws
Deregulation philosophies

•
•

Labor training laws
Educational philosophies
and policies

Sociocultural Segment

• Women in the workforce
• Workforce diversity
• Attitudes about the quality
of work life

•

Shifts in work and career
preferences
Shifts in preferences
regarding product and
service characteristics

•
•

•

Technological Segment

Product innovations
Applications of knowledge

•

•

Global Segment

•
•

Important political events
Critical global markets

•
•

Physical Environment
Segment

The industry environment
is the set of factors that
directly influences a firm
and its competitive actions
and competitive responses:
the threat of new entrants,
the power of suppliers, the
power of buyers, the threat
of product substitutes,
and the intensity of rivalry
among competitors.

• Energy consumption
• Practices used to develop
energy sources
• Renewable energy efforts
• Minimizing a firm’s
environmental footprint

•
•

Focus of private and
government-supported R&D
expenditures
New communication
technologies
Newly industrialized
countries
Different cultural and
institutional attributes
Availability of water as a
resource
Producing environmentally
friendly products

The industry environment is the set of factors that directly influences a firm and its
competitive actions and responses:13 the threat of new entrants, the power of suppliers,
the power of buyers, the threat of product substitutes, and the intensity of rivalry among
competitors. In total, the interactions among these five factors determine an industry’s
profit potential; in turn, the industry’s profit potential influences the choices each firm
makes about its strategic actions. The challenge for a firm is to locate a position within
an industry where it can favorably influence the five factors or where it can successfully
defend against their influence. The greater a firm’s capacity to favorably influence its
industry environment, the greater the likelihood that the firm will earn above-average
returns.
How companies gather and interpret information about their competitors is called
competitor analysis. Understanding the firm’s competitor environment complements the
insights provided by studying the general and industry environments.14 This means, for
example, that Philip Morris International wants to learn as much as it can about its two
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External Environmental Analysis
Most firms face external environments that are highly turbulent, complex, and global—
conditions that make interpreting those environments difficult.15 To cope with often
ambiguous and incomplete environmental data and to increase understanding of the
general environment, firms engage in external environmental analysis. This analysis has
four parts: scanning, monitoring, forecasting, and assessing (see Table 2.2). Analyzing
the external environment is a difficult, yet significant, activity.16
Identifying opportunities and threats is an important objective of studying the general environment. An opportunity is a condition in the general environment that if
exploited effectively, helps a company achieve strategic competitiveness. For example,
recent market research results suggested to Procter & Gamble (P&G) that an increasing
number of men across the globe are interested in fragrances and skin care products. To
take advantage of this opportunity, P&G is reorienting “… its beauty business by gender, ‘to better serve him and her’ rather than its typical organization around product
categories.”17
A threat is a condition in the general environment that may hinder a company’s
efforts to achieve strategic competitiveness.18 The once-revered firm Polaroid can attest
to the seriousness of external threats. Polaroid was a leader in its industry and considered one of the top 50 firms in the United States. When its competitors developed
photographic equipment using digital technology, Polaroid was unprepared and never
responded effectively. It filed for bankruptcy in 2001. In 2002, the former Polaroid Corp.
was sold to Bank One’s OEP Imaging unit, which promptly changed its own name to
Polaroid Corp. Jacques Nasser, a former CEO at Ford, took over as CEO at Polaroid and
found that the brand had continued life. Nasser used the brand in a partnership with
Petters Group to put the Polaroid name on “TVs and DVDs made in Asian factories
and sell them through Wal-Mart and Target.”19 Polaroid went public again and was later

Table 2.2 Components of the External Environmental Analysis
Scanning

•

Identifying early signals of environmental changes and trends

Monitoring

•

Detecting meaning through ongoing observations of
environmental changes and trends

Forecasting

•

Developing projections of anticipated outcomes based on
monitored changes and trends

Assessing

•

Determining the timing and importance of environmental
changes and trends for firms’ strategies and their management

An opportunity is a
condition in the general
environment that if
exploited effectively,
helps a company
achieve strategic
competitiveness.
A threat is a
condition in the
general environment
that may hinder a
company’s efforts
to achieve strategic
competitiveness.
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major competitors—British American Tobacco and Japan Tobacco International—while
also learning about its general and industry environments.
Analysis of the general environment is focused on environmental trends while an
analysis of the industry environment is focused on the factors and conditions influencing an industry’s profitability potential and an analysis of competitors is focused on
predicting competitors’ actions, responses, and intentions. In combination, the results of
these three analyses influence the firm’s vision, mission, and strategic actions. Although
we discuss each analysis separately, performance improves when the firm integrates the
insights provided by analyses of the general environment, the industry environment, and
the competitor environment.
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sold to Petters Group in 2005. However, the firm then failed again, resulting in another
bankruptcy filing in December 2008. On April 16, 2009, Polaroid was sold to a joint
venture of Hilco Consumer Capital LP of Toronto and Gordon Brothers Brands LLC
of Boston. At the time, the only assets remaining were the firm’s name, its intellectual
property, and its photography collection.20 Thus, not responding to threats in its external
environment resulted in the failure of the once highly successful Polaroid Corp.
Firms use several sources to analyze the general environment, including a wide variety
of printed materials (such as trade publications, newspapers, business publications, and
the results of academic research and public polls), trade shows and suppliers, customers,
and employees of public-sector organizations. People in boundary-spanning positions
can obtain a great deal of this type of information. Salespersons, purchasing managers,
public relations directors, and customer service representatives, each of whom interacts
with external constituents, are examples of boundary-spanning positions.

Scanning
Scanning entails the study of all segments in the general environment. Through scanning,
firms identify early signals of potential changes in the general environment and detect
changes that are already under way.21 Scanning often reveals ambiguous, incomplete,
or unconnected data and information. Thus, environmental scanning is challenging
but critically important for firms, especially those competing in highly volatile environments.22 In addition, scanning activities must be aligned with the organizational context;
a scanning system designed for a volatile environment is inappropriate for a firm in a
stable environment.23
Many firms use special software to help them identify events that are taking place
in the environment and that are announced in public sources. For example, news
event detection uses information-based systems to categorize text and reduce the
trade-off between an important missed event and false alarm rates.24 The Internet
provides significant opportunities for scanning. Amazon.com, for example, records
significant information about individuals visiting its Web site, particularly if a purchase is made. Amazon then welcomes these customers by name when they visit the
Web site again. The firm sends messages to customers about specials and new products similar to those they purchased in previous visits. A number of other companies
such as Netflix also collect demographic data about their customers in an attempt to
identify their unique preferences (demographics is one of the segments in the general
environment).
Philip Morris International continuously scans segments of its external environment
to detect current conditions and to anticipate changes that might take place in different
segments. For example, PMI always studies various nations’ tax policies on cigarettes
(these policies are part of the political/legal segment). The reason for this is that raising
cigarette taxes might reduce sales while lowering these taxes might increase sales.

Monitoring
When monitoring, analysts observe environmental changes to see if an important trend is
emerging from among those spotted through scanning.25 Critical to successful monitoring
is the firm’s ability to detect meaning in different environmental events and trends. For
example, the buying power of Hispanics is projected to increase to $1.3 trillion by 2013
(up from $984 billion in 2008). Particularly in the southwestern part of the United States,
grocers believe that this growing population will increase its purchases of ethnic-oriented
food products.26 The recent financial crisis found companies carefully monitoring the
emerging trend of customers deciding to “go back to basics” when purchasing products. A reduction in brand loyalty may be an outcome of this trend. Companies selling
carefully branded products should monitor this trend to determine its meaning—both
in the short and long term.27
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Forecasting
Scanning and monitoring are concerned with events and trends in the general environment at a point in time. When forecasting, analysts develop feasible projections of what
might happen, and how quickly, as a result of the changes and trends detected through
scanning and monitoring.31 For example, analysts might forecast the time that will be
required for a new technology to reach the marketplace, the length of time before different corporate training procedures are required to deal with anticipated changes in the
composition of the workforce, or how much time will elapse before changes in governmental taxation policies affect consumers’ purchasing patterns.
Forecasting events and outcomes accurately is challenging. Already in place, the trend
of firms outsourcing call center work and logistics’ activities to companies specializing
in these activities appeared to accelerate as a result of the recent global crisis. Having
noticed (through scanning) and monitoring these outsourcing trends for some time,
logistics companies such as FedEx and United Parcel Service and call center provider
Convergys are developing forecasts about possible increases in their business and how
long the increasing trend of using their services might continue.32 On the other hand,
Procter & Gamble (P&G) and Colgate-Palmolive, two firms selling carefully branded
consumer products, are now forecasting the effects of the trend for retailers to “… tout
their lower-priced, private-label goods and pressure their suppliers for lower prices.”
Thus, P&G and Colgate are forecasting the effects of the twin issues of the decisions by the
retailers to whom they sell products to manufacture and sell their own consumer products
while simultaneously seeking lower prices on the products they do buy from them.33

Assessing
The objective of assessing is to determine the timing and significance of the effects of
environmental changes and trends that have been identified.34 Through scanning, monitoring, and forecasting, analysts are able to understand the general environment. Going a
step further, the intent of assessment is to specify the implications of that understanding.
Without assessment, the firm is left with data that may be interesting but are of unknown
competitive relevance. Even if formal assessment is inadequate, the appropriate interpretation of that information is important: “Research found that how accurate senior executives are about their competitive environments is indeed less important for strategy and
corresponding organizational changes than the way in which they interpret information
about their environments.”35 Thus, although gathering and organizing information is
important, appropriately interpreting that intelligence to determine if an identified trend
in the external environment is an opportunity or threat is equally important.
As previously noted, through forecasting P&G and Colgate have identified a
trend among many of the retailers to whom they sell their carefully branded products. Essentially, the trend is for these retailers to pressure firms such as P&G, Colgate,
H. J. Heinz, and Kellogg’s—to name a few—to reduce the prices at which they sell their
products to the retailers. The ability of these retailers to produce and sell their own
private-label merchandise supports their efforts to receive lower prices from branding
giants such as those mentioned.
In addition, firms with well-known brands have detected a trend among consumers
to receive more “value” when purchasing branded products. Having forecasted that this
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Effective monitoring requires the firm to identify important stakeholders as the
foundation for serving their unique needs.28 (Stakeholders’ unique needs are described
in Chapter 1.) Scanning and monitoring are particularly important when a firm competes in an industry with high technological uncertainty.29 Scanning and monitoring can
provide the firm with information; they also serve as a means of importing knowledge
about markets and about how to successfully commercialize new technologies the firm
has developed.30

CONSUMERS’ DESIRE TO
RECEIVE ADDITIONAL
VALUE WHEN PURCHASING
BRAND-NAME PRODUCTS

Elmund Sumner/Photolibrary

In Chapter 3, we note that value is measured by
a product’s performance characteristics and by
its attributes for which customers are willing to
pay. A number of companies producing
brand-name products believe that the recent
global crisis is producing a trend in which what customers value is changing. In slightly
different words, through monitoring and scanning, companies are forecasting that the
performance characteristics and product attributes for which today’s customers are willing
to pay are changing as a result of the recent global crisis. In addition, through assessment,
companies producing name-brand products believe that changes in how customers define
value are significant and may be long-lasting. In response, some firms are changing some of
the performance characteristics and attributes of their products to create more value for
customers. A comment from an analyst about this trend is: “… companies are having to
consider their ‘value’ equation to try to serve the millions of consumers who either can’t
afford premium experiences, or just don’t want them anymore.”
Let’s consider some examples of “different” value that companies are now providing to
customers. The desire for smaller homes is a trend spotted by builders of premium-priced
homes. The fact that the average size of a new home built in the United States declined in
2008 for the first time in 35 years is an indicator of this trend. Builders of premium homes
are using better designs to improve space utilization and traffic flow and increases in energy
efficiency to create more value for customers.
Facilitating these builders’ efforts are changes
appliance manufacturers are making to the performance
characteristics of their products, also in attempts
to create more value for their customers. General
Electric, for example, is offering a hybrid electric
water heater that is estimated to save consumers
$250 annually. The value created by this product is
twofold—reduced cost to the consumer and a
reduction to energy consumption as a benefit to
society as a whole. Kohler is offering energy-efficient
faucets, toilets, and showerheads at virtually the
same price as its less energy-efficient products. Thus,
these products also create customer value in the
form of reduced cost while being environmentally
friendly. Other appliance firms such as Whirlpool are
producing products with similar performance
characteristics to create customer value.
The attributes desired by buyers
Other types of companies are also redefining the
of premium homes are changing,
value
their
products provide to customers. Believing
and home builders are responding
that “… value is not just cost; it’s also taste, nutrition
by delivering value in the form of
greater energy efficiency and more and quality,” Del Monte Foods’s advertising campaigns
modern designs. Would a smaller,
now emphasize that compared to some frozen and even
more environmentally efficient home
fresh items, canned foods can offer better value when
be of more value to you than a
the customer combines cost with nutritional benefits.
larger, less efficient one?
Frito-Lay (a division of PepsiCo) is increasing customer
value by adding 20 percent more product to selected bags of Cheetos, Fritos, and Tostitos
without increasing prices. Michaels, a large chain of craft outlets, now emphasizes that when
customers purchase their goods as raw materials for making various items they are becoming
more sustainable in that they are “making stuff” rather than simply “buying more stuff.”

As these examples suggest, all types of companies (and especially those selling
brand-name products) are trying to create a different type of value for customers in
response to trends they are observing in their general environment. Regardless of the
good or service a firm offers, it seems that the following words from an analyst capture
the challenge facing today’s companies: “So here’s a call to all companies: evaluate
everything you are offering consumers to see how you can infuse the value of good
value into your brand.”
Sources: A. Athavaley, 2009, Eco-friendly—and frugal, Wall Street Journal Online, http://www.wsj.com, February 11;
S. Elliott, 2009, Food brands compete to stretch a dollar, New York Times Online, http://www.nytimes.com, May 10;
D. Kaplan, 2009, Value-oriented chains thrive amid recession, Houston Chronicle Online, http://www.chron.com, April
24; M. Penn, 2009, Value is the new green, Wall Street Journal Online, http://www.wsj.com, March 13; C. C. Miller,
2008, For craft sales, the recession is a help, New York Times Online, http://www.nytimes.com, December 23.

trend toward “wanting more value” may last beyond the current global recession, many
of these firms are taking actions in response to their assessment of the significance of
what may be a long-lasting trend toward value purchases. In the Strategic Focus, we
describe actions some firms with well-known brands are taking in response to an assessment that this trend may have significant effects on their operations, at least in the short
run if not longer term as well.

Segments of the General Environment
The general environment is composed of segments that are external to the firm (see
Table 2.1). Although the degree of impact varies, these environmental segments affect
all industries and the firms competing in them. The challenge to each firm is to scan,
monitor, forecast, and assess the elements in each segment to determine their effects on
the firm. Effective scanning, monitoring, forecasting, and assessing are vital to the firm’s
efforts to recognize and evaluate opportunities and threats.

The Demographic Segment
The demographic segment is concerned with a population’s size, age structure, geographic distribution, ethnic mix, and income distribution.36 Demographic segments are
commonly analyzed on a global basis because of their potential effects across countries’
borders and because many firms compete in global markets.
Population Size
The world’s population doubled (from 3 billion to 6 billion) in the roughly 40-year period
between 1959 and 1999. Current projects suggest that population growth will continue in
the twenty-first century, but at a slower pace. The U.S. Census Bureau projects that the
world’s population will be 9 billion by 2040.37 By 2050, India is expected to be the most
populous nation in the world (with over 1.8 billion people). China, the United States,
Indonesia, and Pakistan are predicted to be the next four largest nations by population
count in 2050. Firms seeking to find growing markets in which to sell their goods and
services want to recognize the market potential that may exist for them in these five
nations.
While observing the population of different nations and regions of the world, firms
also want to study changes occurring within different populations to assess their strategic
implications. For example, in 2006, 20 percent of Japan’s citizens were 65 or older, while
the United States and China will not reach this level until 2036.38 Aging populations are
a significant problem for countries because of the need for workers and the burden of
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funding retirement programs. In Japan and other countries, employees are urged to
work longer to overcome these problems. Interestingly, the United States has a higher
birthrate and significant immigration, placing it in a better position than Japan and other
European nations.
Age Structure
As noted earlier, in Japan and other countries, the world’s population is rapidly aging.
In North America and Europe, millions of baby boomers are approaching retirement.
However, even in developing countries with large numbers of people under the age of 35,
birth rates have been declining sharply. In China, for example, by 2040 there will be
more than 400 million people over the age of 60. The more than 90 million baby boomers in North America may postpone retirement given the recent financial crisis. In fact,
data now suggest that baby boomers (those born between 1946 and 1965) are struggling
to meet their retirement goals and are uncertain if they will actually be able to retire as
originally expected. This is partly because of declines in the value of their homes as well as
declines in their other retirement investments 39—a number of baby boomers experienced
at least a 20 percent decline in their retirement assets between 2007 and 2008. The possibility of future declines is creating uncertainty for baby boomers about how to invest
and when they might be able to retire.40 On the other hand, delayed retirements by baby
boomers with value-creating skills may facilitate firms’ efforts to successfully implement
their strategies. Moreover, delayed retirements may allow companies to think of creative
ways for skilled, long-time employees to impart their accumulated knowledge to younger
employees as they work a bit longer than originally anticipated.
Geographic Distribution
For decades, the U.S. population has been shifting from the north and east to the west
and south. Firms should consider the effects of this shift in demographics as well.
For example, Florida is the U.S. state with the largest percentage of its population
(17.6 percent) 65 years or older.41 Thus, companies providing goods and services that
are targeted to senior citizens might pay close attention to this group’s geographic
preference for states in the south (such as Florida) and the southwest (such as Texas).
Similarly, the trend of relocating from metropolitan to nonmetropolitan areas continues
in the United States. These trends are changing local and state governments’ tax bases.
In turn, business firms’ decisions regarding location are influenced by the degree of
support that different taxing agencies offer as well as the rates at which these agencies
tax businesses.
Geographic distribution patterns are not identical throughout the world. For example, in China, 60 percent of the population lives in rural areas; however, the growth
is in urban communities such as Shanghai (with a current population in excess of
13 million) and Beijing (over 12.2 million). These data suggest that firms seeking to
sell their products in China should recognize the growth in metropolitan areas rather
than in rural areas.42
Ethnic Mix
The ethnic mix of countries’ populations continues to change. For example, with a
population in excess of 40 million, Hispanics are now the largest ethnic minority in the
United States. In fact, the U.S. Hispanic market is the third largest “Latin American”
economy behind Brazil and Mexico. Spanish is now the dominant language in parts of
U.S. states such as Texas, California, Florida, and New Mexico.43 Given these facts, some
firms might want to assess the degree to which their goods or services could be adapted
to serve the unique needs of Hispanic consumers. This is particularly appropriate for
companies competing in consumer sectors such as grocery stores, movie studios, financial
services, and clothing stores.
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Changes in the ethnic mix also affect a workforce’s composition.44 In the United
States, for example, the population and labor force will continue to diversify, as immigration accounts for a sizable part of growth. Projections are that the combined Latino and
Asian population shares will increase to more than 20 percent of the total U.S. population by 2014.45 Interestingly, much of this immigrant workforce is bypassing high-cost
coastal cities and settling in smaller rural towns. Many of these workers are in low-wage,
labor-intensive industries such as construction, food service, lodging, and landscaping.46
For this reason, if border security is tightened, these industries will likely face labor
shortages.
Income Distribution
Understanding how income is distributed within and across populations informs firms of
different groups’ purchasing power and discretionary income. Studies of income distributions suggest that although living standards have improved over time, variations exist
within and between nations.47 Of interest to firms are the average incomes of households
and individuals. For instance, the increase in dual-career couples has had a notable effect
on average incomes. Although real income has been declining in general in some nations,
the household income of dual-career couples has increased, especially in the United States.
These figures yield strategically relevant information for firms. For instance, research indicates that whether an employee is part of a dual-career couple can strongly influence the
willingness of the employee to accept an international assignment.48
The assessment by some that in 2005 about 55 percent of the world’s population
could be defined as “middle class” generates interesting possibilities for many firms.
(For the purpose of this survey, middle class was defined as people with one third of
their income left for discretionary spending after providing for basic food and shelter.)
The size of this market may have “… immense implications for companies selling their
products and services on a global scale.”49 Of course, the recent global financial crisis may
affect the size of the world’s “middle class.”

The Economic Segment
The economic environment refers to the nature and direction of the economy in which
a firm competes or may compete.50 In general, firms seek to compete in relatively stable
economies with strong growth potential. Because nations are interconnected as a result
of the global economy, firms must scan, monitor, forecast, and assess the health of their
host nation and the health of the economies outside their host nation.
As firms prepare to compete during the second decade of the twenty-first century,
the world’s economic environment is quite uncertain. Some businesspeople were even
beginning to question the ability of economists to provide valid and reliable predictions
about trends to anticipate in the world’s economic environment.51 The lack of confidence
in predictions from those specializing in providing such predictions complicates firms’
efforts to understand the conditions they might face during future competitive battles.
In terms of specific economic environments, companies competing in Japan or
desiring to do so might carefully evaluate the meaning of the position recently taken
by some that this nation’s economy has ingrained flaws such as “… unwieldy corporate
structures, dogged loyalty to increasingly commoditized business lines and a history of
punting problems into the future.”52 Because of its acknowledged growth potential, a
number of companies are evaluating the possibility of entering Russia to compete or,
for those already competing in that nation, to expand the scope of their operations.
However, statements by analysts in mid-2009 that “the banking crisis in Russia is in its
very beginning”53 warrant careful attention. If this prediction comes true, the Russian
economy could become destabilized. In contrast, Vietnam’s economy was expanding
during late 2009 and being recognized as one in which opportunities might exist for
companies from across the globe to pursue.54

The economic
environment refers
to the nature and
direction of the
economy in which a
firm competes or may
compete.

46
Part 1: Strategic Management Inputs

The Political/Legal Segment

The political/legal
segment is the arena in
which organizations and
interest groups compete
for attention, resources,
and a voice in overseeing
the body of laws and
regulations guiding
interactions among
nations as well as between
firms and various local
governmental agencies.
The sociocultural
segment is concerned
with a society’s attitudes
and cultural values.

The political/legal segment is the arena in which organizations and interest groups
compete for attention, resources, and a voice in overseeing the body of laws and regulations guiding interactions among nations as well as between firms and various local
governmental agencies.55 Essentially, this segment represents how organizations try to
influence governments and how they try to understand the influences (current and projected) of those governments on their strategic actions.
When regulations are formed in response to new laws that are legislated (e.g., the
Sarbanes-Oxley Act dealing with corporate governance—see Chapter 10 for more information), they often influence a firm’s strategic actions. For example, less-restrictive regulations on firms’ actions are a product of the recent global trend toward privatization of
government-owned or government-regulated firms. Some believe that the transformation from state-owned to private firms occurring in multiple nations has substantial
implications for the competitive landscapes in a number of countries and across multiple
industries.56 In the United States, the 2009 allocation by the federal government of $13
billion to high-speed train travel is expected to provide a critical boost to the nation’s
efforts to reduce traffic congestion and cut pollution.57 For global firms manufacturing
high-speed rail equipment, this political support in the United States of systems requiring
their products is a trend to forecast and assess.
Firms must carefully analyze a new political administration’s business-related policies and philosophies. Antitrust laws, taxation laws, industries chosen for deregulation,
labor training laws, and the degree of commitment to educational institutions are areas
in which an administration’s policies can affect the operations and profitability of industries and individual firms across the globe. For example, early signals from President
Obama’s administration that policies might be formed with the intention of reducing
the amount of work U.S. companies outsource to firms in other nations seemingly could
affect information technology outsourcing firms based in countries such as India.58 The
introduction of legislation in the U.S. Congress during the early tenure of the Obama
administration suggested at least some support for these stated intentions.59 Thus, these
companies might want to carefully examine the newly elected U.S. administration’s
intentions to understand their potential effects.
To deal with issues such as those we are describing, firms develop a political strategy
to influence governmental policies that might affect them. Some argue that developing
an effective political strategy is essential to the newly formed General Motors’ efforts to
achieve strategic competitiveness.60 In addition, the effects of global governmental policies
(e.g., those related to firms in India that are engaging in IT outsourcing work) on a firm’s
competitive position increase the need for firms to form an effective political strategy.61
Firms competing in the global economy encounter an interesting array of political/
legal questions and issues. For example, in mid-2009, leaders from South Korea and the
European Union remained committed to developing a free trade agreement between the
relevant parties. At the time, the two parties had worked for over two years to develop an
agreement that many thought would benefit both by creating a host of opportunities for
firms to sell their goods and services in what would be a new market for them. The key
political challenge affecting the parties’ efforts was the European Union’s decision not
to permit “… refunds South Korea pays to local companies who import parts from third
countries before exporting finished goods.”62 Both South Korea and European Union
firms are monitoring the progress of these talks in order to be able to forecast the effects
of a possible trade agreement on their strategic actions.

The Sociocultural Segment
The sociocultural segment is concerned with a society’s attitudes and cultural values.
Because attitudes and values form the cornerstone of a society, they often drive demographic, economic, political/legal, and technological conditions and changes.
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The Technological Segment
Pervasive and diversified in scope, technological changes affect many parts of societies.
These effects occur primarily through new products, processes, and materials. The technological segment includes the institutions and activities involved with creating new knowledge and translating that knowledge into new outputs, products, processes, and materials.
Given the rapid pace of technological change, it is vital for firms to thoroughly study
the technological segment.71 The importance of these efforts is suggested by the finding that early adopters of new technology often achieve higher market shares and earn
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Societies’ attitudes and cultural values appear to be undergoing possible changes at
the start of the second decade of the twenty-first century. This seems to be the case in
the United States and other nations as well. Attitudes and values about health care in the
United States is an area where sociocultural changes might occur. Statistics are a driving
force for these potential changes. For example, while the United States “… has the highest overall health care expenditure as well as the highest expenditure per capital of any
country in the world,”63 millions of the nation’s citizens lack health insurance. Some feel
that effective health care reform in the United States requires securing coverage for all
citizens and lowering the cost of services.64 Changes to the nature of health care policies
and their delivery would likely affect business firms, meaning that they must carefully
monitor this possibility and future trends regarding health care in order to anticipate the
effects on their operations.
As the U.S. labor force has increased, it has also become more diverse as significantly
more women and minorities from a variety of cultures entered. In 1993, the total U.S.
workforce was slightly less than 130 million; in 2005, it was slightly greater than 148
million. It is predicted to grow to more than 192 million by 2050. In the same year,
2050, the U.S. workforce is forecasted to be composed of 48 percent female workers, 11
percent Asian American workers, 14 percent African American workers and 24 percent
Hispanic workers.65 The growing gender, ethnic, and cultural diversity in this workforce
creates challenges and opportunities, including combining the best of both men’s and
women’s traditional leadership styles. Although diversity in the workforce has the potential to improve performance, research indicates that management of diversity initiatives
is required in order to reap these organizational benefits. Human resource practitioners
are trained to successfully manage diversity issues to enhance positive outcomes.66
Another manifestation of changing attitudes toward work is the continuing growth
of contingency workers (part-time, temporary, and contract employees) throughout the
global economy. This trend is significant in several parts of the world, including Canada,
Japan, Latin America, Western Europe, and the United States. In the United States, the
fastest growing group of contingency workers is those with 15 to 20 years of work experience. The layoffs resulting from the recent global crisis and the loss of retirement income
of many “baby boomers”—many of whom feel they must work longer to recover losses
to their retirement portfolios—are a key reason for this. Companies interested in hiring
on a temporary basis may benefit by gaining access to the long-term work experiences of
these newly available workers.67
Although the lifestyle and workforce changes referenced previously reflect the values of the U.S. population, each country and culture has unique values and trends. As
suggested earlier, national cultural values affect behavior in organizations and thus also
influence organizational outcomes.68 For example, the importance of collectivism and
social relations in Chinese and Russian cultures lead to the open sharing of information
and knowledge among members of an organization.69 Knowledge sharing is important
for defusing new knowledge in organizations and increasing the speed in implementing
innovations. Personal relationships are especially important in China as guanxi (personal
connections) has become a way of doing business within the country and for individuals
to advance their careers in what is becoming a more open market society.70 Understanding
the importance of guanxi is critical for foreign firms doing business in China.

higher returns. Thus, both large and small firms
should continuously scan the external environment to identify potential substitutes for technologies that are in current use, as well as to identify
newly emerging technologies from which their firm
could derive competitive advantage.72
As a significant technological development, the
Internet has become a remarkable capability to provide information easily, quickly, and effectively to
an ever-increasing percentage of the world’s population. Companies continue to study the Internet’s
capabilities to anticipate how it may allow them to
create more value for customers in the future and to
anticipate future trends.
In spite of the Internet’s far-reaching effects, wireless communication technology is predicted to be the next significant technological opportunity for companies to apply when pursuing strategic competitiveness. Handheld devices
and other wireless communications equipment are used to access a variety of network-based
services. The use of handheld computers with wireless network connectivity, Web-enabled
mobile phone handsets, and other emerging platforms (e.g., consumer Internet-access
devices) is expected to increase substantially, soon becoming the dominant form of communication and commerce.73
Amazon.com’s Kindle is an emerging wireless technology with capabilities firms
should evaluate. In addition to books, customers can download an ever-increasing array
of products to the Kindle. In mid-2009, over 275,000 of Amazon’s books were available
through the Kindle. Magazines and newspapers are available for purchase and use on the
Kindle as well. The ease of reading daily newspapers on the Kindle without charge instead
of waiting for hard copy to be delivered is threatening the very existence of a host of newspapers. The Kindle can also be used to surf the Web and send e-mail messages.74
Currently in its second generation, there is no doubt that Amazon will continue
developing more advanced versions of the Kindle with each version having additional
functionalities. As a service, the Kindle creates opportunities for those wanting to distribute knowledge electronically but is a threat to companies whose strategies call for the
distribution of physical “hard copies” of written words. As such, many firms should study
this technology to understand its competitive implications.
Spencer Platt/Getty images
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The Kindle DX, a new purpose-built reading device,
features storage for up to
3,500 books. Amazon has
also partnered with select
major newspapers to offer
readers discounts on the
DX in return for long-term
subscriptions.

The Global Segment
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includes relevant new
global markets, existing
markets that are changing,
important international
political events, and
critical cultural and
institutional characteristics
of global markets.

The global segment includes relevant new global markets, existing markets that are
changing, important international political events, and critical cultural and institutional
characteristics of global markets.75 There is little doubt that markets are becoming more
global and that consumers as well as companies throughout the world accept this fact.
Consider the automobile industry as an example of this. The global auto industry is one
in which an increasing number of people believe that because “we live in a global community,” consumers in multiple nations are willing to buy cars and trucks “from whatever
area of the world.”76
When studying the global segment, firms (including automobile manufacturers)
should recognize that globalization of business markets may create opportunities to enter
new markets as well as threats that new competitors from other economies may enter
their market as well. This is both an opportunity and a threat for the world’s automobile
manufacturers—worldwide production capacity is now a potential threat to all of these
global companies while entering another market to sell a company’s products appears
to be an opportunity. In terms of overcapacity, evidence indicated that in mid-2009,
this global industry had “… the capacity to make an astounding 94 million vehicles each
year (which is roughly) 34 million too many based on current sales.”77 This prediction
of excess capacity suggests that most if not all automobile manufacturers may decide
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to enter markets that are new to them in order to try to sell more of the units they are
producing.
The markets from which firms generate sales and income are one indication of
the degree to which they are participating in the global economy. For example, in 2008
53 percent of McDonald’s operating income was accounted for by its international
operations.78 Food giant H. J. Heinz earns over 60 percent of its revenue outside the
United States.79 Consumer products giant Procter & Gamble, with operations in over
180 countries, recently generated over 56 percent of its sales revenue in markets outside
the United States.80 Thus, for these companies and so many others, understanding the
conditions of today’s global segment and being able to predict future conditions is critical
to their success.
The global segment presents firms with both opportunities and threats or risks.
Because of the threats and risks, some firms choose to take a more cautious approach
to competing in international markets. These firms participate in what some refer to as
globalfocusing. Globalfocusing often is used by firms with moderate levels of international
operations who increase their internationalization by focusing on global niche markets.81
In this way, they build on and use their special competencies and resources while limiting their risks with the niche market. Another way in which firms limit their risks in
international markets is to focus their operations and sales in one region of the world.82
In this way, they can build stronger relationships in and knowledge of their markets. As
they build these strengths, rivals find it more difficult to enter their markets and compete
successfully.
In all instances, firms competing in global markets should recognize the different
sociocultural and institutional attributes of global markets. Earlier, we mentioned that
South Korea and the European Union remain committed to developing a trade agreement that benefits both parties. If this happens, European Union companies (as well as
those from other regions of the world as well) who choose to compete in South Korea
must understand the value placed on hierarchical order, formality, and self-control, as
well as on duty rather than rights. Furthermore, Korean ideology emphasizes communitarianism, a characteristic of many Asian countries. Korea’s approach differs from those
of Japan and China, however, in that it focuses on inhwa, or harmony. Inhwa is based
on a respect of hierarchical relationships and obedience to authority. Alternatively, the
approach in China stresses guanxi—personal relationships or good connections—while
in Japan, the focus is on wa, or group harmony and social cohesion.83 The institutional
context of China suggests a major emphasis on centralized planning by the government.
The Chinese government provides incentives to firms to develop alliances with foreign
firms having sophisticated technology in hopes of building knowledge and introducing
new technologies to the Chinese markets over time.84

The Physical Environment Segment
The physical environment segment refers to potential and actual changes in the physical
environment and business practices that are intended to positively respond to and deal
with those changes.85 Concerned with trends oriented to sustaining the world’s physical
environment, firms recognize that ecological, social, and economic systems interactively
influence what happens in this particular segment.86
There are many parts or attributes of the physical environment that firms should
consider as they try to identify trends in this segment. Some argue that global warming
is a trend firms and nations should carefully examine in efforts to predict any potential
effects on the global society as well as on their business operations.87 Energy consumption is another part of the physical environment that concerns both organizations and
nations. Canada, for example, “… has formulated various strategic measures to accelerate
the development of energy efficiency systems and renewable energy technologies and has
made significant progress.”88
Because of increasing concern about sustaining the quality of the physical
environment, a number of companies are developing environmentally friendly policies.
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Target Corporation operates in ways that will minimize the firm’s environmental
footprint. In the company’s words, “Target strives to be a responsible steward of the
environment. In addition to complying with all environmental legislation, we seek
to understand our impact and continuously improve our business practices in many
areas.”89 (Additional commentary about Target’s actions toward the physical environment
appears in a Strategic Focus in Chapter 4.) As noted in the Opening Case, Philip Morris
International is committed to sustainable tobacco farming and the efficient use of
resources in recognition of the effects of its operations on the physical environment.
We discuss other firms’ efforts to “reduce their environmental footprint” and to
be good stewards of the physical environment as a result of doing so in the following
Strategic Focus. As we note, the number of “green” products companies are producing
continues to increase.
As our discussion of the general environment shows, identifying anticipated changes
and trends among external elements is a key objective of analyzing the firm’s general environment. With a focus on the future, the analysis of the general environment allows firms
to identify opportunities and threats. It is necessary to have a top management team with
the experience, knowledge, and sensitivity required to effectively analyze this segment of
the environment.90 Also critical to a firm’s choices of strategic actions to take is an understanding of its industry environment and its competitors; we consider these issues next.

Industry Environment Analysis

An industry is a group of
firms producing products
that are close substitutes.

An industry is a group of firms producing products that are close substitutes. In the
course of competition, these firms influence one another. Typically, industries include
a rich mixture of competitive strategies that companies use in pursuing above-average
returns. In part, these strategies are chosen because of the influence of an industry’s characteristics.91
Compared with the general environment, the industry environment has a more direct
effect on the firm’s strategic competitiveness and ability to earn above-average returns.92
An industry’s profit potential is a function of five forces of competition: the threats posed
by new entrants, the power of suppliers, the power of buyers, product substitutes, and the
intensity of rivalry among competitors (see Figure 2.2, on page 52).
The five forces model of competition expands the arena for competitive analysis.
Historically, when studying the competitive environment, firms concentrated on companies with which they competed directly. However, firms must search more broadly to
recognize current and potential competitors by identifying potential customers as well
as the firms serving them. For example, the communications industry is now broadly
defined as encompassing media companies, telecoms, entertainment companies, and
companies producing devices such as phones and iPods. In such an environment, firms
must study many other industries to identify firms with capabilities (especially technology-based capabilities) that might be the foundation for producing a good or a service
that can compete against what they are producing.93 Using this perspective finds firms
focusing on customers and their needs rather than on specific industry boundaries to
define markets.
When studying the industry environment, firms must also recognize that suppliers
can become a firm’s competitors (by integrating forward) as can buyers (by integrating
backward). For example, several firms have integrated forward in the pharmaceutical
industry by acquiring distributors or wholesalers. In addition, firms choosing to enter
a new market and those producing products that are adequate substitutes for existing
products can become a company’s competitors. Next, we examine the five forces the firm
analyzes to understand the profitability potential within the industry (or a segment of an
industry) in which it competes or may choose to compete.

FIRMS’ EFFORTS TO TAKE
CARE OF THE PHYSICAL
ENVIRONMENT IN WHICH
THEY COMPETE

AP Photo/Wong Maye-E

The number of companies throughout the
world that recognize that they compete within
the confines of the physical environment and
that they are expected to reduce the negative
effect of their operations on the physical
environment while competing continues to increase. Those concerned about the physical
environment value this trend.
Producing and selling additional “green” (i.e., environmentally friendly) products
is one company response to this trend. By mid-2009, for example, firms had launched
almost 460 new green products such as toilet paper, diapers, and household cleaning
products in the United States alone. Analysts saw these launchings, which represented a
threefold increase compared to launches in 2008, as more evidence that “green” is going
mainstream.
In addition to products, companies across the
globe are committing to or increasing their
commitment to environmental sustainability.
McDonald’s, for example, “takes its responsibility to
the environment seriously.” Green restaurant design,
sustainable packaging and waste management, and
energy efficiency are areas where McDonald’s acts to
reduce its environmental footprint. Dell Inc. recently
announced that its operations are now “carbon
neutral.” Dell envisions this as an important step in
the firm’s quest to become “the greenest technology
company on the planet.” Google and Yahoo! have
also pledged to become carbon neutral.
Honest Tea produces “delicious, truly healthy,
organic beverages.” Since its founding in 1998, the
firm has had a very strong commitment to
environmentally friendly business practices,
Procter & Gamble’s easily shipped
PUR packets have helped provide
including the way its new corporate headquarters
over 1 billion liters of clean drinkwas designed. In the company’s words, “When it
ing water since the creation of the
came time for a new office, we did our best to walk
Children’s Safe Drinking Water
our talk and create an office that is environmentally
program in 2004.
friendly to both the planet and our employees.”
Honest Tea used reclaimed bricks, flooring, and desks when building its new facility.
Procter & Gamble (P&G) recently announced increased targets for its 2012 sustainability
goals. Among the goals are those to (1) “develop and market at least $50 billion in
cumulative sales of sustainable innovation products, (2) deliver a 20 percent reduction (per
unit of production) in carbon dioxide emissions, energy consumption, water usage and
disposed waste from P&G plants, and (3) enable 300 million children to Live, Learn and
Thrive and deliver three billion liters of clean water through P&G’s Children’s Safe Drinking
Water program.” Dutch consumer products giant Unilever also has an ongoing commitment
to sustainability. The firm’s sustainability actions include reducing water usage in its plants,
working with its suppliers to encourage sustainability practices on their parts, and improving
the eco-efficiency of their manufacturing facilities.
A number of other companies mirror the commitments of these firms in response
to emerging trends in the physical environment segment. In addition to positively
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responding to the observed trends in this segment of the general environment, there is
some evidence that firms engaging in these types of behaviors outperform those failing
to do so. This emerging evidence suggests that these behaviors benefit companies, their
stakeholders, and the physical environment in which they operate.
Sources: 2009, Eco-friendly growth, BusinessWeek, May 4,5–6; 2009, Honest Tea, http://www.honesttea.com; June 12;
2009, McDonald’s Corporate Responsibility, http://www.mcdonalds.com, June 12; 2009, Procter & Gamble deepens
corporate commitment to sustainability, http://www.pandg.com, April 29; 2009, Introduction to Unilever, http://www
.unilever.com, June 12; 2008, Procter & Gamble, Sustainability Full Report, http://www.pandg.com, May 10; J. Ball, 2008,
Green goal of “carbon neutrality” has limits, Wall Street Journal Online, http://www.wsj.com, December 28; T. B. Porter,
2008, Managerial applications of corporate social responsibility and systems thinking for achieving sustainability outcomes,
Systems Research and Behavioral Science, 25: 397–411.

Threat of New Entrants
Identifying new entrants is important because they can threaten the market share of existing competitors.94 One reason new entrants pose such a threat is that they bring additional
production capacity. Unless the demand for a good or service is increasing, additional
capacity holds consumers’ costs down, resulting in less revenue and lower returns for
competing firms. Often, new entrants have a keen interest in gaining a large market share.
As a result, new competitors may force existing firms to be more efficient and to learn
how to compete on new dimensions (e.g., using an Internet-based distribution channel).
The likelihood that firms will enter an industry is a function of two factors: barriers
to entry and the retaliation expected from current industry participants. Entry barriers
make it difficult for new firms to enter an industry and often place them at a competitive
disadvantage even when they are able to enter. As such, high entry barriers tend to increase

Figure 2.2 The Five Forces of Competition Model
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Barriers to Entry
Firms competing in an industry (and especially those earning above-average returns) try
to develop entry barriers to thwart potential competitors. For example, the server market
is hypercompetitive and dominated by IBM, Hewlett-Packard, and Dell. Historically, the
scale economies these firms have developed by operating efficiently and effectively have
created significant entry barriers, causing potential competitors to think very carefully
about entering the server market to compete against them. Recently though, Oracle paid
$7.4 billion to acquire Sun Microsystems, which is primarily a computer hardware company. Early evidence suggests that Oracle intends to “… focus Sun’s server business on a
small but promising segment of the market: computer appliances preloaded with Oracle
software.”96 The degree of success Oracle will achieve as a result of its decision to enter
the server market via an acquisition remains uncertain.
Several kinds of potentially significant entry barriers may discourage competitors
from entering a market.
Economies of Scale Economies of scale are derived from incremental efficiency
improvements through experience as a firm grows larger. Therefore, the cost of producing each unit declines as the quantity of a product produced during a given period
increases. This is the case for IBM, Hewlett-Packard, and Dell in the server market, as
previously described.
Economies of scale can be developed in most business functions, such as marketing,
manufacturing, research and development, and purchasing.97 Increasing economies of
scale enhances a firm’s flexibility. For example, a firm may choose to reduce its price
and capture a greater share of the market. Alternatively, it may keep its price constant to
increase profits. In so doing, it likely will increase its free cash flow, which is very helpful
during financially challenging times.
New entrants face a dilemma when confronting current competitors’ scale economies.
Small-scale entry places them at a cost disadvantage. Given the size of Sun Microsystems
relative to the three major competitors in the server market, Oracle may be at least initially be at a disadvantage in competing against them. Alternatively, large-scale entry, in
which the new entrant manufactures large volumes of a product to gain economies of
scale, risks strong competitive retaliation.
Some competitive conditions reduce the ability of economies of scale to create an
entry barrier. Many companies now customize their products for large numbers of small
customer groups. Customized products are not manufactured in the volumes necessary
to achieve economies of scale. Customization is made possible by flexible manufacturing
systems (this point is discussed further in Chapter 4). In fact, the new manufacturing
technology facilitated by advanced information systems has allowed the development of
mass customization in an increasing number of industries. Although it is not appropriate
for all products and implementing it can be challenging, mass customization has become
increasingly common in manufacturing products.98 In fact, online ordering has enhanced
the ability of customers to obtain customized products. They are often referred to as
“markets of one.”99 Companies manufacturing customized products learn how to respond
quickly to customers’ needs in lieu of developing scale economies.
Product Differentiation Over time, customers may come to believe that a firm’s
product is unique. This belief can result from the firm’s service to the customer, effective
advertising campaigns, or being the first to market a good or service. Currently, Ford
Motor Company is seeking to differentiate its products from competitors on the basis
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the returns for existing firms in the industry and may allow some firms to dominate the
industry.95 Thus, firms competing successfully in an industry want to maintain high
entry barriers in order to discourage potential competitors from deciding to enter the
industry.
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that it is “… stronger, greener, and more technologically advanced than those other
guys.”100 If successful with these efforts, Ford hopes those buying its cars today will generate the type of loyalty that results in repeat purchases.
Companies such as Procter & Gamble (P&G) and Colgate-Palmolive spend a great
deal of money on advertising and product development to convince potential customers of their products’ distinctiveness and of the value buying their brands provides.101
Customers valuing a product’s uniqueness tend to become loyal to both the product and
the company producing it. In turn, customer loyalty is an entry barrier for firms thinking
of an entering an industry and competing against the likes of P&G and Colgate. To compete against firms offering differentiated products to individuals who have become loyal
customers, new entrants often allocate many resources to overcome existing customer
loyalties. To combat the perception of uniqueness, new entrants frequently offer products at lower prices. This decision, however, may result in lower profits or even losses.
Capital Requirements Competing in a new industry requires a firm to have resources
to invest. In addition to physical facilities, capital is needed for inventories, marketing
activities, and other critical business functions. Even when a new industry is attractive,
the capital required for successful market entry may not be available to pursue the market opportunity. For example, defense industries are difficult to enter because of the
substantial resource investments required to be competitive. In addition, because of the
high knowledge requirements of the defense industry, a firm might acquire an existing
company as a means of entering this industry. But it must have access to the capital necessary to do it. Obviously, Oracle had the capital required to acquire Sun Microsystems
as a foundation for entering the server market.
Switching Costs Switching costs are the one-time costs customers incur when
they buy from a different supplier. The costs of buying new ancillary equipment and
of retraining employees, and even the psychic costs of ending a relationship, may be
incurred in switching to a new supplier. In some cases, switching costs are low, such as
when the consumer switches to a different soft drink or when a smoker switches from
a Philip Morris International cigarette to one produced by competitor Japan Tobacco
International. Switching costs can vary as a function of time. For example, in terms of
credit hours toward graduation, the cost to a student to transfer from one university to
another as a freshman is much lower than it is when the student is entering the senior
year. Occasionally, a decision made by manufacturers to produce a new, innovative product creates high switching costs for the final consumer. Customer loyalty programs, such
as airlines’ frequent flyer miles, are intended to increase the customer’s switching costs.
If switching costs are high, a new entrant must offer either a substantially lower price
or a much better product to attract buyers. Usually, the more established the relationships between parties, the greater are switching costs.
Access to Distribution Channels Over time, industry participants typically
develop effective means of distributing products. Once a relationship with its distributors has been built a firm will nurture it, thus creating switching costs for the distributors.
Access to distribution channels can be a strong entry barrier for new entrants, particularly in consumer nondurable goods industries (e.g., in grocery stores where shelf space
is limited) and in international markets. New entrants have to persuade distributors to
carry their products, either in addition to or in place of those currently distributed. Price
breaks and cooperative advertising allowances may be used for this purpose; however,
those practices reduce the new entrant’s profit potential.
Cost Disadvantages Independent of Scale Sometimes, established competitors
have cost advantages that new entrants cannot duplicate. Proprietary product technology,
favorable access to raw materials, desirable locations, and government subsidies are examples.
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Government Policy Through licensing and permit requirements, governments can
also control entry into an industry. Liquor retailing, radio and TV broadcasting, banking,
and trucking are examples of industries in which government decisions and actions affect
entry possibilities. Also, governments often restrict entry into some industries because of
the need to provide quality service or the need to protect jobs. Alternatively, deregulation
of industries, exemplified by the airline industry and utilities in the United States, allows
more firms to enter.102 However, some of the most publicized government actions are
those involving antitrust. In 2009, for example, the European Commission announced a
fine of $1.4 billion—the largest the Commission had assessed—against Intel, the world’s
largest computer-chip maker. The fine was for “… breaking European antitrust rules.”103
The Commission’s major conclusion was that Intel’s competitive actions were blocking
effective access by competitors to European markets. In response to the announcement,
Intel indicated that it would appeal the fine as well as the ruling that the firm would have
to change its business practices in the European Union.104 These rulings caused other
dominant firms such as Microsoft and Google to wonder about potential governmental
rulings that the Commission might assess against them in the future.
Expected Retaliation
Companies seeking to enter an industry also anticipate the reactions of firms in the industry.
An expectation of swift and vigorous competitive responses reduces the likelihood of
entry. Vigorous retaliation can be expected when the existing firm has a major stake
in the industry (e.g., it has fixed assets with few, if any, alternative uses), when it has
substantial resources, and when industry growth is slow or constrained. For example, any
firm attempting to enter the airline industry at the current time can expect significant
retaliation from existing competitors due to overcapacity.
Locating market niches not being served by incumbents allows the new entrant to avoid
entry barriers. Small entrepreneurial firms are generally best suited for identifying and serving neglected market segments. When Honda first entered the U.S. motorcycle market, it
concentrated on small-engine motorcycles, a market that firms such as Harley-Davidson
ignored. By targeting this neglected niche, Honda avoided competition. After consolidating
its position, Honda used its strength to attack rivals by introducing larger motorcycles and
competing in the broader market. Competitive actions and competitive responses between
firms such as Honda and Harley-Davidson are discussed more fully in Chapter 5.

Bargaining Power of Suppliers
Increasing prices and reducing the quality of their products are potential means suppliers use to exert power over firms competing within an industry. If a firm is unable to
recover cost increases by its suppliers through its own pricing structure, its profitability
is reduced by its suppliers’ actions. A supplier group is powerful when
■ It is dominated by a few large companies and is more concentrated than the industry
to which it sells.
■ Satisfactory substitute products are not available to industry firms.
■ Industry firms are not a significant customer for the supplier group.
■ Suppliers’ goods are critical to buyers’ marketplace success.
■ The effectiveness of suppliers’ products has created high switching costs for industry
firms.
■ It poses a credible threat to integrate forward into the buyers’ industry. Credibility is
enhanced when suppliers have substantial resources and provide a highly differentiated product.
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Successful competition requires new entrants to reduce the strategic relevance of these
factors. Delivering purchases directly to the buyer can counter the advantage of a desirable
location; new food establishments in an undesirable location often follow this practice.
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The airline industry is one in which suppliers’ bargaining power is changing. Though
the number of suppliers is low, the demand for major aircraft is also relatively low. Boeing
and Airbus aggressively compete for orders of major aircraft, creating more power for
buyers in the process. In mid-2009, United Airlines announced that it might place a
“significant” order for wide-body airliners with either Airbus or Boeing in the fourth
quarter of the year if the firm could earn an acceptable return on its investment. United’s
expectation that the winning bid from either Airbus or Boeing would include a financing arrangement that would strengthen its “… balance sheet over the long term and not
impact (the firm’s) cash flow position”105 highlights the buyer’s power in this proposed
transaction.

Bargaining Power of Buyers
Firms seek to maximize the return on their invested capital. Alternatively, buyers
(customers of an industry or a firm) want to buy products at the lowest possible
price—the point at which the industry earns the lowest acceptable rate of return on
its invested capital. To reduce their costs, buyers bargain for higher
quality, greater levels of service, and lower prices. These outcomes
are achieved by encouraging competitive battles among the industry’s
firms. Customers (buyer groups) are powerful when
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■ They purchase a large portion of an industry’s total output.
■ The sales of the product being purchased account for a significant portion of the seller’s annual revenues.
■ They could switch to another product at little, if any, cost.
■ The industry’s products are undifferentiated or standardized, and the
buyers pose a credible threat if they were to integrate backward into the
sellers’ industry.

With consumer access to
news at their fingertips
via the iPhone and other
wireless devices, newspapers and other traditional news sources face
increasing competition
for customers.

Armed with greater amounts of information about the manufacturer’s costs and the power of the Internet as a shopping and distribution
alternative have increased consumers’ bargaining power in many industries. One reason for this shift is that individual buyers incur virtually
zero switching costs when they decide to purchase from one manufacturer rather than another or from one dealer as opposed to a second or
third one.

Threat of Substitute Products
Substitute products are goods or services from outside a given industry that perform
similar or the same functions as a product that the industry produces. For example, as
a sugar substitute, NutraSweet (and other sugar substitutes) places an upper limit on
sugar manufacturers’ prices—NutraSweet and sugar perform the same function, though
with different characteristics. Other product substitutes include e-mail and fax machines
instead of overnight deliveries, plastic containers rather than glass jars, and tea instead of
coffee. Newspaper firms have experienced significant circulation declines over the past
decade or more. The declines are due to substitute outlets for news including Internet
sources, cable television news channels, and e-mail and cell phone alerts. These products
are increasingly popular, especially among younger, and technologically savvy people,
and as product substitutes they have significant potential to continue to reduce overall
newspaper circulation sales.
In general, product substitutes present a strong threat to a firm when customers face
few, if any, switching costs and when the substitute product’s price is lower or its quality
and performance capabilities are equal to or greater than those of the competing product.
Differentiating a product along dimensions that customers value (such as quality, service
after the sale, and location) reduces a substitute’s attractiveness.
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Because an industry’s firms are mutually dependent, actions taken by one company
usually invite competitive responses. In many industries, firms actively compete against
one another. Competitive rivalry intensifies when a firm is challenged by a competitor’s
actions or when a company recognizes an opportunity to improve its market position.
Firms within industries are rarely homogeneous; they differ in resources and capabilities and seek to differentiate themselves from competitors.106 Typically, firms seek to
differentiate their products from competitors’ offerings in ways that customers value and
in which the firms have a competitive advantage. Common dimensions on which rivalry
is based include price, service after the sale, and innovation.
Next, we discuss the most prominent factors that experience shows to affect the
intensity of firms’ rivalries.
Numerous or Equally Balanced Competitors
Intense rivalries are common in industries with many companies. With multiple competitors, it is common for a few firms to believe they can act without eliciting a response.
However, evidence suggests that other firms generally are aware of competitors’ actions,
often choosing to respond to them. At the other extreme, industries with only a few
firms of equivalent size and power also tend to have strong rivalries. The large and often
similar-sized resource bases of these firms permit vigorous actions and responses. The
competitive battles between Airbus and Boeing exemplify intense rivalry between relatively equal competitors, and almost certainly will be so as the companies bid for the
order to produce wide-body planes for United Airlines.
Slow Industry Growth
When a market is growing, firms try to effectively use resources to serve an expanding customer base. Growing markets reduce the pressure to take customers from competitors. However, rivalry in no-growth or slow-growth markets (slow change) becomes
more intense as firms battle to increase their market shares by attracting competitors’
customers.107
Typically, battles to protect market share are fierce. Certainly, this has been the case
in the airline industry and in the fast-food industry as McDonald’s, Wendy’s, and Burger
King try to win each other’s customers. The instability in the market that results from
these competitive engagements may reduce the profitability for all firms engaging in such
competitive battles.
High Fixed Costs or High Storage Costs
When fixed costs account for a large part of total costs, companies try to maximize the
use of their productive capacity. Doing so allows the firm to spread costs across a larger
volume of output. However, when many firms attempt to maximize their productive
capacity, excess capacity is created on an industry-wide basis. To then reduce inventories, individual companies typically cut the price of their product and offer rebates and
other special discounts to customers. However, these practices, common in the automobile manufacturing industry in the recent past, often intensify competition. The pattern
of excess capacity at the industry level followed by intense rivalry at the firm level is
observed frequently in industries with high storage costs. Perishable products, for example, lose their value rapidly with the passage of time. As their inventories grow, producers
of perishable goods often use pricing strategies to sell products quickly.
Lack of Differentiation or Low Switching Costs
When buyers find a differentiated product that satisfies their needs, they frequently purchase the product loyally over time. Industries with many companies that have successfully differentiated their products have less rivalry, resulting in lower competition for
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individual firms. Firms that develop and sustain a differentiated product that cannot be
easily imitated by competitors often earn higher returns. However, when buyers view
products as commodities (i.e., as products with few differentiated features or capabilities),
rivalry intensifies. In these instances, buyers’ purchasing decisions are based primarily
on price and, to a lesser degree, service. Personal computers are a commodity product.
Thus, the rivalry between Dell, Hewlett-Packard, and other computer manufacturers is
strong and these companies are always trying to find ways to differentiate their offerings
(Hewlett-Packard now pursues product design as a means of differentiation.)
High Strategic Stakes
Competitive rivalry is likely to be high when it is important for several of the competitors to perform well in the market. For example, although it is diversified and is a market
leader in other businesses, Samsung has targeted market leadership in the consumer
electronics market and is doing quite well. This market is quite important to Sony and
other major competitors, such as Hitachi, Matsushita, NEC, and Mitsubishi, suggesting
that rivalry among these competitors will remain strong.
High strategic stakes can also exist in terms of geographic locations. For example,
Japanese automobile manufacturers are committed to a significant presence in the U.S.
marketplace because it is the world’s largest single market for automobiles and trucks.
Because of the stakes involved in this country for Japanese and U.S. manufacturers,
rivalry among firms in the U.S. and the global automobile industry is intense. With the
excess capacity in this industry we mentioned earlier in this chapter, there is every reason to believe that the rivalry among global automobile manufacturers will become even
more intense, certainly in the foreseeable future.
High Exit Barriers
Sometimes companies continue competing in an industry even though the returns on
their invested capital are low or negative. Firms making this choice likely face high exit
barriers, which include economic, strategic, and emotional factors causing them to
remain in an industry when the profitability of doing so is questionable. Exit barriers are
especially high in the airline industry. Although earning even average returns is difficult
for these firms, they face substantial exit barriers, such as their ownership of specialized
assets (e.g., large aircraft).108 Common exit barriers include the following:
■ Specialized assets (assets with values linked to a particular business or location)
■ Fixed costs of exit (such as labor agreements)
■ Strategic interrelationships (relationships of mutual dependence, such as those
between one business and other parts of a company’s operations, including shared
facilities and access to financial markets)
■ Emotional barriers (aversion to economically justified business decisions because of
fear for one’s own career, loyalty to employees, and so forth)
■ Government and social restrictions (often based on government concerns for job
losses and regional economic effects; more common outside the United States).

Interpreting Industry Analyses
Effective industry analyses are products of careful study and interpretation of data
and information from multiple sources. A wealth of industry-specific data is available to be analyzed. Because of globalization, international markets and rivalries must
be included in the firm’s analyses. In fact, research shows that in some industries,
international variables are more important than domestic ones as determinants of
strategic competitiveness. Furthermore, because of the development of global markets, a country’s borders no longer restrict industry structures. In fact, movement into

59
Chapter 2: The External Environment: Opportunities, Threats, Industry Competition, and Competitor Analysis

international markets enhances the chances of success for new ventures as well as more
established firms.109
Analysis of the five forces in the industry allows the firm to determine the industry’s
attractiveness in terms of the potential to earn adequate or superior returns. In general,
the stronger competitive forces are, the lower the profit potential for an industry’s firms.
An unattractive industry has low entry barriers, suppliers and buyers with strong bargaining positions, strong competitive threats from product substitutes, and intense rivalry
among competitors. These industry characteristics make it difficult for firms to achieve
strategic competitiveness and earn above-average returns. Alternatively, an attractive
industry has high entry barriers, suppliers and buyers with little bargaining power, few
competitive threats from product substitutes, and relatively moderate rivalry.110 Next, we
explain strategic groups as an aspect of industry competition.

Strategic Groups
A set of firms that emphasize similar strategic dimensions and use a similar strategy is
called a strategic group.111 The competition between firms within a strategic group is
greater than the competition between a member of a strategic group and companies outside
that strategic group. Therefore, intrastrategic group competition is more intense than is
interstrategic group competition. In fact, more heterogeneity is evident in the performance
of firms within strategic groups than across the groups. The performance leaders within
groups are able to follow strategies similar to those of other firms in the group and yet
maintain strategic distinctiveness to gain and sustain a competitive advantage.112
The extent of technological leadership, product quality, pricing policies, distribution
channels, and customer service are examples of strategic dimensions that firms in a strategic group may treat similarly. Thus, membership in a particular strategic group defines
the essential characteristics of the firm’s strategy.113
The notion of strategic groups can be useful for analyzing an industry’s competitive
structure. Such analyses can be helpful in diagnosing competition, positioning, and the
profitability of firms within an industry.114 High mobility barriers, high rivalry, and low
resources among the firms within an industry limit the formation of strategic groups.115
However, research suggests that after strategic groups are formed, their membership
remains relatively stable over time, making analysis easier and more useful.116 Using strategic groups to understand an industry’s competitive structure requires the firm to plot
companies’ competitive actions and competitive responses along strategic dimensions
such as pricing decisions, product quality, distribution channels, and so forth. This type
of analysis shows the firm how certain companies are competing similarly in terms of
how they use similar strategic dimensions.
Strategic groups have several implications. First, because firms within a group offer
similar products to the same customers, the competitive rivalry among them can be
intense. The more intense the rivalry, the greater the threat to each firm’s profitability.
Second, the strengths of the five industry forces differ across strategic groups. Third, the
closer the strategic groups are in terms of their strategies, the greater is the likelihood of
rivalry between the groups.

Competitor Analysis
The competitor environment is the final part of the external environment requiring study.
Competitor analysis focuses on each company against which a firm directly competes.
For example, Philip Morris International and Japan Tobacco International, Coca-Cola
and PepsiCo, Home Depot and Lowe’s, and Boeing and Airbus are keenly interested in
understanding each other’s objectives, strategies, assumptions, and capabilities. Indeed,

A strategic group is a
set of firms emphasizing
similar strategic
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intense rivalry creates a strong need to understand competitors.117 In a competitor analysis, the firm seeks to understand the following:
■
■
■
■

What drives the competitor, as shown by its future objectives
What the competitor is doing and can do, as revealed by its current strategy
What the competitor believes about the industry, as shown by its assumptions
What the competitor’s capabilities are, as shown by its strengths and weaknesses.118

Information about these four dimensions helps the firm prepare an anticipated
response profile for each competitor (see Figure 2.3). The results of an effective competitor analysis help a firm understand, interpret, and predict its competitors’ actions
and responses. Understanding the actions of competitors clearly contributes to the firm’s
ability to compete successfully within the industry.119 Interestingly, research suggests that
executives often fail to analyze competitors’ possible reactions to competitive actions their
firm takes,120 placing their firm at a potential competitive disadvantage as a result.
Critical to an effective competitor analysis is gathering data and information that
can help the firm understand its competitors’ intentions and the strategic implications
resulting from them.121 Useful data and information combine to form competitor intelligence: the set of data and information the firm gathers to better understand and better
anticipate competitors’ objectives, strategies, assumptions, and capabilities. In competitor
analysis, the firm gathers intelligence not only about its competitors, but also regarding
public policies in countries around the world. Such intelligence facilitates an understanding of the strategic posture of foreign competitors. Through effective competitive and
public policy intelligence, the firm gains the insights needed to make effective strategic
decisions about how to compete against its rivals.
Figure 2.3 Competitor Analysis Components

Future Objectives
• How do our goals compare with our
competitors’ goals?
• Where will emphasis be placed in the
future?
• What is the attitude toward risk?

Current Strategy
• How are we currently competing?
• Does their strategy support changes
in the competitive structure?

Assumptions
• Do we assume the future will be volatile?
• Are we operating under a status quo?
• What assumptions do our competitors
hold about the industry and themselves?

Capabilities
• What are our strengths and weaknesses?
• How do we rate compared to our
competitors?

Response
• What will our competitors do in the
future?
• Where do we hold an advantage over
our competitors?
• How will this change our relationship
with our competitors?
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Ethical Considerations
Firms must follow relevant laws and regulations as well as carefully articulated ethical
guidelines when gathering competitor intelligence. Industry associations often develop
lists of these practices that firms can adopt. Practices considered both legal and ethical
include (1) obtaining publicly available information (e.g., court records, competitors’ helpwanted advertisements, annual reports, financial reports of publicly held corporations,
and Uniform Commercial Code filings), and (2) attending trade fairs and shows to obtain
competitors’ brochures, view their exhibits, and listen to discussions about their products.
In contrast, certain practices (including blackmail, trespassing, eavesdropping, and stealing
drawings, samples, or documents) are widely viewed as unethical and often are illegal.
Some competitor intelligence practices may be legal, but a firm must decide whether
they are also ethical, given the image it desires as a corporate citizen. Especially with
electronic transmissions, the line between legal and ethical practices can be difficult to
determine. For example, a firm may develop Web site addresses that are similar to those
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When asked to describe competitive intelligence, it seems that a number of people
respond with phrases such as “competitive spying” and “corporate espionage.” These
phrases denote the fact that competitive intelligence is an activity that appears to involve
trade-offs.122 According to some, the reason for this is that “what is ethical in one country
is different from what is ethical in other countries.” This position implies that the rules of
engagement to follow when gathering competitive intelligence change in different contexts. However, firms avoid the possibility of legal entanglements and ethical quandaries
only when their competitive intelligence gathering methods are governed by a strict set
of legal and ethical guidelines.123 This means that ethical behavior and actions as well as
the mandates of relevant laws and regulations should be the foundation on which a firm’s
competitive intelligence-gathering process is formed. We address this matter in greater
detail in the next section.
When gathering competitive intelligence, firms must also pay attention to the complementors of its products and strategy.124 Complementors are companies or networks
of companies that sell complementary goods or services that are compatible with the
focal firm’s good or service. When a complementor’s good or service adds value to the
sale of the focal firm’s good or service it is likely to create value for the focal firm.
There are many examples of firms whose good or service complements other companies’ offerings. For example, firms manufacturing affordable home photo printers complement other companies’ efforts to sell digital cameras. Intel and Microsoft are perhaps the
most widely recognized complementors. The Microsoft slogan “Intel Inside” demonstrates
the relationship between two firms who do not directly buy from or sell to each other but
whose products have a strong complementary relationship. Alliances among airline operations (e.g., the Star Alliance and the SkyTeam Alliance) find these companies sharing their
route structures and customer loyalty programs as means of complementing each others’
operations. (Each alliance is a network of complementors.) Recently, Continental Airlines
announced that it was leaving the SkyTeam Alliance to join the Star Alliance. The primary
reason for this change was to provide greater global coverage to Continental’s customers
by combining its routes with those of the other members of the Star Alliance.125 In essence,
Continental’s conclusion was that the complementors of the Star Alliance created more
value for its customers than did its complementors in the SkyTeam Alliance.
As our discussion shows, complementors expand the set of competitors firms must
evaluate when completing a competitor analysis. For example, when Delta Airlines wants
to study Continental Airlines, it must examine Continental’s strategic actions as an independent company as well as its actions as a member of the Star Alliance. The same is
true in reverse—Continental must study Delta’s actions as an independent firm as well as
its actions as a member of the SkyTeam Alliance. Similarly, Intel and Microsoft analyze
each other’s actions in that those actions might either help each firm gain a competitive
advantage or damage each firm’s ability to exploit a competitive advantage.
Competitor
intelligence is the
set of data and
information the firm
gathers to better
understand and better
anticipate competitors’
objectives, strategies,
assumptions, and
capabilities.
Complementors are
companies or networks
of companies that sell
complementary goods
or services that are
compatible with the
focal firm’s good or
service.
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of its competitors and thus occasionally receive e-mail transmissions that were intended
for those competitors. The practice is an example of the challenges companies face in
deciding how to gather intelligence about competitors while simultaneously determining how to prevent competitors from learning too much about them. To deal with these
challenges, firms should establish principles and take actions that are consistent with
them. ING, a global financial company offering banking, investments, life insurance, and
retirement services, expresses the principles guiding its actions as follows: “ING conducts
business on the basis of clearly defined business principles. In all our activities, we carefully weigh the interests of our various stakeholders: customers, employees, communities
and shareholders. ING strives to be a good corporate citizen.”126
Open discussions of intelligence-gathering techniques can help a firm ensure that
employees, customers, suppliers, and even potential competitors understand its convictions
to follow ethical practices for gathering competitor intelligence. An appropriate guideline
for competitor intelligence practices is to respect the principles of common morality and
the right of competitors not to reveal certain information about their products, operations,
and strategic intentions.127

SUMMARY
•

The firm’s external environment is challenging and complex.
Because of the external environment’s effect on performance, the firm must develop the skills required to identify
opportunities and threats existing in that environment.

•

The external environment has three major parts: (1) the
general environment (elements in the broader society that
affect industries and their firms), (2) the industry environment
(factors that influence a firm, its competitive actions and
responses, and the industry’s profit potential), and
(3) the competitor environment (in which the firm analyzes
each major competitor’s future objectives, current strategies,
assumptions, and capabilities).

•

The external environmental analysis process has four steps:
scanning, monitoring, forecasting, and assessing. Through environmental analyses, the firm identifies opportunities and threats.

•

The general environment has seven segments: demographic,
economic, political/legal, sociocultural, technological, global,
and physical. For each segment, the firm wants to determine
the strategic relevance of environmental changes and trends.

•

Compared with the general environment, the industry environment has a more direct effect on the firm’s strategic actions.
The five forces model of competition includes the threat of
entry, the power of suppliers, the power of buyers, product

substitutes, and the intensity of rivalry among competitors. By
studying these forces, the firm finds a position in an industry
where it can influence the forces in its favor or where it can
buffer itself from the power of the forces in order to achieve
strategic competitiveness and earn above-average returns.
•

Industries are populated with different strategic groups. A
strategic group is a collection of firms following similar strategies along similar dimensions. Competitive rivalry is greater
within a strategic group than between strategic groups.

•

Competitor analysis informs the firm about the future objectives, current strategies, assumptions, and capabilities of
the companies with which it competes directly. A thorough
analysis examines complementors that sustain a competitor’s
strategy and major networks or alliances in which competitors participate. When analyzing competitors, the firm should
also identify and carefully monitor major actions taken by
firms with performance below the industry norm.

•

Different techniques are used to create competitor intelligence: the set of data, information, and knowledge that
allows the firm to better understand its competitors and
thereby predict their likely strategic and tactical actions. Firms
should use only legal and ethical practices to gather intelligence. The Internet enhances firms’ capabilities to gather
insights about competitors and their strategic intentions.

REVIEW
1. Why is it important for a firm to study and understand the
external environment?
2. What are the differences between the general environment
and the industry environment? Why are these differences
important?

QUESTIONS

3. What is the external environmental analysis process (four
steps)? What does the firm want to learn when using this
process?
4. What are the seven segments of the general environment?
Explain the differences among them.
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7. What is the importance of collecting and interpreting
data and information about competitors? What practices
should a firm use to gather competitor intelligence
and why?

6. What is a strategic group? Of what value is knowledge of
the firm’s strategic group in formulating that firm’s strategy?

EXPERIENTIAL

EXERCISES

EXERCISE 1: AIRLINE COMPETITOR ANALYSIS

•
•
•

The International Air Transport Association (IATA) reports statistics
on the number of passengers carried each year by major airlines.
Passenger data for 2007 are reported for the top 10 carriers in
three categories:

Airline
Air France

International flights
Domestic flights
Combined traffic, domestic and international flights

The following table lists both passenger data and rankings for
each category.

Intl

Intl

Domestic

Domestic

Combined

Combined

Rank

Passengers

Rank

Passengers

Rank

Passengers

3

31,549

All Nippon Airways

8

50,465

6

44,792

2

76,687

2

98,166

China Southern
Airlines

5

52,505

5

56,522

Continental
Airlines

9

37,175

9

49,059

Delta Air Lines

3

61,651

3

73,086

10

35,583

7

54,165

6

54,696

10

49,030

American Airlines

7

21,479

British Airways

5

28,302

Cathay Pacific

10

17,695

Easyjet

4

30,173

Emirates

8

20,448

Japan Airlines
International
KLM

6

23,165

Lufthansa

2

41,322

Northwest Airlines

7

Ryanair

1

49,030

Singapore Airlines

9

18,957

44,337

Southwest Airlines

1

101,911

1

101,911

United Airlines

4

58,162

4

68,363

US Airways Inc.

8

37,560
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5. How do the five forces of competition in an industry affect
its profit potential? Explain.
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For this exercise, you will develop competitor profiles of
selected air carriers.

Part One
Working in groups of five to seven people, each team member
selects one airline from the table. The pool of selected airlines
should contain a roughly even balance of three regions: North
America, Europe/Middle East, and Asia. Answer the following
questions:
1.
2.
3.
4.
5.

What drives this competitor (i.e., what are its objectives)?
What is its current strategy?
What does this competitor believe about its industry?
What are its strengths and weaknesses?
Does this airline belong to an airline alliance (e.g., Oneworld,
Star, SkyTeam)?

When researching your companies, you should use multiple
resources. The company’s Web site is a good starting point.
Public firms headquartered in the United States will also have
annual reports and 10-K reports filed with the Securities and
Exchange Commission.

Part Two
As a group, summarize the results of each competitor profile
into a single table with columns for objectives, current strategy,
beliefs, strengths, weaknesses, and alliance partner(s). Then, discuss the following topics:
1. Which airlines had the most similar strategies? The most different? Would you consider any of the firms you studied to be
in the same strategic group (i.e., a group of firms that follows
similar strategies along similar dimensions)?
2. Create a composite five forces model based on the firms you
reviewed. How might these elements of industry structure
(e.g., substitutes, or bargaining power of buyers) differ from
the perspective of individual airlines?
3. Which airlines appear best positioned to succeed in the
future? Why?

EXERCISE 2: WHAT DOES THE FUTURE LOOK
LIKE?
A critical ingredient to studying the general environment is identifying opportunities and threats. As discussed in this chapter, an
opportunity is a condition in the environment that, if exploited,
helps a company achieve strategic competitiveness. In order to
identify opportunities, one must be aware of current and future
trends affecting the world around us.
Thomas Fry, senior futurist at the DaVinci Institute, says that
the chaotic nature of interconnecting trends and the vast array
of possibilities that arise from them is somewhat akin to watching a spinning compass needle. From the way we use phones
and e-mail, or recruit new workers to organizations, the climate
for business is changing and shifting dramatically and at rapidly
increasing rates. Sorting out these changes and making sense of
them provides the basis for opportunity decision making. Which
ones will dominate and which will fade? Understanding this is
crucial for business success.
Your challenge (either individually or as a group) is to identify
a trend, technology, entertainment, or design that is likely to alter
the way in which business is conducted in the future. Once you
have identified your topic, be prepared to discuss:
•
•
•
•
•

Which of the seven segments of the general environment will
this affect? (There may be more than one.)
Describe the impact.
List some business opportunities that will come from this.
Identify some existing organizations that stand to benefit.
What, if any, are the ethical implications?

You should consult a wide variety of sources. For example,
the Gartner Group and McKinsey & Company produce market
research and forecasts for business. There are also many Web
forecasting tools and addresses such as TED (Technology,
Entertainment, Design). TED hosts an annual conference for
groundbreaking ideas, and you can find videos of their discussions on their Web site. Similarly the DaVinci Institute, Institute for
Global Futures, and a host of others offer their own unique vision
for tomorrow’s environment.

VIDEO
OUTWORK YOUR COMPETITION
Jerry Rice/Former Professional Football Player/NFL Hall of
Famer
Jerry Rice (born October 13, 1962) is widely regarded as the
greatest wide receiver ever and one of the greatest players in
National Football League (NFL) history. He is the all-time leader
in every major statistical category for wide receivers. In 20 NFL
seasons, he was selected to the Pro Bowl 13 times (1986–1996,
1998, and 2002) and named All-Pro 10 times. He won three
Super Bowl rings playing for the San Francisco 49ers and an AFC
Championship with the Oakland Raiders.
Besides his exceptional ability as a receiver, Rice is remembered for his work ethic and dedication to the game. In his

CASE

20 NFL seasons, he missed only 10 regular season games.
His 303 games are by far the most ever played by an NFL
wide receiver. In addition to staying on the field, his work
ethic showed in his dedication to conditioning and running
precise routes.
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts
•
•
•
•
•

Competition
Opportunity
Threat
Industry environment—five forces
Competitor analysis
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1. How competitive are you? How does this manifest itself in
your everyday life?
2. What about goal setting in your life. Do you have objectives
that you want to achieve five years after graduation?

3. How is your preparation and planning matched to your
long-term objectives?
4. What, if any, difference is there between a company’s objectives and those of its employees?
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The Internal Organization:
Resources, Capabilities,
Core Competencies, and
Competitive Advantages

Studying
tudying this chapter should provide you with the strategic
management
anagement knowledge needed to:
1. Explain why firms need to study and understand their internal
organization.
2. Define value and discuss its importance.
3. Describe the differences between tangible and intangible resources.
4. Define capabilities and discuss their development.
5. Describe four criteria used to determine whether resources and
capabilities are core competencies.
6. Explain how value chain analysis is used to identify and evaluate
resources and capabilities.
7. Define outsourcing and discuss reasons for its use.
8. Discuss the importance of identifying internal strengths and
weaknesses.

APPLE DEFIES GRAVITY
WITH INNOVATIVE GENIUS

ROBERT GALBRAITH/Reuters/Landov

During a bad recession in 2008, Apple
recorded record sales. The firm’s strong
performance in poor economic times is
largely credited to its innovation capabilities. Apple has continued to upgrade its current
products, such as its laptops, with enhancements (e.g., MacBook and MacBook Pro).
Analysts believe that these innovative additions will keep Apple’s “hot streak” alive and
well. Furthermore, projections suggest that smartphone sales will surge over the next few
years. These projections include a 200 percent increase in the sales of high-end mobile
phones by 2013, to 300 million in annual
sales. The growing popularity of Web
2.0 applications such as Facebook and
Twitter are increasing the desire for these
phones. Such demand is very positive
for the future of BlackBerry and Apple’s
iPhone. By 2013, analysts believe that
approximately 23 percent of all new
mobile phone sales will be smartphones.
Apple has also continued to upgrade
its innovative iPod with its second
generation of iPod touch. One analyst
gave it a perfect score for the significant
enhancements made. And the iPod touch
serves some similar functions as the
iPhone such as providing an Internet
connection, using the same touchscreen,
and playing music and videos in the same
way. An example of the continuous
innovation is the 4-gigabyte iPod Shuffle
introduced in 2009. It is less than two
Apple now offers more than 50,000 applications
inches long (smaller than a double-A
for the iPhone, enabling their customers to
battery) and can store approximately
continually discover new uses for their
1,000 songs. This is the third-generation
smartphone.
Shuffle—the first-generation Shuffle
launched in 2005 could store approximately 240 songs. In addition to increased storage, the
new Shuffle can handle songs in 14 different languages. Apple has “set the standard” for
design of personal computer since the mid-1990s. Since 1996, Apple product innovations
include developing a tool that created a quantum increase in the sale of digital music,
creating a mobile phone—a flexible computer—that is fun to use, and, in customer service,
developing a chain of unique and popular retail stores. Thus, most external observers argue
that Apple’s innovative products have led to their becoming one of the fastest-growing
companies in the United States.
Coupled with its innovation, Apple is an aggressive marketer. While most firms are
paring back their costs and advertising during the recession, Apple has increased its
marketing and advertising programs. It is the second most prolific technology advertiser,
behind Microsoft.
While Apple is in a positive market position, it did experience potential problems in
2009. Its charismatic leader, Steve Jobs, had to take a medical leave of absence, causing
uncertainty about the company’s future. It also lost a few other top managers to key
positions in other firms. Thus, investors became nervous and analysts questioned whether
the firm could continue to be a market innovator, especially without Jobs.
Sources: C. Wildstrom, 2008, Apple laptops: The hits keep coming, BusinessWeek, http://businessweek.com,
November 4; C. Edwards, 2008, Apple’s superlative sequel: The latest iPod touch, BusinessWeek, http://
businessweek.com, November 20; R. Waters & C. Nutialin, 2009, Apple moves to clear up uncertainty ahead
of Jobs’ absence, Financial Times, http://www.ft.com, January 16; B. Stone, 2009, Can Apple fill the void? The
New York Times, http://www.nytimes.com, January 16; Apple bobbing, Financial Times,. http://www.ft.com,
January 22; N. Lomas, 2009, Smartphones set to surge, Business Week, http://businessweek.com, February 3;
B. Stone, 2009, In campaign wars, Apple still has Microsoft’s number, The New York Times, http://www.nytimes.com,
February 4; P. Elmer-Dewitt, 2009, Apple is 14th fastest-growing tech company, Fortune, http://www.fortune
.com, February 6; Apple launches smaller, 4-gigabyte iPod shuffle, Houston Chronicle, http://www.chron.com,
March 11.
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As discussed in the first two chapters, several factors in the global economy, including
the rapid development of the Internet’s capabilities1 and of globalization in general have
made it increasingly difficult for firms to find ways to develop a competitive advantage
that can be sustained for any period of time.2 As is suggested by Apple’s experiences,
innovation may be a vital path to efforts to develop sustainable competitive advantages.3
Sometimes, product innovation serves simultaneously as the foundation on which a firm
is started as well as the source of its competitive advantages. This occurred with Apple.
Steve Jobs was one of the cofounders of the company and helped to develop the personal
computer that the company introduced to the market. Later, Jobs and the board of directors of Apple felt the need for more marketing expertise. So, a new CEO with a strong
marketing background was brought in to the firm. Later Jobs was forced out and Apple
lost its innovative approach. However, Jobs was brought back into the firm in 1997; he
is commonly believed to be the savior of the company because he was able to revitalize the firm’s innovation capabilities. Thus, his departure on medical leave, announced
in December 2008 (see opening case), created uncertainty and concern on the part
of investors.4
Competitive advantages and the differences they create in firm performance are often
strongly related to the resources firms hold and how they are managed.5 “Resources
are the foundation for strategy, and unique bundles of resources generate competitive
advantages that lead to wealth creation.”6 As Apple’s experience shows, resources must
be managed to simultaneously allow production efficiency and an ability to form competitive advantages such as the consistent development of innovative products.
To identify and successfully use resources over time, those leading firms need to
think constantly about how to manage them to increase the value for customers who “are
arbiters of value”7 as they compare firms’ goods and services against each other before
making a purchase decision. As this chapter shows, firms achieve strategic competitiveness and earn above-average returns when their unique core competencies are effectively
acquired, bundled, and leveraged to take advantage of opportunities in the external environment in ways that create value for customers.8
People are an especially critical resource for helping organizations learn how to continuously innovate as a means of achieving successful growth.9 In other words, “smart
growth” happens when the firm manages its need to grow with its ability to successfully
manage growth.10 People are a critical resource to efforts to grow successfully at 3M,
where the director of global compensation says that harnessing the innovative powers of
the firm’s employees is the means for rekindling growth.11 And, people at 3M as well as
virtually all other firms who know how to effectively manage resources to help organizations learn how to continuously innovate are themselves a source of competitive advantage.12 In fact, a global labor market now exists as firms seek talented individuals to add
to their fold. As Richard Florida argues, “[W]herever talent goes, innovation, creativity,
and economic growth are sure to follow.”13
The fact that over time the benefits of any firm’s value-creating strategy can be duplicated by its competitors is a key reason for having employees who know how to manage resources. These employees are critical to firms’ efforts to perform well. Because all
competitive advantages have a limited life,14 the question of duplication is not if it will
happen, but when. In general, the sustainability of a competitive advantage is a function
of three factors: (1) the rate of core competence obsolescence because of environmental
changes, (2) the availability of substitutes for the core competence, and (3) the imitability of the core competence.15 The challenge for all firms, then, is to effectively manage
current core competencies while simultaneously developing new ones.16 Only when firms
develop a continuous stream of capabilities that contribute to competitive advantages do
they achieve strategic competitiveness, earn above-average returns, and remain ahead of
competitors (see Chapter 5).
In Chapter 2, we examined general, industry, and competitor environments. Armed
with this knowledge about the realities and conditions of their external environment,
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In the global economy, traditional factors such as labor costs,
access to financial resources and raw materials, and protected or
regulated markets remain sources of competitive advantage, but
to a lesser degree.18 One important reason is that competitors can
apply their resources to successfully use an international strategy
(discussed in Chapter 8) as a means of overcoming the advantages
created by these more traditional sources. For example, Volkswagen
began establishing production facilities in Slovakia “shortly after
the Russians moved out” as part of its international strategy.
Volkswagen is thought to have a competitive advantage over rivals
such as France’s Peugeot Citroen and South Korea’s Kia Motors,
firms that are now investing in Slovakia in an effort to duplicate the
competitive advantage that has accrued to Volkswagen. In 2008, a
total of 770,000 automobiles were manufactured in Slovakia19
Increasingly, those who analyze their firm’s internal organization should use a global mind-set to do so. A global mind-set is
the ability to analyze, understand, and manage (if in a managerial
position) an internal organization in ways that are not dependent on the assumptions of a single country, culture, or context.20
Because they are able to span artificial boundaries,21 those with a
global mind-set recognize that their firms must possess resources
and capabilities that allow understanding of and appropriate
responses to competitive situations that are influenced by country-specific factors and
unique societal cultures. Firms populated with people having a global mind-set have a
“key source of long-term competitive advantage in the global marketplace.”22
Finally, analysis of the firm’s internal organization requires that evaluators examine the firm’s portfolio of resources and the bundles of heterogeneous resources and
capabilities managers have created.23 This perspective suggests that individual firms
possess at least some resources and capabilities that other companies do not—at least
not in the same combination. Resources are the source of capabilities, some of which

Using a global mind-set,
Volkswagen’s leaders
decided that the firm
should open facilities in
Slovakia. Opening these
facilities long before
their competitors has led
to a distinct competitive
advantage for VW in
Slovakia and surrounding
countries.

A global mind-set is
the ability to analyze,
understand and manage
an internal organization
in ways that are not
dependent on the
assumptions of a single
country, culture, or
context.
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firms have a better understanding of marketplace opportunities and the characteristics of
the competitive environment in which those opportunities exist. In this chapter, we focus
on the firm itself. By analyzing its internal organization, a firm determines what it can
do. Matching what a firm can do (a function of its resources, capabilities, core competencies, and competitive advantages) with what it might do (a function of opportunities and
threats in the external environment) allows the firm to develop vision, pursue its mission,
and select and implement its strategies.
We begin this chapter by briefly discussing conditions associated with analyzing the
firm’s internal organization. We then discuss the roles of resources and capabilities in
developing core competencies, which are the sources of the firm’s competitive advantages. Included in this discussion are the techniques firms use to identify and evaluate
resources and capabilities and the criteria for selecting core competencies from among
them. Resources and capabilities are not inherently valuable, but they create value when
the firm can use them to perform certain activities that result in a competitive advantage.
Accordingly, we also discuss the value chain concept and examine four criteria to evaluate
core competencies that establish competitive advantage.17 The chapter closes with cautionary comments about the need for firms to prevent their core competencies from becoming
core rigidities. The existence of core rigidities indicates that the firm is too anchored to its
past, which prevents it from continuously developing new competitive advantages.
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lead to the development of a firm’s core competencies or its competitive advantages.24
Understanding how to leverage the firm’s unique bundle of resources and capabilities is a
key outcome decision makers seek when analyzing the internal organization.25 Figure 3.1
illustrates the relationships among resources, capabilities, and core competencies and
shows how firms use them to create strategic competitiveness. Before examining these
topics in depth, we describe value and its creation.

Creating Value

Value is measured by a
product’s performance
characteristics and by
its attributes for which
customers are willing
to pay.

By exploiting their core competencies to meet if not exceed the demanding standards of
global competition, firms create value for customers.26 Value is measured by a product’s
performance characteristics and by its attributes for which customers are willing to pay.
Customers of Luby Cafeterias, for example, pay for meals that are value-priced, generally
healthy, and served quickly in a casual setting.27
Firms with a competitive advantage offer value to customers that is superior to the
value competitors provide.28 Firms create value by innovatively bundling and leveraging their resources and capabilities.29 Firms unable to creatively bundle and leverage
their resources and capabilities in ways that create value for customers suffer performance declines. Sometimes, it seems that these declines may happen because firms fail to
understand what customers value. For example, after learning that General Motors (GM)
intended to focus on visual design to create value for buyers, one former GM customer
said that in his view, people buying cars and trucks valued durability, reliability, good fuel
economy, and a low cost of operation more than visual design.30
Ultimately, creating value for customers is the source of above-average returns for
a firm. What the firm intends regarding value creation affects its choice of businesslevel strategy (see Chapter 4) and its organizational structure (see Chapter 11).31 In
Chapter 4’s discussion of business-level strategies, we note that value is created by a
product’s low cost, by its highly differentiated features, or by a combination of low cost
and high differentiation, compared with competitors’ offerings. A business-level strategy

Figure 3.1 Components of Internal Analysis Leading to Competitive Advantage and Strategic Competitiveness
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The Challenge of Analyzing the
Internal Organization
The strategic decisions managers make about the components of their firm’s internal
organization are nonroutine,37 have ethical implications,38 and significantly influence the
firm’s ability to earn above-average returns.39 These decisions involve choices about the
assets the firm needs to collect and how to best use those assets. “Managers make choices
precisely because they believe these contribute substantially to the performance and survival of their organizations.”40
Making decisions involving the firm’s assets—identifying, developing, deploying, and
protecting resources, capabilities, and core competencies—may appear to be relatively easy.
However, this task is as challenging and difficult as any other with which managers are
involved; moreover, it is increasingly internationalized.41 Some believe that the pressure on
managers to pursue only decisions that help the firm meet the quarterly earnings expected by
market analysts makes it difficult to accurately examine the firm’s internal organization.42
The challenge and difficulty of making effective decisions are implied by preliminary
evidence suggesting that one-half of organizational decisions fail.43 Sometimes, mistakes
are made as the firm analyzes conditions in its internal organization.44 Managers might,
for example, identify capabilities as core competencies that do not create a competitive
advantage. This misidentification may have been the case at Polaroid Corporation as decision makers continued to believe that the skills it used to build its instant film cameras were
highly relevant at the time its competitors were developing and using the skills required to
introduce digital cameras.45 When a mistake occurs, such as occurred at Polaroid, decision
makers must have the confidence to admit it and take corrective actions.46 A firm can still
grow through well-intended errors; the learning generated by making and correcting mistakes can be important to the creation of new competitive advantages.47 Moreover, firms
and those managing them can learn from the failure resulting from a mistake—that is,
what not to do when seeking competitive advantage.48 Thus, difficult managerial decisions
concerning resources, capabilities, and core competencies are characterized by three conditions: uncertainty, complexity, and intraorganizational conflicts (see Figure 3.2).49
Managers face uncertainty in terms of new proprietary technologies, rapidly changing
economic and political trends, transformations in societal values, and shifts in customer
demands.50 Environmental uncertainty increases the complexity and range of issues to
examine when studying the internal environment.51 Consider the complexity associated
with the decisions Gregory H. Boyce is encountering as CEO of Peabody Energy Corp.
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is effective only when it is grounded in exploiting the firm’s core competencies and
competitive advantages. Thus, successful firms continuously examine the effectiveness
of current and future core competencies and advantages.32
At one time, the strategic management process was concerned largely with understanding the characteristics of the industry in which the firm competed and, in light of
those characteristics, determining how the firm should be positioned relative to competitors. This emphasis on industry characteristics and competitive strategy underestimated
the role of the firm’s resources and capabilities in developing a competitive advantage.
In fact, core competencies, in combination with product-market positions, are the firm’s
most important sources of competitive advantage.33 The core competencies of a firm,
in addition to results of analyses of its general, industry, and competitor environments,
should drive its selection of strategies. The resources held by the firm and their context
are important when formulating strategy.34 As Clayton Christensen noted, “Successful
strategists need to cultivate a deep understanding of the processes of competition and
progress and of the factors that undergird each advantage. Only thus will they be able to
see when old advantages are poised to disappear and how new advantages can be built in
their stead.”35 By emphasizing core competencies when formulating strategies, companies learn to compete primarily on the basis of firm-specific differences, but they must be
aware of how things are changing in the external environment as well.36
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Figure 3.2 Conditions Affecting Managerial Decisions about Resources, Capabilities, and
Core Competencies

Condition

Uncertainty
regarding characteristics of the general and the
industry environments, competitors’ actions, and
customers’ preferences

Condition

Complexity
regarding the interrelated causes shaping a firm’s
environments and perceptions of the environments

Condition

Intraorganizational Conflicts
among people making managerial decisions and
those affected by them

Source: Adapted from R. Amit & P. J. H. Schoemaker, 1993, Strategic assets and organizational rent, Strategic
Management Journal, 14: 33.

Peabody is the world’s largest coal company. But coal is thought of as a “dirty fuel,”
meaning that some think its future prospects are dim in light of global warming issues.
Boyce is building a new “clean” coal-fired plant to produce energy and is a proponent
of strong emissions standards. The firm argues for more use of “clean coal.” Obviously,
the complexity of these decisions is quite significant.52 Biases about how to cope with
uncertainty affect decisions about the resources and capabilities that will become the
foundation of the firm’s competitive advantage.53 For example, Boyce strongly believes in
coal’s future, suggesting that automobiles capable of burning coal should be built. Finally,
intraorganizational conflict surfaces when decisions are made about the core competencies to nurture as well as how to nurture them.
In making decisions affected by these three conditions, judgment is required. Judgment
is the capability of making successful decisions when no obviously correct model or rule
is available or when relevant data are unreliable or incomplete. In this type of situation,
decision makers must be aware of possible cognitive biases. Overconfidence, for example,
can often lower value when a correct decision is not obvious, such as making a judgment
as to whether an internal resource is a strength or a weakness.54
When exercising judgment, decision makers often take intelligent risks. In the current competitive landscape, executive judgment can be a particularly important source of
competitive advantage. One reason is that, over time, effective judgment allows a firm to
build a strong reputation and retain the loyalty of stakeholders whose support is linked
to above-average returns.55
As explained in the Strategic Focus, GE’s managers build their capabilities in its
executive leadership program. This program, which is recognized as one of the best in the
world, helps GE’s managers develop the capabilities to deal with uncertainty, complexity,
and intraorganizational conflict. As such, they learn to use their judgment to make decisions that help GE navigate effectively in an uncertain and complex competitive landscape. The effectiveness of GE’s managers and their ability to exercise good judgment in
making strategic decisions is shown in the value GE has created for its shareholders and
the number of former GE managers who are now CEOs of other major companies.
In the next section, we discuss how resources (such as young professionals and
low-level managers) are developed and bundled to create capabilities.

GE BUILDS MANAGEMENT
CAPABILITIES AND SHARES
THEM WITH OTHERS

AP Photo/Mark Lennihan

For many years, GE was considered one of the
best organizations for management talent in
the world. For the period, 1993–2002, GE was
ranked first or second in market value added
among the Stern Stewart 1,000 firms. In fact, GE was one of the top producers of
shareholder value through the more than 20 years of Jack Welch’s tenure as CEO. Most
analysts attribute this phenomenal record to GE’s exceptional leadership development program.
Approximately 9,000 managers participated in programs annually at GE’s Leadership
Center in Crotonville, New York. Managers received extensive leadership and team-based
training in these programs. They even provided internal consulting by working on major GE
projects, such as evaluating joint venture partners and analyzing opportunities for the use of
artificial intelligence. Its world-class management development programs provided GE with
an inventory of successors for almost any management position in the company. In fact, many
analysts believe that the management development programs helped GE achieve a
competitive advantage. Some argue that the management development process has the
characteristics of a core competence; it is valuable, rare,
difficult to imitate, and nonsubstitutable.
Jack Welch was often quoted as saying that people
came first and strategy second. He actively participated
in the management development program, sharing his
expertise with other GE managers. Welch’s successor, Jeff
Immelt, does the same. Immelt believes that effective
leaders learn constantly and also help others in the firm
to learn as well. GE’s leadership development program is
so good that many companies look for talent among GE’s
management team because the program produces more
leaders than it can usefully absorb. Thus, there are many
company CEOs who are former GE managers. A study of
these CEOs found they outperformed non-GE CEOs by a
significant margin.
GE is experiencing problems in the economic malaise
of 2008–2009. This is partly because of problems in its
major financial services business (similar to the whole
financial services industry). However, it is also partly due
GE CEO Jeff Immlet, like his
predecessor Jack Welch,
to the current CEO’s emphasis on innovation for the
believes the development of
future of the company. To innovate effectively requires
leaders within the organization
that the firm invest now for returns several years later,
is an essential investment.
which involves taking risks. As such, shorter-term returns
are likely to suffer with high costs and lower returns awaiting the major longer-term payoffs
of important innovations. Only time will tell if these investments to create innovations with
long-term payoffs (as opposed to short-term returns) will work.
Sources: G. Spotts, 2006, GE’s Immelt may have “ecomagination,” but he needs project managers for jumbo-sized
ideas, FastCompany, http://www.fastcompany.com, June 11; Things leaders do, FastCompany,
http://www.fastcompany.com, December 19; S. Hamm, 2008, Tech innovations for tough times, ADNetAsia,
http://www.zdnetasia.com, December 26; E. Smith, 2009, At GE, management development is a continuous process.
Aprendia Corp, http://www.aprendiacorp.com, February 15; G. Rowe, R. E. White, D. Lehmbert, and J. R. Phillips, 2009,
General Electric: An outlier in CEO talent development, IVEY Business Journal, http://www.iveybusinessjournal.com/
article, January/February; P. Eavis & L. Denning, 2009, GE needs a circuit breaker, Wall Street Journal, http://www.wsj.com,
March 5; P. Eaves, 2009, GE paper cut is greeted with relief, Wall Street Journal, http://www.wsj.com, March 13;
D. Lehmberg, W. G. Rowe, R. E. White, and R. R. Phillips, 2009, The GE paradox: Competitive advantage through
tangible non-firm-specific investment, Journal of Management, in press.
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Resources, Capabilities, and Core
Competencies
Resources, capabilities, and core competencies are the foundation of competitive advantage. Resources are bundled to create organizational capabilities. In turn, capabilities are
the source of a firm’s core competencies, which are the basis of competitive advantages.56
Figure 3.1, on page 74, depicts these relationships. Here, we define and provide examples
of these building blocks of competitive advantage.

Resources
Broad in scope, resources cover a spectrum of individual, social, and organizational phenomena.57 Typically, resources alone do not yield a competitive advantage.58 In fact, a
competitive advantage is generally based on the unique bundling of several resources.59
For example, Amazon.com combined service and distribution resources to develop its
competitive advantages. The firm started as an online bookseller, directly shipping orders
to customers. It quickly grew large and established a distribution network through which
it could ship “millions of different items to millions of different customers.” Lacking
Amazon’s combination of resources, traditional bricks-and-mortar companies, such as
Borders, found it difficult to establish an effective online presence. These difficulties
led some of them to develop partnerships with Amazon. Through these arrangements,
Amazon now handles the online presence and the shipping of goods for several firms,
including Borders—which now can focus on sales in its stores.60 These types of arrangements are useful to the brick-and-mortar companies because they have little experience
in shipping large amounts of diverse merchandise directly to individuals.
Some of a firm’s resources (defined in Chapter 1 as inputs to the firm’s production
process) are tangible while others are intangible. Tangible resources are assets that can
be observed and quantified. Production equipment, manufacturing facilities, distribution
centers, and formal reporting structures are examples of tangible resources. Intangible
resources are assets that are rooted deeply in the firm’s history and have accumulated over
time. Because they are embedded in unique patterns of routines, intangible resources
are relatively difficult for competitors to analyze and imitate. Knowledge, trust between
managers and employees, managerial capabilities, organizational routines (the unique
ways people work together), scientific capabilities, the capacity for innovation, brand
name, and the firm’s reputation for its goods or services and how it interacts with people
(such as employees, customers, and suppliers) are intangible resources.61
The four types of tangible resources are financial, organizational, physical, and technological (see Table 3.1). The three types of intangible resources are human, innovation,
and reputational (see Table 3.2).
Table 3.1 Tangible Resources

Tangible resources are
assets that can be
observed and quantified.
Intangible resources
include assets that are
rooted deeply in the firm’s
history, accumulate over
time, and are relatively
difficult for competitors to
analyze and imitate.

Financial Resources

• The firm’s borrowing capacity
• The firm’s ability to generate internal funds

Organizational Resources

• The firm’s formal reporting structure and its formal
planning, controlling, and coordinating systems

Physical Resources

• Sophistication and location of a firm’s plant and
equipment
• Access to raw materials

Technological Resources

• Stock of technology, such as patents, trademarks,
copyrights, and trade secrets

Sources: Adapted from J. B. Barney, 1991, Firm resources and sustained competitive advantage, Journal of Management,
17: 101; R. M. Grant, 1991, Contemporary Strategy Analysis, Cambridge, U.K.: Blackwell Business, 100–102.
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Human Resources

• Knowledge
• Trust
• Managerial capabilities
• Organizational routines

Innovation Resources

• Ideas
• Scientific capabilities
• Capacity to innovate

Reputational Resources

• Reputation with customers
• Brand name
• Perceptions of product quality, durability, and reliability
• Reputation with suppliers
• For efficient, effective, supportive, and mutually beneficial
interactions and relationships

Sources: Adapted from R. Hall, 1992, The strategic analysis of intangible resources, Strategic Management Journal, 13:
136–139; R. M. Grant, 1991, Contemporary Strategy Analysis, Cambridge, U.K.: Blackwell Business, 101–104.

Tangible Resources
As tangible resources, a firm’s borrowing capacity and the status of its physical facilities
are visible. The value of many tangible resources can be established through financial
statements, but these statements do not account for the value of all the firm’s assets,
because they disregard some intangible resources.62 The value of tangible resources is also
constrained because they are hard to leverage—it is difficult to derive additional business or value from a tangible resource. For example, an airplane is a tangible resource,
but “You can’t use the same airplane on five different routes at the same time. You can’t
put the same crew on five different routes at the same time. And the same goes for the
financial investment you’ve made in the airplane.”63
Although production assets are tangible, many of the processes necessary to use these
assets are intangible. Thus, the learning and potential proprietary processes associated
with a tangible resource, such as manufacturing facilities, can have unique intangible
attributes, such as quality control processes, unique manufacturing processes, and technology that develop over time and create competitive advantage.64
Intangible Resources
Compared to tangible resources, intangible resources are a superior source of core
competencies.65 In fact, in the global economy, “the success of a corporation lies more in
its intellectual and systems capabilities than in its physical assets. [Moreover], the capacity to manage human intellect—and to convert it into useful products and services—is
fast becoming the critical executive skill of the age.66
Because intangible resources are less visible and more difficult for competitors to
understand, purchase, imitate, or substitute for, firms prefer to rely on them rather
than on tangible resources as the foundation for their capabilities and core competencies. In fact, the more unobservable (i.e., intangible) a resource is, the more
sustainable will be the competitive advantage that is based on it.67 Another benefit of
intangible resources is that, unlike most tangible resources, their use can be leveraged.
For instance, sharing knowledge among employees does not diminish its value for
any one person. To the contrary, two people sharing their individualized knowledge
sets often can be leveraged to create additional knowledge that, although new to each
of them, contributes to performance improvements for the firm. This is especially
true when members of the top management team share knowledge with each other
to make more effective decisions. The new knowledge created is then often shared
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with managers and employees in each of the units managed by executives in the top
management team.68 With intangible resources, the larger the network of users, the
greater the benefit to each party.
As shown in Table 3.2, the intangible resource of reputation is an important source of
competitive advantage. Indeed, some argue that “a firm’s reputation is widely considered
to be a valuable resource associated with sustained competitive advantage.”69 Earned
through the firm’s actions as well as its words, a value-creating reputation is a product of
years of superior marketplace competence as perceived by stakeholders.70 A reputation
indicates the level of awareness a firm has been able to develop among stakeholders and
the degree to which they hold the firm in high esteem.71
A well-known and highly valued brand name is an application of reputation as a source of competitive advantage.72 A continuing commitment to
innovation and aggressive advertising facilitate firms’ efforts to take advantage
of the reputation associated with their brands.73 Because of the desirability of its
reputation, the Harley-Davidson brand name, for example, has such status that
it adorns a limited edition Barbie doll, a popular restaurant in New York City,
and a line of cologne. Additionally, the firm offers a broad range of clothing
items, from black leather jackets to fashions for tots through Harley-Davidson
MotorClothes.74 Even established firms need to build their reputations in new
markets that they enter. For example, Ford hired a well-respected Indian actor,
Sunil Shetty, to serve as the brand ambassador for the Ford Endeavor launch in
India. The Endeavor had the highest sales of SUVs in 2008.75

Harley Davidson’s iconic
reputation transcends
motorcycles and for
some represents an
entire lifestyle.

Capabilities

Capabilities exist when resources have been purposely integrated to achieve
a specific task or set of tasks. These tasks range from human resource selection to product marketing and research and development activities.76 Critical
to the building of competitive advantages, capabilities are often based on
developing, carrying, and exchanging information and knowledge through
the firm’s human capital.77 Client-specific capabilities often develop from repeated
interactions with clients and the learning about their needs that occurs. As a result,
capabilities often evolve and develop over time.78 The foundation of many capabilities
lies in the unique skills and knowledge of a firm’s employees and, often, their functional expertise. Hence, the value of human capital in developing and using capabilities
and, ultimately, core competencies cannot be overstated.79
While global business leaders increasingly support the view that the knowledge possessed
by human capital is among the most significant of an organization’s capabilities and may
ultimately be at the root of all competitive advantages,80 firms must also be able to utilize
the knowledge they have and transfer it among their business units.81 Given this reality, the
firm’s challenge is to create an environment that allows people to integrate their individual
knowledge with that held by others in the firm so that, collectively, the firm has significant
organizational knowledge.82 As noted in the earlier Strategic Focus, GE has been effective in
developing its human capital and in promoting the transfer of their knowledge throughout the
company. Building important capabilities is critical to achieving high firm performance.83
As illustrated in Table 3.3, capabilities are often developed in specific functional areas
(such as manufacturing, R&D, and marketing) or in a part of a functional area (e.g.,
advertising). Table 3.3 shows a grouping of organizational functions and the capabilities
that some companies are thought to possess in terms of all or parts of those functions.

Core Competencies
Defined in Chapter 1, core competencies are capabilities that serve as a source of competitive advantage for a firm over its rivals. Core competencies distinguish a company
competitively and reflect its personality. Core competencies emerge over time through an
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Functional Areas

Capabilities

Examples of Firms

Distribution

Effective use of logistics management techniques

Wal-Mart

Human Resources

Motivating, empowering, and retaining employees

Microsoft

Management Information
Systems

Effective and efficient control of inventories through pointof-purchase data collection methods

Wal-Mart

Marketing

Effective promotion of brand-name products
Effective customer service
Innovative merchandising

Procter & Gamble
Polo Ralph Lauren Corp.
McKinsey & Co.
Nordstrom Inc.
Norrell Corporation
Crate & Barrel

Management

Ability to envision the future of clothing
Effective organizational structure

Hugo Boss
PepsiCo

Manufacturing

Design and production skills yielding reliable products
Product and design quality
Miniaturization of components and products

Komatsu
Witt Gas Technology
Sony

Research & Development

Innovative technology
Development of sophisticated elevator control solutions
Rapid transformation of technology into new products and
processes
Digital technology

Caterpillar
Otis Elevator Co.
Chaparral Steel
Thomson Consumer Electronics

organizational process of accumulating and learning how to deploy different resources
and capabilities.84 As the capacity to take action, core competencies are “crown jewels of
a company,” the activities the company performs especially well compared with competitors and through which the firm adds unique value to its goods or services over a long
period of time.85
Innovation is thought to be a core competence at Xerox today. It is not surprising because this firm was built on a world-changing innovation—xerography. And
even though Xerox was the first firm to integrate the mouse with the graphical user
interface of a PC, it was Apple Computer that initially recognized the value of this
innovation and derived value from it. In 2000, then-CEO Paul Allaire admitted that
Xerox’s business model no longer worked and that the firm had lost its innovative ability. Some nine-plus years later, things have changed for the better at Xerox.
Using the capabilities of its scientists, engineers, and researchers, Xerox has reconstituted innovation as a core competence. For example, Xerox received more than
230 industry awards for the attributes of a range of products and services including image quality, performance, and technical innovation. One example of a recent
focus of Xerox’s research is on identifying products and services that help customers
deal with the information explosion, according to Xerox’s Chief Technology Officer,
Sophie Vandebroek.86
How many core competencies are required for the firm to have a sustained competitive advantage? Responses to this question vary. McKinsey & Co. recommends that its
clients identify no more than three or four competencies around which their strategic
actions can be framed. Supporting and nurturing more than four core competencies
may prevent a firm from developing the focus it needs to fully exploit its competencies
in the marketplace. At Xerox, services expertise, employee talent, and technological
skills are thought to be core competencies along with innovation.87
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Building Core Competencies
Two tools help firms identify and build their core competencies. The first consists of
four specific criteria of sustainable competitive advantage that firms can use to determine
those capabilities that are core competencies. Because the capabilities shown in Table 3.3
have satisfied these four criteria, they are core competencies. The second tool is the value
chain analysis. Firms use this tool to select the value-creating competencies that should
be maintained, upgraded, or developed and those that should be outsourced.

Four Criteria of Sustainable Competitive Advantage
As shown in Table 3.4, capabilities that are valuable, rare, costly to imitate, and nonsubstitutable are core competencies. In turn, core competencies are sources of competitive
advantage for the firm over its rivals. Capabilities failing to satisfy the four criteria of sustainable competitive advantage are not core competencies, meaning that although every
core competence is a capability, not every capability is a core competence. In slightly
different words, for a capability to be a core competence, it must be valuable and unique
from a customer’s point of view. For a competitive advantage to be sustainable, the core
competence must be inimitable and nonsubstitutable by competitors.88
A sustained competitive advantage is achieved only when competitors cannot duplicate
the benefits of a firm’s strategy or when they lack the resources to attempt imitation. For
some period of time, the firm may earn a competitive advantage by using capabilities
that are, for example, valuable and rare, but imitable. For example, some firms are trying
to gain an advantage by out-greening their competitors. Wal-Mart initiated a major
sustainability program that helped to reduce the use of containers, saving approximately
1,000 barrels of oil and thousands of trees while simultaneously saving $2 million.
GE’s ecomanagement system, through which it has developed and introduced new,
“greener” products to meet growing demand, is another example.89 The length of
time a firm can expect to retain its competitive advantage is a function of how quickly
competitors can successfully imitate a good, service, or process. Sustainable competitive
advantage results only when all four criteria are satisfied.
Valuable

Valuable capabilities allow the firm to exploit opportunities or neutralize threats in its

external environment. By effectively using capabilities to exploit opportunities, a firm
creates value for customers. Under former CEO Jack Welch’s leadership, GE built a valuable competence in financial services. It built this powerful competence largely through
acquisitions and its core competence in integrating newly acquired businesses. In addition, making such competencies as financial services highly successful required placing the right people in the right jobs. As noted in the opening case, Welch emphasized
human capital because it is important in creating value for customers. That emphasis has
continued in the company after Welch retired.
Table 3.4 The Four Criteria of Sustainable Competitive Advantage

Valuable capabilities
allow the firm to exploit
opportunities or neutralize threats in its external
environment.

Valuable Capabilities

• Help a firm neutralize threats or exploit opportunities

Rare Capabilities

• Are not possessed by many others

Costly-to-Imitate Capabilities

• Historical: A unique and a valuable organizational culture
or brand name
• Ambiguous cause: The causes and uses of a competence
are unclear
• Social complexity: Interpersonal relationships, trust, and
friendship among managers, suppliers, and customers

Nonsubstitutable Capabilities

• No strategic equivalent
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Rare

Rare capabilities are capabilities that few, if any, competitors possess. A key question

to be answered when evaluating this criterion is, “How many rival firms possess these
valuable capabilities?” Capabilities possessed by many rivals are unlikely to be sources of
competitive advantage for anyone of them. Instead, valuable but common (i.e., not rare)
resources and capabilities are sources of competitive parity.90 Competitive advantage
results only when firms develop and exploit valuable capabilities that differ from those
shared with competitors.
Costly to Imitate

Costly-to-imitate capabilities are capabilities that other firms cannot easily develop.

Capabilities that are costly to imitate are created because of one reason or a combination
of three reasons (see Table 3.4). First, a firm sometimes is able to develop capabilities
because of unique historical conditions. As firms evolve, they often acquire or develop
capabilities that are unique to them.91
A firm with a unique and valuable organizational culture that emerged in the early stages
of the company’s history “may have an imperfectly imitable advantage over firms founded
in another historical period;”92 one in which less valuable or less competitively useful values
and beliefs strongly influenced the development of the firm’s culture. Briefly discussed in
Chapter 1, organizational culture is a set of values that are shared by members in the organization. This will be explained in more detail in Chapter 12. An organizational culture is a
source of advantage when employees are held together tightly by their belief in it.93
For example, culture is a competitive advantage for Mustang Engineering (an engineering and project management firm based in Houston, Texas). Established as a place
where people are expected to take care of people, Mustang offers “a company culture that
we believe is unique in the industry. Mustang is a work place with a family feel. A client
once described Mustang as a world-class company with a mom-and-pop culture.”94
A second condition of being costly to imitate occurs when the link between the firm’s
capabilities and its competitive advantage is causally ambiguous.95 In these instances,
competitors can’t clearly understand how a firm uses its capabilities as the foundation
for competitive advantage. As a result, firms are uncertain about the capabilities they
should develop to duplicate the benefits of a competitor’s value-creating strategy. For
years, firms tried to imitate Southwest Airlines’ low-cost strategy but most have been
unable to do so, primarily because they can’t duplicate Southwest’s unique culture. Of all
Southwest imitators, Ryanair, an Irish airline headquartered in Dublin, is the most successful. However, Ryanair is also a controversial company, praised by some, criticized by
others as described in the Strategic Focus. Ryanair’s core competence is its capability to
keep its costs excessively low and to generate alternative sources of revenue.
Social complexity is the third reason that capabilities can be costly to imitate. Social
complexity means that at least some, and frequently many, of the firm’s capabilities are
the product of complex social phenomena. Interpersonal relationships, trust, friendships
among managers and between managers and employees, and a firm’s reputation with
suppliers and customers are examples of socially complex capabilities. Southwest Airlines
is careful to hire people who fit with its culture. This complex interrelationship between
the culture and human capital adds value in ways that other airlines cannot, such as jokes
on flights by the flight attendants or the cooperation between gate personnel and pilots.
Nonsubstitutable

Nonsubstitutable capabilities are capabilities that do not have strategic equivalents.

This final criterion for a capability to be a source of competitive advantage “is that there
must be no strategically equivalent valuable resources that are themselves either not rare
or imitable. Two valuable firm resources (or two bundles of firm resources) are strategically equivalent when they each can be separately exploited to implement the same
strategies.”96 In general, the strategic value of capabilities increases as they become more

Rare capabilities are
capabilities that few,
if any, competitors
possess.
Costly-to-imitate
capabilities are
capabilities that other
firms cannot easily
develop.
Nonsubstitutable
capabilities are
capabilities that do
not have strategic
equivalents.

RYANAIR: THE PASSIONATE
COST CUTTER THAT IS
BOTH LOVED AND HATED

ULRICH PERREY/dpa /Landov

Ryanair is the leading low-cost airline in
Europe. It has achieved a high market share by
relentlessly holding down costs and thereby
offering the lowest prices on its routes. To
attract new customers, it once offered flights for one penny to selected destinations. It sold
almost 500,000 tickets with the promotion. While Michael O’Leary, Ryanair CEO, is known
to be cheap (he will not provide employees with pens; he recommends that they get them
from hotels where they stay overnight), the primary reason for Ryanair’s lowest cost status
is that it has the fastest turnarounds in the industry (their speed resembles that of an auto
racing pit crew). O’Leary is also constantly identifying new revenue streams such as charges
for use of airport check-in facilities, charging for each piece of luggage, offering rental cars
at the destination, charging to use the toilet on the plane, etc.
To obtain free publicity, O’Leary or other executives often make outrageous statements
and roundly criticize their competitors to get Ryanair’s name in the news. The firm uses
multiple marketing gimmicks such as advertising that directly criticizes competitors and
even some “off-color” advertising slogans. The firm’s core competence is the capability to
maintain the lowest costs in the industry and to generate alternative revenues. Because of its
very low fares, its passenger load grew at an annual rate of approximately 25 percent until
the economic crisis that began in 2008, but the company remained profitable in 2008.
Despite its success, Ryanair receives a significant amount of criticism. In 2006, for
example, it was voted as the least favorite airline (despite
its popularity evidenced in passenger numbers). Critics
have also accused Ryanair of poor customer service, an
unfriendly, uncaring staff, and hidden charges. Yet O’Leary
believes that Ryanair may be one of the few airlines in
Europe left standing after the latest severe economic
recession. He is planning growth (although the airline
announced some small reductions in service and staff in
2009) and is negotiating with Boeing and Airbus to buy as
many as 400 new aircraft. With its decided strengths and
acknowledged weaknesses, the future of Ryanair will be
interesting to witness.

Michael O’Leary, CEO of lowcost airline Ryanair, poses with
a model of an aircraft during a
press conference in Hamburg,
Germany. O’Leary’s intense
scrutiny of costs and monetizing
of services may contribute to
lower ticket prices but not
necessarily customer
satisfaction.

Sources: 2005, Ryanair exercises options on five Boeing 737s, Wikinews,
http://en.wikinews.org, June 13; M. Scott, 2007, Ryanair flying high,
BusinessWeek, http://www.businessweek.com, July 31; A. Davidson, 2008,
Michael O’Leary: Ryanair’s rebel with a cause, The Sunday Times, http://
business.timesonline.co.uk, December 7; K. Done, 2009, Ryanair in talks to
buy 400 aircraft, Financial Times, http://www.ft.com, February 2; K. Done,
2009, Virgin and Ryanair to cut jobs, Financial Times, http://www.ft.com,
February 12; 2009, Ryanair Holdings PLC, http://www.answers.com, March 13;
2009, Ryanair, Wikipedia. http://www.wikipedia.org, March 13.
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Is the Resource
or Capability
Valuable?

Is the Resource
or Capability
Rare?

Is the Resource
or Capability
Costly to
Imitate?

Is the Resource
or Capability
Nonsubstitutable?

Competitive
Consequences

Performance
Implications

No

No

No

No

Competitive
disadvantage

Below-average
returns

Yes

No

No

Yes/no

Competitive parity

Average returns

Yes

Yes

No

Yes/no

Temporary
competitive
advantage

Average returns
to above-average
returns

Yes

Yes

Yes

Yes/no

Sustainable
competitive
advantage

Above-average
returns

difficult to substitute. The more invisible capabilities are, the more difficult it is for firms
to find substitutes and the greater the challenge is to competitors trying to imitate a firm’s
value-creating strategy. Firm-specific knowledge and trust-based working relationships
between managers and nonmanagerial personnel, such as existed for years at Southwest
Airlines, are examples of capabilities that are difficult to identify and for which finding
a substitute is challenging. However, causal ambiguity may make it difficult for the firm
to learn as well and may stifle progress, because the firm may not know how to improve
processes that are not easily codified and thus are ambiguous.97
In summary, only using valuable, rare, costly-to-imitate, and nonsubstitutable capabilities creates sustainable competitive advantage. Table 3.5 shows the competitive consequences and performance implications resulting from combinations of the four criteria
of sustainability. The analysis suggested by the table helps managers determine the strategic value of a firm’s capabilities. The firm should not emphasize capabilities that fit
the criteria described in the first row in the table (i.e., resources and capabilities that are
neither valuable nor rare and that are imitable and for which strategic substitutes exist).
Capabilities yielding competitive parity and either temporary or sustainable competitive advantage, however, will be supported. Some competitors such as Coca-Cola and
PepsiCo may have capabilities that result in competitive parity. In such cases, the firms
will nurture these capabilities while simultaneously trying to develop capabilities that can
yield either a temporary or sustainable competitive advantage.

Value Chain Analysis
Value chain analysis allows the firm to understand the parts of its operations that create value and those that do not.98 Understanding these issues is important because the
firm earns above-average returns only when the value it creates is greater than the costs
incurred to create that value.99
The value chain is a template that firms use to analyze their cost position and to
identify the multiple means that can be used to facilitate implementation of a chosen
business-level strategy.100 Today’s competitive landscape demands that firms examine
their value chains in a global rather than a domestic-only context.101 In particular, activities associated with supply chains should be studied within a global context.102
As shown in Figure 3.3, a firm’s value chain is segmented into primary and support
activities. Primary activities are involved with a product’s physical creation, its sale and
distribution to buyers, and its service after the sale. Support activities provide the assistance necessary for the primary activities to take place.
The value chain shows how a product moves from the raw-material stage to the final
customer. For individual firms, the essential idea of the value chain is to create additional
value without incurring significant costs while doing so and to capture the value that has

Primary activities are
involved with a product’s
physical creation, its
sale and distribution to
buyers, and its service
after the sale.
Support activities
provide the assistance
necessary for the
primary activities to
take place.
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Figure 3.3 The Basic Value Chain
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Operations
Inbound Logistics

Primary
Activities

been created. In a globally competitive economy, the most valuable links on the chain
are people who have knowledge about customers. This locus of value-creating possibilities applies just as strongly to retail and service firms as to manufacturers. Moreover, for
organizations in all sectors, the effects of e-commerce make it increasingly necessary for
companies to develop value-adding knowledge processes to compensate for the value
and margin that the Internet strips from physical processes.103
Table 3.6 lists the items that can be evaluated to determine the value-creating potential of primary activities. In Table 3.7, the items for evaluating support activities are
shown. All items in both tables should be evaluated relative to competitors’ capabilities.
To be a source of competitive advantage, a resource or capability must allow the firm
(1) to perform an activity in a manner that provides value superior to that provided by
competitors, or (2) to perform a value-creating activity that competitors cannot perform.
Only under these conditions does a firm create value for customers and have opportunities to capture that value.
Creating value through value chain activities often requires building effective alliances with suppliers (and sometimes others to which the firm outsources activities, as
discussed in the next section) and developing strong positive relationships with customers.
When firms have such strong positive relationships with suppliers and customers, they
are said to have “social capital.”104 The relationships themselves have value because they produce knowledge transfer and access to resources that a firm may not hold internally.105 To
build social capital whereby resources such as knowledge are transferred across organizations requires trust between the parties. The partners must trust each other in order to
allow their resources to be used in such a way that both parties will benefit over time and
neither party will take advantage of the other.106 Trust and social capital usually evolve
over time with repeated interactions but firms can also establish special means to jointly

87

Inbound Logistics
Activities, such as materials handling, warehousing, and inventory control, used to receive,
store, and disseminate inputs to a product.
Operations
Activities necessary to convert the inputs provided by inbound logistics into final product form.
Machining, packaging, assembly, and equipment maintenance are examples of operations
activities.
Outbound Logistics
Activities involved with collecting, storing, and physically distributing the final product to
customers. Examples of these activities include finished-goods warehousing, materials
handling, and order processing.
Marketing and Sales
Activities completed to provide means through which customers can purchase products and to
induce them to do so. To effectively market and sell products, firms develop advertising and
promotional campaigns, select appropriate distribution channels, and select, develop, and
support their sales force.
Service
Activities designed to enhance or maintain a product’s value. Firms engage in a range of
service-related activities, including installation, repair, training, and adjustment.
Each activity should be examined relative to competitors’ abilities. Accordingly, firms rate each
activity as superior, equivalent, or inferior.
Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group,
from Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, pp. 39–40,
Copyright © 1985, 1998 by Michael E. Porter.

Table 3.7 Examining the Value-Creating Potential of Support Activities
Procurement
Activities completed to purchase the inputs needed to produce a firm’s products. Purchased
inputs include items fully consumed during the manufacture of products (e.g., raw materials
and supplies, as well as fixed assets—machinery, laboratory equipment, office equipment,
and buildings).
Technological Development
Activities completed to improve a firm’s product and the processes used to manufacture it.
Technological development takes many forms, such as process equipment, basic research and
product design, and servicing procedures.
Human Resource Management
Activities involved with recruiting, hiring, training, developing, and compensating all
personnel.
Firm Infrastructure
Firm infrastructure includes activities such as general management, planning, finance,
accounting, legal support, and governmental relations that are required to support the work of
the entire value chain. Through its infrastructure, the firm strives to effectively and consistently
identify external opportunities and threats, identify resources and capabilities, and support
core competencies.
Each activity should be examined relative to competitors’ abilities. Accordingly, firms rate each
activity as superior, equivalent, or inferior.
Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group,
from Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, pp. 40–43,
Copyright © 1985, 1998 by Michael E. Porter.
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manage alliances that promote greater trust with the outcome of enhanced benefits for
both partners.107
Sometimes start-up firms create value by uniquely reconfiguring or recombining parts
of the value chain. FedEx changed the nature of the delivery business by reconfiguring
outbound logistics (a primary activity) and human resource management (a support activity) to provide overnight deliveries, creating value in the process. As shown in Figure 3.4,
the Internet has changed many aspects of the value chain for a broad range of firms. A
key reason is that the Internet affects how people communicate, locate information, and
buy goods and services.
Evaluating a firm’s capability to execute its primary and support activities is challenging. Earlier in the chapter, we noted that identifying and assessing the value of a firm’s
resources and capabilities requires judgment. Judgment is equally necessary when using
value chain analysis, because no obviously correct model or rule is universally available
to help in the process.
Figure 3.4 Prominent Applications of the Internet in the Value Chain

Firm Infrastructure
• Web-based, distributed financial and ERP systems
• Online investor relations (e.g., information dissemination, broadcast conference calls)
Human Resource Management
• Self-service personnel and benefits administration
• Web-based training
• Internet-based sharing and dissemination of company information
• Electronic time and expense reporting
Technology Development
• Collaborative product design across locations and among multiple value-system participants
• Knowledge directories accessible from all parts of the organization
• Real-time access by R&D to online sales and service information
Procurement
• Internet-enabled demand planning; real-time available-to-promise/capable-to-promise and fulfillment
• Other linkage of purchase, inventory, and forecasting systems with suppliers
• Automated “requisition to pay”
• Direct and indirect procurement via marketplaces, exchanges, auctions, and buyer-seller matching
Operations
Inbound Logistics
• Integrated information
• Real-time integrated
exchange, scheduling
scheduling, shipping,
and decision making in
warehouse management,
in-house plants,
demand management,
contract assemblers,
and planning, and
and components
advanced planning and
suppliers
scheduling across the
company and its suppliers • Real-time available-to• Dissemination throughout promise and capableto-promise information
the company of real-time
available to the sales
inbound and in-progress
force and channels
inventory data

Outbound Logistics
• Real-time transaction of
orders whether initiated
by an end consumer, a
salesperson, or a
channel partner
• Automated customerspecific agreements
and contract terms
• Customer and channel
access to product
development and
delivery status
• Collaborative integration
with customer
forecasting systems
• Integrated channel
management including
information exchange,
warranty claims, and
contract management
(process control)

• Web-distributed supply chain management

Marketing and Sales
• Online sales channels,
including Web sites and
marketplaces
• Real-time inside and
outside access to
customer information,
product catalogs,
dynamic pricing,
inventory availability,
online submission of
quotes, and order entry
• Online product
configurators
• Customer-tailored
marketing via customer
profiling
• Push advertising
• Tailored online access
• Real-time customer
feedback through Web
surveys, opt-in/opt-out
marketing, and promotion
response tracking

After-Sales Service
• Online support of
customer service representatives through e-mail
response management,
billing integration, cobrowse, chat, “call me
now,” voice-over-IP, and
other uses of video
streaming
• Customer self-service
via Web sites and intelligent service request
processing including
updates to billing and
shipping profiles
• Real-time field service
access to customer
account review,
schematic review, parts
availability and ordering,
work-order update, and
service parts
management

Source: Reprinted by permission of Harvard Business Review from “Strategy and the Internet” by Michael E. Porter, March 2001, p. 75. Copyright © 2001 by
the Harvard Business School Publishing Corporation; all rights reserved.
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Outsourcing
Concerned with how components, finished goods, or services will be obtained, outsourcing
is the purchase of a value-creating activity from an external supplier.108 Not-for-profit agencies as well as for-profit organizations actively engage in outsourcing.109 Firms engaging
in effective outsourcing increase their flexibility, mitigate risks, and reduce their capital
investments.110 In multiple global industries, the trend toward outsourcing continues at a
rapid pace.111 Moreover, in some industries virtually all firms seek the value that can be captured through effective outsourcing. As with other strategic management process decisions,
careful analysis is required before the firm decides to engage in outsourcing.112
Outsourcing can be effective because few, if any, organizations possess the resources and
capabilities required to achieve competitive superiority in all primary and support activities.
For example, research suggests that few companies can afford to develop internally all the
technologies that might lead to competitive advantage.113 By nurturing a smaller number of
capabilities, a firm increases the probability of developing a competitive advantage because
it does not become overextended. In addition, by outsourcing activities in which it lacks
competence, the firm can fully concentrate on those areas in which it can create value.
Firms must outsource only activities where they cannot create value or where they are
at a substantial disadvantage compared to competitors.114 To verify that the appropriate
primary and support activities are outsourced, managers should have four skills: strategic
thinking, deal making, partnership governance, and change management.115 Managers
need to understand whether and how outsourcing creates competitive advantage within
their company—they need to think strategically. To complete effective outsourcing
transactions, these managers must also be deal makers, able to secure rights from external providers that can be fully used by internal managers. They must be able to oversee116
and govern appropriately the relationship with the company to which the services were
outsourced. Because outsourcing can significantly change how an organization operates,
managers administering these programs must also be able to manage that change, including resolving employee resistance that accompanies any significant change effort.117
The consequences of outsourcing cause additional concerns.118 For the most part,
these concerns revolve around the potential loss in firms’ innovative ability and the loss
of jobs within companies that decide to outsource some of their work activities to others.
Thus, innovation and technological uncertainty are two important issues to consider in
making outsourcing decisions. However, firms can also learn from outsource suppliers
how to increase their own innovation capabilities.119 Companies must be aware of these
issues and be prepared to fully consider the concerns about opportunities from outsourcing suggested by different stakeholders (e.g., employees). The opportunities and concerns
may be especially great when firms outsource activities or functions to a foreign supply
source (often referred to as offshoring).120 Bangalore and Belfast are the newest hotspots
for technology outsourcing, competing with major operations in China and India.121 Yet,
IBM recently made the decision to keep outsourced activities in the United States instead
of moving them to a foreign location.122
As is true with all strategic management tools and techniques, criteria should be
established to guide outsourcing decisions. Outsourcing is big business, but not every
outsourcing decision is successful. For example, amid delays and cost overruns, Electronic
Data Systems abandoned a $1 billion opportunity to run Dow Chemical Co.’s phone and
computer networks. These less-than-desirable outcomes indicate that firms should
carefully study outsourcing opportunities to verify that they will indeed create value that
exceeds the cost incurred.
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Read how Boeing’s
experience with the 787
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many of the benefits
and concerns associated
with outsourcing.
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Outsourcing is the
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What should a firm do about primary and support activities in which its resources
and capabilities are not a source of core competence and, hence, of competitive advantage? Outsourcing is one solution to consider.
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At the conclusion of the internal analysis, firms must identify their strengths and weaknesses in resources, capabilities, and core competencies. For example, if they have weak
capabilities or do not have core competencies in areas required to achieve a competitive
advantage, they must acquire those resources and build the capabilities and competencies
needed. Alternatively, they could decide to outsource a function or activity where they
are weak in order to improve the value that they provide to customers.123
Therefore, firms need to have the appropriate resources and capabilities to develop
the desired strategy and create value for customers and other stakeholders such as
shareholders.124 Managers should understand
that having a significant quantity of resources
is not the same as having the “right” resources.
Moreover, decision makers sometimes become
more focused and productive when their organization’s resources are constrained.125 Managers
must help the firm obtain and use resources,
capabilities, and core competencies in ways that
generate value-creating competitive advantages.
Tools such as outsourcing help the firm focus
on its core competencies as the source of its competitive advantages. However, evidence shows
that the value-creating ability of core competencies should never be taken for granted. Moreover,
the ability of a core competence to be a permanent competitive advantage can’t be assumed.
The reason for these cautions is that all core
competencies have the potential to become core rigidities. Thus, a core competence is
usually a strength because it is a source of competitive advantage. If emphasized when it is
no longer competitively relevant, it can become a weakness, a seed of organizational inertia.
Inertia embedded in the organizational culture may be a problem at Ford Motor
Company, where some argue that the firm’s culture has become a core rigidity that is
constraining efforts to improve performance. In one writer’s words: “One way or another,
the company will have to figure out how to produce more vehicles that consumers actually want. And doing that will require addressing the most fundamental problem of all:
Ford’s dysfunctional, often defeatist culture.”126 In contrast, Toyota constantly reexamines
product planning, customer service, sales and marketing, and employee training practices
to prevent “being spoiled by success.”127
Events occurring in the firm’s external environment create conditions through which
core competencies can become core rigidities, generate inertia, and stifle innovation.
“Often the flip side, the dark side, of core capabilities is revealed due to external events
when new competitors figure out a better way to serve the firm’s customers, when new
technologies emerge, or when political or social events shift the ground underneath.”128
However, in the final analysis, changes in the external environment do not cause core
competencies to become core rigidities; rather, strategic myopia and inflexibility on the
part of managers are the causes.
After studying its external environment to determine what it might choose to do (as
explained in Chapter 2) and its internal organization to understand what it can do (as
explained in this chapter), the firm has the information required to select a business-level
strategy that will help it reach its vision and mission. We describe different business-level
strategies in the next chapter.
Noel Vasquez/Getty Images
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•

•

•

In the global business environment, traditional factors (e.g.,
labor costs and superior access to financial resources and
raw materials) can still create a competitive advantage.
However, these factors are less often a source of competitive advantage in the current competitive landscape. In
the current landscape, the resources, capabilities, and core
competencies in the firm’s internal organization likely have a
stronger influence on its performance than do conditions in
the external environment. The most effective organizations
recognize that strategic competitiveness and above-average
returns result only when core competencies (identified by
studying the firm’s internal organization) are matched with
opportunities (determined by studying the firm’s external
environment).
No competitive advantage lasts forever. Over time, rivals
use their own unique resources, capabilities, and core
competencies to form different value-creating propositions that duplicate the value-creating ability of the firm’s
competitive advantages. In general, the Internet’s capabilities are reducing the sustainability of many competitive
advantages. Because competitive advantages are not
permanently sustainable, firms must exploit their current
advantages while simultaneously using their resources and
capabilities to form new advantages that can lead to future
competitive success.
Effectively managing core competencies requires careful
analysis of the firm’s resources (inputs to the production
process) and capabilities (resources that have been purposely integrated to achieve a specific task or set of tasks).
The knowledge possessed by human capital is among the
most significant of an organization’s capabilities and ultimately provides the base for most competitive advantages.
The firm must create an environment that allows people
to integrate their individual knowledge with that held by

others so that, collectively, the firm has significant organizational knowledge.
•

Individual resources are usually not a source of competitive
advantage. Capabilities are a more likely source of competitive advantages, especially more sustainable ones. The firm’s
nurturing and support of core competencies that are based
on capabilities are less visible to rivals and, as such, they are
more difficult to understand and imitate.

•

Only when a capability is valuable, rare, costly to imitate,
and nonsubstitutable is it a core competence and a source
of competitive advantage. Over time, core competencies
must be supported, but they cannot be allowed to become
core rigidities. Core competencies are a source of competitive advantage only when they allow the firm to create value
by exploiting opportunities in its external environment.
When it can no longer do so, the company shifts its attention to selecting or forming other capabilities that satisfy the
four criteria of a sustainable competitive advantage.

•

Value chain analysis is used to identify and evaluate the
competitive potential of resources and capabilities. By studying their skills relative to those associated with primary and
support activities, firms can understand their cost structure
and identify the activities through which they can create
value.

•

When the firm cannot create value in either an internal primary or support activity, outsourcing is considered. Used
commonly in the global economy, outsourcing is the purchase of a value-creating activity from an external supplier.
The firm should outsource only to companies possessing a
competitive advantage in terms of the particular primary or
support activity under consideration. In addition, the firm
must continuously verify that it is not outsourcing activities
from which it could create value.

REVIEW
1. Why is it important for a firm to study and understand its
internal organization?
2. What is value? Why is it critical for the firm to create value?
How does it do so?
3. What are the differences between tangible and intangible resources? Why is it important for decision makers
to understand these differences? Are tangible resources
linked more closely to the creation of competitive advantages than are intangible resources, or is the reverse true?
Why?
4. What are capabilities? How do firms create capabilities?

QUESTIONS

5. What are the four criteria used to determine which of a firm’s
capabilities are core competencies? Why is it important for
firms to use these criteria in developing capabilities?
6. What is value chain analysis? What does the firm gain when
it successfully uses this tool?
7. What is outsourcing? Why do firms outsource? Will outsourcing’s importance grow as we progress in the twenty-first
century? If so, why?
8. How do firms identify internal strengths and weaknesses?
Why is it vital that managers have a clear understanding of
their firm’s strengths and weaknesses?
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EXPERIENTIAL EXERCISES
EXERCISE 1: WHAT MAKES A GREAT
OUTSOURCING FIRM?
The focus of this chapter is on understanding how firm
resources and capabilities serve as the cornerstone for competencies, and, ultimately, a competitive advantage. However,
when firms cannot create value in either a primary or support
activity, outsourcing becomes a potential strategy. Yet with the
recession that began in 2007 there seems to be a shift occurring. According to the International Association of Outsourcing
Professionals (IAOP) at their 2008 annual conference, nearly
75 percent of organizations will do the same or more outsourcing in response to the financial crisis and that greater contract
flexibility is their top need. However, 25 percent of organizations reported lower volumes and 19 percent said they have
renegotiated lower prices on existing contracts. In addition,
the IAOP reports more than 53 percent of respondents say
they are doing more due diligence and also favor working with
larger providers.
During that same 2008 conference, the IAOP announced
their Global Outsourcing 100, a ranking of the world’s best outsourcing service providers. The evaluation process mirrors that
employed by many top customers and considers four key criteria:
(1) size and growth in revenue, employees, centers, and countries served; (2) customer experience as demonstrated through
the value being created for the company’s top customers;
(3) depth and breadth of competencies as demonstrated through
industry recognition, relevant certifications, and investment in
the development of people, processes, and technologies; and
(4) management capabilities as reflected in the experience and
accomplishments of the business’s top leaders and investments
in management systems that ensure outsourcing success. Below
are the top 10 for 2008.
1. Accenture
2. IBM
3. Infosys Technologies
4. Sodexo
5. Capgemini
6. Tata Consultancy Services
7. Wipro Technologies
8. Hewlett-Packard
9. Genpact
10. Tech Mahindra
Split up into groups and pick one of the Global Outsourcing
100 to analyze. The complete list can be found on the IAOP
website at http://www.outsourcingprofessional.org/. (A new list
is published annually in Fortune magazine and updated on the

IAOP website.) Prepare a brief presentation using your research
and the contents of this chapter that addresses at a minimum the
following questions:
•
•
•
•

Why was this company chosen? What has been their history as
regards outsourcing as a source of revenue?
How does the firm describe, or imply, its value proposition?
What unique competitive advantage does the firm exhibit?
Do you consider this to be a sustainable competitive advantage? Utilize the four sources of sustainable competitive
advantage as your guide.

EXERCISE 2: COMPETITIVE ADVANTAGE AND
PRO SPORTS
What makes one team successful while another team struggles?
At first glance, a National Football League franchise or Women’s
National Basketball Association team may not seem like a typical business. However, professional sports have been around for
a long time: pro hockey in the United States emerged around
World War I, and pro basketball shortly after World War II; both
could be considered newcomers relative to the founding of
baseball leagues. Pro sports are big business as well, as evidenced by the Boston Red Sox’s 2009 opening day payroll of
$121,745,999.
With this exercise, we will use tools and concepts from the chapter to analyze factors underlying the success or failure of different
sports teams. Working as a group, pick two teams that play in the
same league. For each team, address the following questions:
•
•

•
•

How successful are the two teams you selected? How stable
has their performance been over time?
Make an inventory of the characteristics of the two teams.
Characteristics you might choose to identify include reputation, coaching, fan base, playing style and tactics, individual
players, and so on. For each characteristic you describe:
• Decide if it is best characterized as tangible, intangible,
or a capability.
• Apply the concepts of value, rarity, imitation, and sustainability to analyze its value-creating ability.
Is there evidence of bundling in this situation (i.e., the combination of different resources and capabilities)?
What would it take for these two teams to substantially
change their competitive position over time? For example, if
a team is successful, what types of changes in resources and
capabilities might affect it negatively? If a team is below average, what changes would you recommend to its portfolio of
resources and capabilities?
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BRIDGING THE KNOWING–DOING GAP
Professor Jeffrey Pfeffer/Graduate School of Business,
Stanford University
Professor Jeffrey Pfeffer of Stanford Business School comments on a concept he coined the knowing–doing gap in which
he discusses why conventional wisdom is often the correct path
but quite often not the one taken. Why is this so?
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts
•
•

•
•
•
•

CASE

Sustainable competitive advantage
Internal organization
Capabilities
Core competence

Questions
1. Do you think common sense today is a bit uncommon? If so,
why do you think that is so? For example, at times are the
things we know we need to do, not something we actually
do?
2. What internal factors might inhibit organizations or individuals
from doing the right thing

Human capital
Value of intangible resources
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Business-Level
Strategy

Studying this chapter
hapter should provide you with the strategic
management knowledge
nowledge needed to:
1. Define business-level
ess-level strategy.
2. Discuss the relationship between customers and business-level
strategies in terms of who, what,
t and how.
3. Explain the differences among business-level strategies.
e forces of competition model to explain how above4. Use the five
average returns
urns can be earned through each business-level strategy.
e risks of using each of the business-level strategies.
5. Describe the

ACER GROUP: USING A
“BARE BONES” COST
STRUCTURE TO SUCCEED
IN GLOBAL PC MARKETS

Richard Naude/Alamy

Established in 1976, Acer Group uses four
PC brands—Acer, Gateway, Packard Bell, and
eMachines—as the foundation for its
multi-brand global strategy. Currently the
third largest PC seller in the world (behind
only Hewlett-Packard and Dell), Acer employs over 6,000 and had 2008 revenues of $16.65
billion. Impressively, Acer’s operating profit rose 38 percent from 2007 to 2008, to roughly
$415 million. These performance data suggest that Acer was competing very
successfully during the global recession.
There is little question as to the business-level strategy Acer uses. Noting that running
a business with lower costs is good when markets are growing but that doing so is even
better when markets are not growing
(which was the case during the global
recession), Acer’s CEO Gianfranco Lanci
remains strongly committed to the cost
leadership strategy (this strategy is
discussed later in the chapter) as the
path to strategic competitiveness and
above-average returns for his firm.
According to Lanci, a focus on
controlling costs is part of Acer’s culture.
In his words: “We have always operated
on the assumption that costs need to be
kept under control. It’s a kind of overall
culture we have in the company. If you are
used to it, you can run low costs without
running into trouble.” A decision to sell
only through retailers and other outlets
By diligently managing costs, Acer has offered
and to outsource all manufacturing and
consumers fully featured netbooks, such as
assembly operations are other actions
their Aspire Timeline, at a price well below
Acer takes to reduce its costs as it uses
their major competitors.
the cost leadership strategy. Combined,
the distribution channels Acer uses and
its outsourcing of operations help to cut overhead costs—research and development and
marketing and general and administrative expenses—to 8 percent of sales, well below HP’s
15 percent and Dell’s 14 percent. Lanci describes the cost savings in the following manner:
“We focus 100% on indirect sales, while today most of the people are running direct and
indirect at the same time. If you run direct and indirect, you need different setups; by definition,
you add costs. We also focus only on consumers and small and midsize businesses. We
never said we wanted to address the enterprise segment. This is another big difference.”
Because of its lower overhead cost structure, Acer is able to price its products, such
as netbooks, below those of competitors. Somewhat new to the PC market, netbooks are
relatively small and inexpensive PCs with functionalities below those offered by laptops and
desktops. However, their popularity continues to grow. Unlike Dell, HP, and Lenovo, Acer
quickly entered the netbook market and sold 32 percent of all netbooks shipped worldwide
at the end of 2008.
Acer uses its “bare bones” cost structure as the foundation for pricing its various products
such as laptops very aggressively. The firm’s new ultrathin laptop was expected to have a
starting price of $650. For products with similar capabilities, the price for the HP product
was around $1,800 and about $2,000 for the Dell product. After observing these prices, an
analyst said that Acer was changing “… customers’ perception of what you should pay for a
computer.”
Sources: 2009, Acer Group, http://www.acer.com, June 15; L. Chao, 2009, Acer expects low-cost laptops to lift
shipments, Wall Street Journal Online, http://www.wsj.com, April 9; B. Einhorn, 2009, Acer closes in on Dell’s
No. 2 PC ranking, BusinessWeek Online, http://www.businessweek.com, January 15; B. Einhorn, 2009, How Acer
is burning its PC rivals, BusinessWeek Online, http://www.businessweek.com, April 7; B. Einhorn, 2009, Acer
boss Lanci takes aim at Dell and HP, BusinessWeek Online, http://www.businessweek.com, April 13; B. Einhorn,
2009, Acer’s game-changing PC offensive, BusinessWeek, April 20, 65; S. Williams, 2009, Essentially cool: Acer’s
timeline notebooks, New York Times Online, http://www.nytimes.com, April 10.
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A business-level
strategy is an integrated
and coordinated set of
commitments and actions
the firm uses to gain a
competitive advantage
by exploiting core
competencies in specific
product markets.

Increasingly important to firm success,1 strategy is concerned with making choices
among two or more alternatives.2 As we noted in Chapter 1, when choosing a strategy,
the firm decides to pursue one course of action instead of others. The choices are influenced by opportunities and threats in the firm’s external environment3 (see Chapter 2)
as well as the nature and quality of the resources, capabilities, and core competencies in
its internal organization4 (see Chapter 3). As we see in the Opening Case, Acer Group
tries to drive its costs lower and lower as the foundation for how it competes in the global
PC market. Recently, Acer’s success has caused some of its competitors to renew their
effort to reduce their costs. For example, Dell recently announced that it was committed
to trimming $4 billion from its cost structure to improve its ability to compete against
competitors such as Acer.5
The fundamental objective of using any type of strategy (see Figure 1.1) is to gain
strategic competitiveness and earn above-average returns.6 Strategies are purposeful, precede the taking of actions to which they apply, and demonstrate a shared understanding
of the firm’s vision and mission.7 Acer’s decisions to acquire Gateway and Packard Bell
were quite purposeful. Acquiring Gateway helped the firm establish a better foothold in
the U.S. market while acquiring Packard Bell helped it establish a stronger footprint in
Europe.
An effectively formulated strategy marshals, integrates, and allocates the firm’s
resources, capabilities, and competencies so that it will be properly aligned with its external environment.8 A properly developed strategy also rationalizes the firm’s vision and
mission along with the actions taken to achieve them.9 Information about a host of variables including markets, customers, technology, worldwide finance, and the changing
world economy must be collected and analyzed to properly form and use strategies. In
the final analysis, sound strategic choices that reduce uncertainty regarding outcomes10
are the foundation for building successful strategies.11
Business-level strategy, this chapter’s focus, is an integrated and coordinated set
of commitments and actions the firm uses to gain a competitive advantage by exploiting core competencies in specific product markets.12 Business-level strategy indicates
the choices the firm has made about how it intends to compete in individual product
markets. The choices are important because long-term performance is linked to a firm’s
strategies.13 Given the complexity of successfully competing in the global economy, the
choices about how the firm will compete can be difficult.14 For example, MySpace, a social
networking site, recently reduced its workforce by almost one-third in order to “… rein
in costs and contend with fast-growing rival Facebook Inc.”15 Competitive challenges
in MySpace’s U.S. and international operations contributed to the difficult decision to
reduce the firm’s workforce, partly with the purpose of operating more efficiently.16 At
the same time, competitor Facebook’s recently announced strong move into additional
international markets such as India challenged MySpace to further adjust or fine-tune its
strategy as it engages its major competitor in various competitive battles.17
Every firm must form and use a business-level strategy. However, every firm may not
use all the strategies—corporate-level, merger and acquisition, international, and cooperative—that we examine in Chapters 6 through 9. A firm competing in a single-product
market area in a single geographic location does not need a corporate-level strategy to
deal with product diversity or an international strategy to deal with geographic diversity.
In contrast, a diversified firm will use one of the corporate-level strategies as well as a
separate business-level strategy for each product market area in which it competes. Every
firm—from the local dry cleaner to the multinational corporation—chooses at least one
business-level strategy. Thus business-level strategy is the core strategy—the strategy that
the firm forms to describe how it intends to compete in a product market.18
We discuss several topics to examine business-level strategies. Because customers
are the foundation of successful business-level strategies and should never be taken for
granted,19 we present information about customers that is relevant to business-level
strategies. In terms of customers, when selecting a business-level strategy the firm
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Customers: Their Relationship with
Business-Level Strategies
Strategic competitiveness results only when the firm satisfies a group of customers by
using its competitive advantages as the basis for competing in individual product markets.22
A key reason firms must satisfy customers with their business-level strategy is that returns
earned from relationships with customers are the lifeblood of all organizations.23
The most successful companies try to find new ways to satisfy current customers and/
or to meet the needs of new customers. Being able to do this can be even more difficult
when firms and consumers face challenging economic conditions. During such times,
firms may decide to reduce their workforce to control costs. As previously mentioned,
MySpace has done this. This can lead to problems, however, when having fewer employees makes it harder for companies to meet individual customers’ needs and expectations. In these instances, some suggest that firms should follow several courses of action,
including “babying their best customers” by paying extra attention to them and developing a flexible workforce by cross-training employees so they can fill a variety of responsibilities on their jobs. Amazon.com, insurer USAA, and Lexus were recently identified
as “customer service champs” because they devote extra care and attention to customer
service during challenging economic times.24

Effectively Managing Relationships with Customers
The firm’s relationships with its customers are strengthened when it delivers superior
value to them. Strong interactive relationships with customers often provide the foundation for the firm’s efforts to profitably serve customers’ unique needs.
As the following statement shows, Harrah’s Entertainment (the world’s largest provider of branded casino entertainment) is committed to providing superior value to
customers: “Harrah’s Entertainment is focused on building loyalty and value with its
customers through a unique combination of great service, excellent products, unsurpassed distribution, operational excellence and technology leadership.”25 Importantly,
as Harrah’s appears to anticipate, delivering superior value often results in increased
customer loyalty. In turn, customer loyalty has a positive relationship with profitability. However, more choices and easily accessible information about the functionality of
firms’ products are creating increasingly sophisticated and knowledgeable customers,
making it difficult to earn their loyalty.26
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determines (1) who will be served, (2) what needs those target customers have that it
will satisfy, and (3) how those needs will be satisfied. Selecting customers and deciding
which of their needs the firm will try to satisfy, as well as how it will do so, are challenging tasks. Global competition has created many attractive options for customers,
thus making it difficult to determine the strategy to best serve them. Effective global
competitors have become adept at identifying the needs of customers in different cultures and geographic regions as well as learning how to quickly and successfully adapt
the functionality of a firm’s good or service to meet those needs.
Descriptions of the purpose of business-level strategies—and of the five businesslevel strategies—follow the discussion of customers. The five strategies we examine are
called generic because they can be used in any organization competing in any industry.20
Our analysis describes how effective use of each strategy allows the firm to favorably
position itself relative to the five competitive forces in the industry (see Chapter 2). In
addition, we use the value chain (see Chapter 3) to show examples of the primary and
support activities necessary to implement specific business-level strategies. Because no
strategy is risk-free,21 we also describe the different risks the firm may encounter when
using these strategies. In Chapter 11, we explain the organizational structures and controls linked with the successful use of each business-level strategy.

A number of companies have become skilled at the art of managing all aspects of their
relationship with their customers.27 For example, Amazon.com is widely recognized for
the quality of information it maintains about its customers, the services it renders, and its
ability to anticipate customers’ needs. Using the information it has, Amazon tries to serve
what it believes are the unique needs of each customer; and it has a strong reputation for
being able to successfully do this.28
As we discuss next, firms’ relationships with customers are characterized by three
dimensions. Companies such as Acer and Amazon.com understand these dimensions
and manage their relationships with customers in light of them.

Reach, Richness, and Affiliation
The reach dimension of relationships with customers is concerned with the firm’s access
and connection to customers. In general, firms seek to extend their reach, adding customers in the process of doing so.
Reach is an especially critical dimension for social networking sites such as Facebook
and MySpace in that the value these firms create for users is to connect them with others. In mid-2009, traffic to MySpace was falling; at the same time, data showed that
Facebook had matched MySpace in monthly U.S. visitors for the first time. Specifically,
in May 2009, “MySpace attracted 70.2 million unique U.S. visitors … down 4.7% from
a year ago while Facebook’s U.S. audience nearly doubled to 70.3 million, according
to comScore Media Metrix.”29 Reach is also important to Netflix. Fortunately for this
firm, recent results indicate that its reach continues
to expand: “Netflix ended the first quarter of 2009
with approximately 10,310,000 total subscribers,
representing a 25 percent year-over-year growth
from 8,234,000 total subscribers at the end of the
first quarter of 2008 and a 10 percent sequential
growth from 9,390,000 subscribers at the end of the
fourth quarter of 2008.”30
Richness, the second dimension of firms’ relationships with customers, is concerned with the
depth and detail of the two-way flow of information
between the firm and the customer. The potential of
the richness dimension to help the firm establish a
competitive advantage in its relationship with customers leads many firms to offer online services in
order to better manage information exchanges with
their customers. Broader and deeper informationbased exchanges allow firms to better understand
Facebook’s reach continues
their customers and their needs. Such exchanges also enable customers to become more
to grow rapidly, with the
knowledgeable about how the firm can satisfy them. Internet technology and e-commerce
company announcing that
transactions have substantially reduced the costs of meaningful information exchanges
it had surpassed 250 million
with current and potential customers. As we have noted, Amazon is a leader in using the
users in July 2009. Much of
Internet to build relationships with customers. In fact, it bills itself as the most “customerthe company’s recent growth
centric company” on earth. The firm’s decision in June 2009 to launch “Your Amazon
has come largely from
Ad Contest” demonstrates its belief in and focus on its customers. This contest asked
outside the United States.
Amazon customers to submit their vision of an Amazon television commercial to the
firm. The winning entry was to receive $20,000 in Amazon.com gift cards.31
Affiliation, the third dimension, is concerned with facilitating useful interactions with
customers. Viewing the world through the customer’s eyes and constantly seeking ways
to create more value for the customer have positive effects in terms of affiliation. Internet
navigators such as Microsoft’s MSN Autos helps online clients find and sort information.
MSN Autos provides data and software to prospective car buyers that enable them to
compare car models along multiple objective specifications. A prospective buyer who
AP Photo/Press Association
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has selected a specific car based on comparisons of different models can then be linked
to dealers that meet the customer’s needs and purchasing requirements. Information
about other relevant issues such as financing and insurance and even local traffic patterns
is also available at the site. Because its revenues come not from the final customer or
end user but from other sources (such as advertisements on its Web site, hyperlinks,
and associated products and services), MSN Autos represents the customer’s interests, a
service that fosters affiliation.32
As we discuss next, effectively managing customer relationships (along the dimensions of reach, richness, and affiliation) helps the firm answer questions related to the
issues of who, what, and how.

Who: Determining the Customers to Serve
Deciding who the target customer is that the firm intends to serve with its business-level
strategy is an important decision.33 Companies divide customers into groups based on
differences in the customers’ needs (needs are discussed further in the next section) to
make this decision. Dividing customers into groups based on their needs is called market
segmentation, which is a process that clusters people with similar needs into individual
and identifiable groups.34 In the animal food products business, for example, the foodproduct needs of owners of companion pets (e.g., dogs and cats) differ from the needs for
food and health-related products of those owning production animals (e.g., livestock). A
subsidiary of Colgate-Palmolive, Hill’s Pet Nutrition sells food products for pets. In fact,
the company’s mission is “to help enrich and lengthen the special relationship between
people and their pets.”35 Schering-Plough sells “more than 15 animal medicine products
including antibiotics, fertility treatments and a number of vaccines for livestock.”36 Thus,
Hill and Schering-Plough target the needs of different segments of customers with the
food products they sell for animals.
Almost any identifiable human or organizational characteristic can be used to subdivide a market into segments that differ from one another on a given characteristic.
Common characteristics on which customers’ needs vary are illustrated in Table 4.1.
Table 4.1 Basis for Customer Segmentation
Consumer Markets
1. Demographic factors (age, income, sex, etc.)
2. Socioeconomic factors (social class, stage in the family life cycle)
3. Geographic factors (cultural, regional, and national differences)
4. Psychological factors (lifestyle, personality traits)
5. Consumption patterns (heavy, moderate, and light users)
6. Perceptual factors (benefit segmentation, perceptual mapping)
Industrial Markets
1. End-use segments (identified by SIC code)
2. Product segments (based on technological differences or production economics)
3. Geographic segments (defined by boundaries between countries or by regional differences
within them)
4. Common buying factor segments (cut across product market and geographic segments)
5. Customer size segments
Source: Adapted from S. C. Jain, 2000, Marketing Planning and Strategy, Cincinnati: South-Western College Publishing, 120.

Market segmentation
is a process used
to cluster people
with similar needs
into individual and
identifiable groups.
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In light of what it learned about its customers, Gap Inc. used shopping experience as a
characteristic to subdivide its customers into different segments as a basis for serving their
unique needs. Specifically, Gap learned from market research that its female and male
customers want different shopping experiences. In a company official’s words, “Research
showed that men want to come and go easily, while women want an exploration.”37 In
light of these research results, women’s sections in Gap stores are organized by occasion
(e.g., work, entertainment) with accessories for those occasions scattered throughout the
section to facilitate browsing. The men’s sections of Gap stores are more straightforward,
with signs directing male customers to clothing items that are commonly stacked by size.

What: Determining Which Customer Needs
to Satisfy
After the firm decides who it will serve, it must identify the targeted customer group’s
needs that its goods or services can satisfy. In a general sense, needs (what) are related to a
product’s benefits and features.38 Successful firms learn how to deliver to customers what
they want and when they want it.39 Having close and frequent interactions with both
current and potential customers helps the firm identify those individuals’ and groups’
current and future needs.40
From a strategic perspective, a basic need of all customers is to buy products that
create value for them. The generalized forms of value that goods or services provide are
either low cost with acceptable features or highly differentiated features with acceptable
cost. In the recent global financial crisis, companies across industries recognized their
customers’ need to feel as secure as possible when making purchases. Allowing customers
to return their cars if they lose their job within 12 months of the purchase is how Hyundai
Motors decided to address this consumer need, creating value in the form of security.41
The most effective firms continuously strive to anticipate changes in customers’
needs. The firm that fails to anticipate and certainly to recognize changes in its customers’ needs may lose its customers to competitors whose products can provide more
value to the focal firm’s customers. For example, Ford Motor Company concluded that
customers’ needs across the global automobile market were becoming more similar. In
response, the firm decided to build the Fiesta as a world car. While the car will be tailored
somewhat to the needs of different customers in different markets, analysts believe that
the firm “… is betting that it has figured out what has bedeviled mass-market automakers for decades, which is hitting a home run in every market with the same car.”42 Ford
believes that changes have occurred resulting in more similarity in customers’ needs for
automotive transportation across multiple markets. If this assessment is correct, the firm
may take customers away from automobile manufacturers failing to see the trend toward
similarity rather than differences in customers’ needs within multiple market segments.
Though there are exceptions like the perceived market for Ford’s Fiesta, consumers’
needs within individual market segments often vary a great deal.43 Jason’s Deli tries to
address consumers’ desires for high-quality, fresh sandwiches. In contrast, many large
fast-food companies satisfy customer needs for lower-cost food items with acceptable
quality that are delivered quickly. Diversified food and soft-drink producer PepsiCo
believes that “any one consumer has different needs at different times of the day.”
Through its soft drinks (Pepsi products), snacks (Frito-Lay), juices (Tropicana), and
cereals (Quaker), PepsiCo is developing new products from breakfast bars to healthier
potato chips “to make certain that it covers all those needs.”44

How: Determining Core Competencies Necessary
to Satisfy Customer Needs
After deciding who the firm will serve and the specific needs of those customers,
the firm is prepared to determine how to use its capabilities and competencies to
develop products that can satisfy the needs of its target customers. As explained in
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Chapters 1 and 3, core competencies are resources and capabilities that serve as a source
of competitive advantage for the firm over its rivals. Firms use core competencies
(how) to implement value-creating strategies and thereby satisfy customers’ needs.
Only those firms with the capacity to continuously improve, innovate, and upgrade
their competencies can expect to meet and hopefully exceed customers’ expectations
across time.45
Companies draw from a wide range of core competencies to produce goods or services
that can satisfy customers’ needs. ProEnergy Services is an integrated service company
operating seven business units in the energy industry. Superior client satisfaction is a core
competence the firm relies on in competition with its competitors.46
SAS Institute is the world’s largest privately owned software company and is the
leader in business intelligence and analytics. Customers use SAS’s programs for data
warehousing, data mining, and decision support purposes. Allocating approximately 22 percent of revenues to research and development (R&D), a percentage that exceeds percentages allocated by its competitors, SAS relies on its core
competence in R&D to satisfy the data-related needs of such customers as the
U.S. Census Bureau and a host of consumer goods firms (e.g., hotels, banks,
and catalog companies).47 Kraft Foods relies on the capabilities of its sales
force to create value for its customers,48 while Safeway Inc. uses its competence
to understand customers’ unique needs to create its successful private-label
brands such as O Organics and Eating Right.49
Sometimes, firms may find it necessary to use their core competencies
as the foundation for producing new goods or services for new customers.
This may be the case for some small automobile parts suppliers in the United
States. Given that U.S. auto production in recent years declined about a third
from more typical levels, a number of these firms are seeking to diversify their
operations, perhaps exiting the auto parts supplier industry as a result of doing
so. Some analysts believe that the first rule for these small manufacturers is to
determine how their current capabilities and competencies might be used to
produce value-creating products for different customers. One analyst gave the
following example of how this might work: “There may be no reason that a
company making auto door handles couldn’t make ball-and-socket joints for
artificial shoulders.”50
Our discussion about customers shows that all organizations must use their capabilities and core competencies (the how) to satisfy the needs (the what) of the target group
of customers (the who) the firm has chosen to serve. Next, we describe the different
business-level strategies that are available to firms to use to satisfy customers as the foundation for earning above-average returns.

The Purpose of a Business-Level Strategy
The purpose of a business-level strategy is to create differences between the firm’s position and those of its competitors.51 To position itself differently from competitors, a firm
must decide whether it intends to perform activities differently or to perform different
activities. In fact, “choosing to perform activities differently or to perform different activities than rivals” is the essence of business-level strategy.52 Thus, the firm’s business-level
strategy is a deliberate choice about how it will perform the value chain’s primary and
support activities to create unique value. Indeed, in the complex twenty-first–century
competitive landscape, successful use of a business-level strategy results only when the
firm learns how to integrate the activities it performs in ways that create superior value
for customers.
Firms develop an activity map to show how they integrate the activities they perform. We show Southwest Airlines’s activity map in Figure 4.1. The manner in which

Responding to the needs
of customers concerned
with food safety and
quality, Safeway successfully launched the O
Organics brand.
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Figure 4.1 Southwest Airlines Activity System
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Southwest has integrated its activities is the foundation for the successful use of its cost
leadership strategy (this strategy is discussed later in the chapter). The tight integration
among Southwest’s activities is a key source of the firm’s ability to at least historically
operate more profitably than its competitors.
As shown in Figure 4.1, Southwest Airlines has configured the activities it performs
into six strategic themes—limited passenger service; frequent, reliable departures; lean,
highly productive ground and gate crews; high aircraft utilization; very low ticket prices;
and short-haul, point-to-point routes between mid-sized cities and secondary airports.
Individual clusters of tightly linked activities make it possible for the outcome of a strategic theme to be achieved. For example, no meals, no seat assignments, and no baggage
transfers form a cluster of individual activities that support the strategic theme of limited
passenger service (see Figure 4.1).
Southwest’s tightly integrated activities make it difficult for competitors to imitate the
firm’s cost leadership strategy. The firm’s unique culture and customer service, both of
which are sources of competitive advantages, are features that rivals have been unable to
imitate, although some have tried. U.S. Airways’s MetroJet subsidiary, United Airlines’s
United Shuttle, Delta’s Song, and Continental Airlines’s Continental Lite all failed in
attempts to imitate Southwest’s strategy. Hindsight shows that these competitors offered
low prices to customers, but weren’t able to operate at costs close to those of Southwest
or to provide customers with any notable sources of differentiation, such as a unique
experience while in the air. The key to Southwest’s success has been its ability to continuously reduce its costs while providing customers with acceptable levels of differentiation
such as an engaging culture. Firms using the cost leadership strategy must understand
that in terms of sources of differentiation that accompany the cost leader’s product, the
customer defines acceptable.
Fit among activities is a key to the sustainability of competitive advantage for all
firms, including Southwest Airlines. As Michael Porter comments, “Strategic fit among
many activities is fundamental not only to competitive advantage but also to the
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Types of Business-Level Strategies
Firms choose from among five business-level strategies to establish and defend their
desired strategic position against competitors: cost leadership, differentiation, focused
cost leadership, focused differentiation, and integrated cost leadership/differentiation (see
Figure 4.2). Each business-level strategy helps the firm to establish and exploit a particular competitive advantage within a particular competitive scope. How firms integrate the
activities they perform within each different business-level strategy demonstrates how
they differ from one another.54 For example, firms have different activity maps, and thus,
a Southwest Airlines activity map differs from those of competitors JetBlue, Continental,
American Airlines, and so forth. Superior integration of activities increases the likelihood
of being able to gain an advantage over competitors and to earn above-average returns.
When selecting a business-level strategy, firms evaluate two types of potential competitive advantages: “lower cost than rivals, or the ability to differentiate and command a
premium price that exceeds the extra cost of doing so.”55 Having lower cost derives from
the firm’s ability to perform activities differently than rivals; being able to differentiate
indicates the firm’s capacity to perform different (and valuable) activities.56 Thus, based
on the nature and quality of its internal resources, capabilities, and core competencies,
Figure 4.2 Five Business-Level Strategies
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Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group, from
Competitive Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, 12. Copyright © 1985,
1998 by Michael E. Porter.
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sustainability of that advantage. It is harder for a rival to match an array of interlocked
activities than it is merely to imitate a particular sales-force approach, match a process
technology, or replicate a set of product features. Positions built on systems of activities
are far more sustainable than those built on individual activities.”53
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a firm seeks to form either a cost competitive advantage or a uniqueness competitive
advantage as the basis for implementing its business-level strategy.
Two types of competitive scopes are broad target and narrow target (see Figure
4.2). Firms serving a broad target market seek to use their competitive advantage on an
industry-wide basis. A narrow competitive scope means that the firm intends to serve
the needs of a narrow target customer group. With focus strategies, the firm “selects a
segment or group of segments in the industry and tailors its strategy to serving them to
the exclusion of others.”57 Buyers with special needs and buyers located in specific geographic regions are examples of narrow target customer groups.58 As shown in Figure 4.2,
a firm could also strive to develop a combined cost/uniqueness competitive advantage as
the foundation for serving a target customer group that is larger than a narrow segment
but not as comprehensive as a broad (or industry-wide) customer group. In this instance,
the firm uses the integrated cost leadership/differentiation strategy.
None of the five business-level strategies shown in Figure 4.2 is inherently or universally superior to the others.59 The effectiveness of each strategy is contingent both on
the opportunities and threats in a firm’s external environment and on the strengths and
weaknesses derived from the firm’s resource portfolio. It is critical, therefore, for the
firm to select a business-level strategy that is based on a match between the opportunities and threats in its external environment and the strengths of its internal organization
as shown by its core competencies.60 And, once the firm chooses its strategy, it should
consistently emphasize actions that are required to successfully use it. Wal-Mart’s continuous emphasis on driving its costs lower is thought to be a key to the firm’s effective
cost leadership strategy.61

Cost Leadership Strategy

The cost leadership
strategy is an integrated
set of actions taken to
produce goods or services
with features that are
acceptable to customers
at the lowest cost, relative
to that of competitors.

The cost leadership strategy is an integrated set of actions taken to produce goods or
services with features that are acceptable to customers at the lowest cost, relative to that
of competitors.62 Firms using the cost leadership strategy commonly sell standardized
goods or services (but with competitive levels of differentiation) to the industry’s most
typical customers. Process innovations, which are newly designed production and distribution methods and techniques that allow the firm to operate more efficiently, are critical
to successful use of the cost leadership strategy.63
As noted, cost leaders’ goods and services must have competitive levels of differentiation that create value for customers. Recently, Kia Motors decided to emphasize the
design of its cars in the U.S. market as a source of differentiation while implementing
its cost leadership strategy. Called “cheap chic,” some analysts had a positive view of
this decision, saying that “When they’re done, Kia’s cars will still be low-end (in price),
but they won’t necessarily look like it.”64 It is important for firms using the cost leadership strategy, such as Kia, to do so in this way because concentrating only on reducing
costs could result in the firm efficiently producing products that no customer wants to
purchase. In fact, such extremes could lead to limited potential for all-important process
innovations, employment of lower-skilled workers, poor conditions on the production
line, accidents, and a poor quality of work life for employees.65
As shown in Figure 4.2, the firm using the cost leadership strategy targets a broad
customer segment or group. Cost leaders concentrate on finding ways to lower their
costs relative to competitors by constantly rethinking how to complete their primary
and support activities to reduce costs still further while maintaining competitive levels
of differentiation.66
For example, cost leader Greyhound Lines Inc. continuously seeks ways to reduce
the costs it incurs to provide bus service while offering customers an acceptable level of
differentiation. Greyhound is offering new services to customers as a way of improving
the quality of the experience customers have when paying the firm’s low prices for its
services. Changes in the economic segment of the general environment (see Chapter 2)
are creating an opportunity for Greyhound to do this. Specifically, the recent recession
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Rivalry with Existing Competitors
Having the low-cost position is valuable to deal with rivals. Because of the cost leader’s
advantageous position, rivals hesitate to compete on the basis of price, especially before
evaluating the potential outcomes of such competition.73 Wal-Mart is known for its ability to continuously reduce its costs, creating value for customers in the process of doing so.
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found more people seeking to travel by bus instead of by planes and trains. However,
these new customers “… insist on certain amenities they’ve grown accustomed to on
planes and trains—such as Internet access and cushier seats, not to mention cleanliness.”
To maintain competitive levels of differentiation while using the cost leadership strategy,
Greyhound recently starting using over 100 “motor coaches” that have leather seats,
additional legroom, Wi-Fi access, and power outlets in every row.67
Greyhound enjoys economies of scale by serving more than 25 million passengers
annually with about 2,300 destinations in the United States and operating approximately
1,250 buses. These scale economies allow the firm to keep its costs low while offering some
of the differentiated services today’s customers seek from the company. Demonstrating
the firm’s commitment to the physical environment segment of the general environment
is the fact that “one Greyhound bus takes an average of 34 cars off the road.”68
As primary activities, inbound logistics (e.g., materials handling, warehousing, and
inventory control) and outbound logistics (e.g., collecting, storing, and distributing
products to customers) often account for significant portions of the total cost to produce
some goods and services. Research suggests that having a competitive advantage in terms
of logistics creates more value when using the cost leadership strategy than when using
the differentiation strategy.69 Thus, cost leaders seeking competitively valuable ways to
reduce costs may want to concentrate on the primary activities of inbound logistics and
outbound logistics. In so doing many firms choose to outsource their manufacturing
operations to low-cost firms with low-wage employees (e.g., China).70
Cost leaders also carefully examine all support activities to find additional sources of
potential cost reductions. Developing new systems for finding the optimal combination
of low cost and acceptable levels of differentiation in the raw materials required to produce the firm’s goods or services is an example of how the procurement support activity
can facilitate successful use of the cost leadership strategy.
Big Lots Inc. uses the cost leadership strategy. With its vision of being “The World’s
Best Bargain Place,” Big Lots is the largest closeout retailer in the United States with
annual sales of over $4.5 billion. For Big Lots, closeout goods “are the same first-quality,
brand-name products found at other retailers, but at substantially lower prices.”71 The
firm relies on a disciplined merchandise cost and inventory management system to continuously drive its costs lower.72 The firm’s stores sell name-brand products at prices that
are 20 to 40 percent below those of discount retailers and roughly 70 percent below those
of traditional retailers. Big Lots’s buyers search for manufacturer overruns and discontinued styles to find goods priced well below wholesale prices. In addition, the firm buys
from overseas suppliers. Big Lots satisfies the customers’ need to access the differentiated
features of brand-name products, but at a fraction of their initial cost. Tightly integrating its purchasing and inventory management activities across its stores is the main core
competence Big Lots uses to satisfy its customers’ needs.
As described in Chapter 3, firms use value-chain analysis to identify the parts of the
company’s operations that create value and those that do not. Figure 4.3 demonstrates
the primary and support activities that allow a firm to create value through the cost leadership strategy. Companies unable to link the activities shown in this figure through the
activity map they form typically lack the core competencies needed to successfully use
the cost leadership strategy.
Effective use of the cost leadership strategy allows a firm to earn above-average returns
in spite of the presence of strong competitive forces (see Chapter 2). The next sections
(one for each of the five forces) explain how firms implement a cost leadership strategy.
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Figure 4.3 Examples of Value-Creating Activities Associated with the Cost Leadership Strategy
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Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group, from Competitive
Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, 47. Copyright © 1985, 1998 by Michael E. Porter.

In light of this ability, rivals such as Costco and Target hesitate to compete against WalMart strictly on the basis of costs and, subsequently, prices to consumers. Recently,
Wal-Mart decided to expand “… its private-label line of food and household cleaners
to take advantage of recession-pinched consumers’ increasing desire to buy cheaper
store brands rather than more expensive brand-name products.” Because it controls
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Bargaining Power of Buyers (Customers)
Powerful customers can force a cost leader to reduce its prices, but not below the level at
which the cost leader’s next-most-efficient industry competitor can earn average returns.
Although powerful customers might be able to force the cost leader to reduce prices even
below this level, they probably would not choose to do so. Prices that are low enough to
prevent the next-most-efficient competitor from earning average returns would force
that firm to exit the market, leaving the cost leader with less competition and in an even
stronger position. Customers would thus lose their power and pay higher prices if they
were forced to purchase from a single firm operating in an industry without rivals.
Bargaining Power of Suppliers
The cost leader operates with margins greater than those of competitors. Cost leaders
want to constantly increase their margins by driving their costs lower. Big Lots’s gross
margin increased from 39.7 percent in 2008 to 40.4 percent in 2009,74 an indication the
firm was effectively using the cost leadership strategy. Among other benefits, higher gross
margins relative to those of competitors make it possible for the cost leader to absorb its
suppliers’ price increases. When an industry faces substantial increases in the cost of its
supplies, only the cost leader may be able to pay the higher prices and continue to earn
either average or above-average returns. Alternatively, a powerful cost leader may be
able to force its suppliers to hold down their prices, which would reduce the suppliers’
margins in the process.
Wal-Mart uses its power with suppliers (gained because it buys such large quantities
from many suppliers) to extract lower prices from them. These savings are then passed
on to customers in the form of lower prices, which further strengthens Wal-Mart’s position relative to competitors lacking the power to extract lower prices from suppliers. The
fact that Wal-Mart is the largest retailer in North America is a key reason the firm has
a great deal of power with its suppliers. Another indicator of this power is that with 25
percent of the total market, Wal-Mart is the largest supermarket operator in the United
States; and its Sam’s Club division is the second largest warehouse club in the United
States. Collectively, this sales volume and the market penetration it suggests (over 100
million people visit a Wal-Mart store each week) create the ability for Wal-Mart to gain
access to low prices from its suppliers.
Potential Entrants
Through continuous efforts to reduce costs to levels that are lower than competitors’, a
cost leader becomes highly efficient. Because ever-improving levels of efficiency (e.g.,
economies of scale) enhance profit margins, they serve as a significant entry barrier to
potential competitors.75 New entrants must be willing and able to accept no-better-thanaverage returns until they gain the experience required to approach the cost leader’s
efficiency. To earn even average returns, new entrants must have the competencies
required to match the cost levels of competitors other than the cost leader. The low
profit margins (relative to margins earned by firms implementing the differentiation
strategy) make it necessary for the cost leader to sell large volumes of its product to earn
above-average returns. However, firms striving to be the cost leader must avoid pricing
their products so low that their ability to operate profitably is reduced, even though
volume increases.
Product Substitutes
Compared with its industry rivals, the cost leader also holds an attractive position in
terms of product substitutes. A product substitute becomes an issue for the cost leader
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the costs associated with producing its private-label products (Great Value is the name
of Wal-Mart’s private-label offerings), the firm is able to drive its costs lower when
manufacturing and distributing its own products.
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when its features and characteristics, in terms of cost and differentiated features, are
potentially attractive to the firm’s customers. When faced with possible substitutes, the
cost leader has more flexibility than its competitors. To retain customers, it can reduce
the price of its good or service. With still lower prices and competitive levels of differentiation, the cost leader increases the probability that customers will prefer its product
rather than a substitute.
Competitive Risks of the Cost Leadership Strategy
The cost leadership strategy is not risk free. One risk is that the processes used by the cost
leader to produce and distribute its good or service could become obsolete because of
competitors’ innovations. These innovations may allow rivals to produce at costs lower
than those of the original cost leader, or to provide additional differentiated features
without increasing the product’s price to customers.
A second risk is that too much focus by the cost leader on cost reductions may occur
at the expense of trying to understand customers’ perceptions of “competitive levels of
differentiation.” Wal-Mart, for example, has been criticized for having too few salespeople
available to help customers and too few individuals at checkout registers. These complaints
suggest that there might be a discrepancy between how Wal-Mart’s customers define
“minimal levels of service” and the firm’s attempts to drive its costs lower and lower.
Imitation is a final risk of the cost leadership strategy. Using their own core competencies, competitors sometimes learn how to successfully imitate the cost leader’s
strategy. When this happens, the cost leader must increase the value its good or service
provides to customers. Commonly, value is increased by selling the current product at
an even lower price or by adding differentiated features that create value for customers
while maintaining price.
Netflix may be encountering this risk from Redbox, which is the largest operator
of DVD-rental kiosks in the United States. Using vending machines that Redbox
has established in supermarkets and discount stores, customers pay $1 per day for DVDs.
In contrast, Netflix’s cheapest plan is $5 per month (the customer receives two DVDs by
mail per month with this plan). An analyst using the following words to describe this
situation: “Netflix CEO Reed Hastings has something to worry about: an even cheaper
DVD rental service run by one of his former lieutenants.”76

Differentiation Strategy

The differentiation
strategy is an integrated
set of actions taken to
produce goods or services
(at an acceptable cost)
that customers perceive
as being different in ways
that are important to
them.

The differentiation strategy is an integrated set of actions taken to produce goods or
services (at an acceptable cost) that customers perceive as being different in ways that
are important to them.77 While cost leaders serve a typical customer in an industry, differentiators target customers for whom value is created by the manner in which the firm’s
products differ from those produced and marketed by competitors. Product innovation,
which is “the result of bringing to life a new way to solve the customer’s problem—
through a new product or service development—that benefits both the customer and the
sponsoring company”78 is critical to successful use of the differentiation strategy.79
Firms must be able to produce differentiated products at competitive costs to reduce
upward pressure on the price that customers pay. When a product’s differentiated features are produced at noncompetitive costs, the price for the product can exceed what the
firm’s target customers are willing to pay. When the firm has a thorough understanding
of what its target customers value, the relative importance they attach to the satisfaction
of different needs, and for what they are willing to pay a premium, the differentiation
strategy can be effective in helping it earn above-average returns.
Through the differentiation strategy, the firm produces nonstandardized (that is,
unique) products for customers who value differentiated features more than they value
low cost. For example, superior product reliability and durability and high-performance
sound systems are among the differentiated features of Toyota Motor Corporation’s
Lexus products. The Lexus promotional statement—“We pursue perfection, so you can

113
Chapter 4: Business-Level Strategy

pursue living”—suggests a strong commitment to overall product quality as a source of
differentiation. However, Lexus offers its vehicles to customers at a competitive purchase
price. As with Lexus products, a good’s or service’s unique attributes, rather than its purchase price, provide the value for which customers are willing to pay.
Continuous success with the differentiation strategy results when the firm consistently upgrades differentiated features that customers value and/or creates new valuable
features (innovates) without significant cost increases.80 This approach requires firms to
constantly change their product lines.81 These firms may also offer a portfolio of products that complement each other, thereby enriching the differentiation for the customer
and perhaps satisfying a portfolio of consumer needs.82 Because a differentiated product
satisfies customers’ unique needs, firms following the differentiation strategy are able
to charge premium prices. Customers are willing to pay a premium price for a product only when a “firm (is) truly unique at something or be perceived as unique.”83 The
ability to sell a good or service at a price that substantially exceeds the cost of creating
its differentiated features allows the firm to outperform rivals and earn above-average
returns. For example, shirt and neckwear manufacturer Robert Talbott follows stringent
standards of craftsmanship and pays meticulous attention to every detail of production.
The firm imports exclusive fabrics from the world’s finest mills to make men’s dress
shirts and neckwear. Single-needle tailoring is used, and precise collar cuts are made to
produce shirts. According to the company, customers purchasing one of its products
can be assured that they are being provided with the finest fabrics available.84 Thus,
Robert Talbott’s success rests on the firm’s ability to produce and sell its differentiated
products at a price exceeding the costs of imported fabrics and its unique manufacturing
processes.
Rather than costs, a firm using the differentiation strategy always concentrates on
investing in and developing features that differentiate a product in ways that create value
for customers. Robert Talbott uses the finest silks from Europe and Asia to produce its
“Best of Class” collection of ties. Overall, a firm using the differentiation strategy seeks
to be different from its competitors on as many dimensions as possible. The less similarity between a firm’s goods or services and those of competitors, the more buffered it is
from rivals’ actions. Commonly recognized differentiated goods include Toyota’s Lexus,
Ralph Lauren’s wide array of product lines, and Caterpillar’s heavy-duty earth-moving
equipment. McKinsey & Co. is a well-known example of a firm that offers differentiated
services.
A good or service can be differentiated in many ways. Unusual features, responsive
customer service, rapid product innovations and technological leadership, perceived
prestige and status, different tastes, and engineering design and performance are examples of approaches to differentiation.85 While the number of ways to reduce costs may
be finite, virtually anything a firm can do to create real or perceived value is a basis for
differentiation. Consider product design as a case in point. Because it can create a positive experience for customers, design is becoming an increasingly important source of
differentiation (even for cost leaders seeking to find ways to add functionalities to their
low-cost products as a way of differentiating their products from competitors) and hopefully, for firms emphasizing it, of competitive advantage.86 As we noted, design is a way
Kia Motors is now trying to create some uniqueness for its products that are manufactured and sold as part of the firm’s cost leadership strategy. Apple is often cited as the
firm that sets the standard in design, with the iPod and the iPhone demonstrating Apple’s
product design capabilities.87
The value chain can be analyzed to determine if a firm is able to link the activities
required to create value by using the differentiation strategy. Examples of primary and
support activities that are commonly used to differentiate a good or service are shown
in Figure 4.4. Companies without the skills needed to link these activities cannot expect
to successfully use the differentiation strategy. Next, we explain how firms using the differentiation strategy can successfully position themselves in terms of the five forces of
competition (see Chapter 2) to earn above-average returns.
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Figure 4.4 Examples of Value-Creating Activities Associated with the Differentiation Strategy

RG
I
N

Source: Adapted with the permission of The Free Press, an imprint of Simon & Schuster Adult Publishing Group, from Competitive
Advantage: Creating and Sustaining Superior Performance, by Michael E. Porter, 47. Copyright © 1985, 1998 by Michael E. Porter.

Rivalry with Existing Competitors
Customers tend to be loyal purchasers of products differentiated in ways that are meaningful to them. As their loyalty to a brand increases, customers’ sensitivity to price
increases is reduced. The relationship between brand loyalty and price sensitivity insulates a firm from competitive rivalry. Thus, Robert Talbott’s “Best of Class” neckwear
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Bargaining Power of Buyers (Customers)
The uniqueness of differentiated goods or services reduces customers’ sensitivity to price
increases. Customers are willing to accept a price increase when a product still satisfies
their perceived unique needs better than does a competitor’s offering. Thus, the golfer
whose needs are uniquely satisfied by Callaway golf clubs will likely continue buying
those products even if their cost increases. Similarly, the customer who has been highly
satisfied with a Louis Vuitton wallet will probably replace that wallet with another one
made by the same company even though the purchase price is higher than the original
one. Purchasers of brand-name food items (e.g., Heinz ketchup and Kleenex tissues)
will accept price increases in those products as long as they continue to perceive that the
product satisfies their unique needs at an acceptable cost. In all of these instances, the
customers are relatively insensitive to price increases because they do not think that an
acceptable product alternative exists.
Bargaining Power of Suppliers
Because the firm using the differentiation strategy charges a premium price for its
products, suppliers must provide high-quality components, driving up the firm’s costs.
However, the high margins the firm earns in these cases partially insulate it from the
influence of suppliers in that higher supplier costs can be paid through these margins.
Alternatively, because of buyers’ relative insensitivity to price increases, the differentiated
firm might choose to pass the additional cost of supplies on to the customer by increasing
the price of its unique product.
Potential Entrants
Customer loyalty and the need to overcome the uniqueness of a differentiated product
present substantial barriers to potential entrants. Entering an industry under these
conditions typically demands significant investments of resources and patience while
seeking customers’ loyalty.
Product Substitutes
Firms selling brand-name goods and services to loyal customers are positioned effectively against product substitutes. In contrast, companies without brand loyalty face a
higher probability of their customers switching either to products that offer differentiated features that serve the same function (particularly if the substitute has a lower price)
or to products that offer more features and perform more attractive functions.
Competitive Risks of the Differentiation Strategy
One risk of the differentiation strategy is that customers might decide that the price differential between the differentiator’s product and the cost leader’s product is too large. In
this instance, a firm may be offering differentiated features that exceed target customers’
needs. The firm then becomes vulnerable to competitors that are able to offer customers
a combination of features and price that is more consistent with their needs.
This risk is generalized across a number of companies producing different types of
products during the recent global economic crisis—a time when forecasters suggested
that “Sales of luxury goods, everything from apparel, to jewelry and leather goods, could
plunge globally by 10% ... ”89 in 2009. The decline was expected to be more severe in
the United States compared to Europe and Japan. A decision made during this time by
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line is insulated from competition, even on the basis of price, as long as the company
continues to satisfy the differentiated needs of its target customer group with the unique
qualities of this line of ties. Likewise, Bose is insulated from intense rivalry as long as
customers continue to perceive that its stereo equipment offers superior sound quality at
a competitive purchase price. Both Robert Talbott and Bose have strong positive reputations for the high-quality and unique products that they provide. Thus, reputations can
sustain the competitive advantage of firms following a differentiation strategy.88
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Coach Inc., a maker of high-quality, luxurious accessories and gifts for women and men,
demonstrates one firm’s reaction to the predicted decline in the sales of luxury goods.
With an interest of providing products to increasingly cost-conscious customers without
“cheapening” the firm’s image, Coach chose to introduce a new line of its products called
“Poppy”; the average price of items in this line is approximately 20 percent lower than the
average price of Coach’s typical products.90
Another risk of the differentiation strategy is that a firm’s means of differentiation
may cease to provide value for which customers are willing to pay. A differentiated
product becomes less valuable if imitation by rivals causes customers to perceive that
competitors offer essentially the same good or service, but at a lower price.91 A third risk
of the differentiation strategy is that experience can narrow customers’ perceptions of
the value of a product’s differentiated features. For example, customers having positive
experiences with generic tissues may decide that the differentiated features of the Kleenex
product are not worth the extra cost. Similarly, while a customer may be impressed with
the quality of a Robert Talbott “Best of Class” tie, positive experiences with less expensive
ties may lead to a conclusion that the price of the “Best of Class” tie exceeds the benefit.
To counter this risk, firms must continue to meaningfully differentiate their product for
customers at a price they are willing to pay.
Counterfeiting is the differentiation strategy’s fourth risk. “Counterfeits are those
products bearing a trademark that is identical to or indistinguishable from a trademark
registered to another party, thus infringing the rights of the older of the trademark.”92
We describe actions companies such as Hewlett-Packard take to deal with the problems
counterfeit goods create for firms whose rights are infringed upon in the Strategic Focus.

Focus Strategies

The focus strategy is an
integrated set of actions
taken to produce goods
or services that serve
the needs of a particular
competitive segment.

The focus strategy is an integrated set of actions taken to produce goods or services
that serve the needs of a particular competitive segment. Thus, firms use a focus strategy
when they utilize their core competencies to serve the needs of a particular industry
segment or niche to the exclusion of others. Examples of specific market segments that
can be targeted by a focus strategy include (1) a particular buyer group (e.g., youths or
senior citizens), (2) a different segment of a product line (e.g., products for professional
painters or the do-it-yourself group), or (3) a different geographic market (e.g., northern
or southern Italy).93
There are many specific customer needs firms can serve by using a focus strategy.
For example, Los Angeles–based investment banking firm Greif & Company positions
itself as “The Entrepreneur’s Investment Bank.” Greif & Company is a leader in providing merger and acquisition advice to medium-sized businesses located in the western
United States.94 Goya Foods is the largest U.S.-based Hispanic-owned food company
in the United States. Segmenting the Hispanic market into unique groups, Goya offers
more than 1,500 products to consumers. The firm seeks “to be the be-all for the Latin
community.”95 Electronics retailer Conn’s Inc., operating stores in Texas, Louisiana, and
Oklahoma, uses a commissioned sales staff, which is “trained to explain increasingly
complex televisions and washing machines,” and its own financing business to help local
citizens who dislike receiving what they perceive to be “impersonal” service from large
national chains.96 By successfully using a focus strategy, firms such as these gain a competitive advantage in specific market niches or segments, even though they do not possess
an industry-wide competitive advantage.
Although the breadth of a target is clearly a matter of degree, the essence of the
focus strategy “is the exploitation of a narrow target’s differences from the balance of
the industry.”97 Firms using the focus strategy intend to serve a particular segment of
an industry more effectively than can industry-wide competitors. They succeed when
they effectively serve a segment whose unique needs are so specialized that broad-based
competitors choose not to serve that segment or when they satisfy the needs of a segment
being served poorly by industry-wide competitors.98

DECLARING WAR AGAINST
COUNTERFEITERS TO
PROTECT PRODUCT
INTEGRITY AND
PROFITABILITY
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Many of us have seen them and some of us
may own one or two of them—products that
are intended to look like well-known branded
items. Callaway golf clubs, Louis Vuitton
purses and shoes, Coach handbags, and Rolex
watches are but a few of the items that are
counterfeited throughout the world. Counterfeiting is big business; regarded by some as “…
one of the most significant threats to the free market.” Supporting this assertion is the fact
that according to the International Chamber of Commerce, counterfeit goods accounted for
about $600 billion in sales in 2007, which is roughly 6 percent of global trade.
Producing and selling counterfeit products negatively affects societies and individual
firms. Jobs are lost in companies making the “legitimate” versions of products that are sold
by firms using the differentiation strategy. In turn, lost jobs mean lost tax revenues for local
and national taxing agencies. While some work is created for those manufacturing the
counterfeit goods, these jobs pay less and the companies
and their employees typically pay few if any taxes
on unreported sales at the firm level and unreported
income at the individual employee level.
The selling of counterfeit ink demonstrates the
problems individual firms encounter. In 2008 alone,
analysts estimate that Hewlett-Packard’s (HP) imaging
and printing group lost over $1 billion in revenue to
counterfeit ink cartridges. In
addition to losing sales revenue, HP is concerned that
counterfeit cartridges lack product quality and integrity
and may hurt the firm’s reputation.
In light of the problems counterfeiting creates,
HP has gone to war against counterfeiters. The firm
employs teams of people to roam the globe looking for
counterfeit versions of its products. Often, customers
contact these teams if they
suspect that a shipment of cartridges they purchased
from a wholesaler is counterfeit. If HP’s detectives
discover that products are indeed counterfeit, “They take
their findings to law enforcement to help nab big distributors of counterfeit ink supplies.”
HP views these actions as critical to the firm’s efforts to earn revenues and profits from
its products.
Sources: C. Edwards, 2009, HP declares war on counterfeiters, BusinessWeek, June 8, 44–45; P. E. Chaudhry,
A. Zimmerman, J. R. Peters, & V. V. Cordell, 2009, Preserving intellectual property rights: Managerial insight into the
escalating counterfeit market quandary, Business Horizons, 52: 57–66; I. Phau & M. Teah, 2009, Devil wears (counterfeit)
Prada: A study of antecedents and outcomes of attitudes towards counterfeits of luxury brands, Journal of Consumer
Marketing, 26: 15–27; J. Abelson, 2008, Grim competition with counterfeiters, Boston Globe Online, http://www.boston
.com, August 21.
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Firms can create value for customers in specific and unique market segments by
using the focused cost leadership strategy or the focused differentiation strategy.
Focused Cost Leadership Strategy
Based in Sweden, IKEA, a global furniture retailer with locations in 24 countries and territories and sales revenue of 21.1 billion euros in 2008, uses the focused cost leadership
strategy. Young buyers desiring style at a low cost are IKEA’s target customers.99 For
these customers, the firm offers home furnishings that combine good design, function,
and acceptable quality with low prices. According to the firm, “Low cost is always in
focus. This applies to every phase of our activities.”100
IKEA emphasizes several activities to keep its costs low. For example, instead of
relying primarily on third-party manufacturers, the firm’s engineers design low-cost,
modular furniture ready for assembly by customers. To eliminate the need for sales associates or decorators, IKEA positions the products in its stores so that customers can view
different living combinations (complete with sofas, chairs, tables, etc.) in a single roomlike setting, which helps the customer imagine how a grouping of furniture will look in
the home. A third practice that helps keep IKEA’s costs low is requiring customers to
transport their own purchases rather than providing delivery service.
Although it is a cost leader, IKEA also offers some differentiated features that appeal
to its target customers, including its unique furniture designs, in-store playrooms for
children, wheelchairs for customer use, and extended hours. IKEA believes that these
services and products “are uniquely aligned with the needs of [its] customers, who are
young, are not wealthy, are likely to have children (but no nanny), and, because they
work, have a need to shop at odd hours.”101 Thus, IKEA’s focused cost leadership strategy
also includes some differentiated features with its low-cost products.
Focused Differentiation Strategy
Other firms implement the focused differentiation strategy. As noted earlier, there are
many dimensions on which firms can differentiate their good or service. For example,
New Look Laser Tattoo Removal, located in Houston, Texas, specializes in removing tattoos that customers no longer desire. According to the firm, some of its customers want
to remove tattoos prior to interviewing for jobs while others believe that removing them
can benefit their careers. As one of the firm’s customers said, “Tattoos make you look a
little rougher. I don’t want to worry about what people are thinking about me.”102
The new generation of lunch trucks populating cities such as New York, San Franciso,
and Los Angeles also use the focused differentiation strategy. Serving “high-end fare
such as grass-fed hamburgers, escargot and crème brulee,” highly trained chefs and wellknown restaurateurs own and operate many of these trucks. In fact, “the new breed of
lunch truck is aggressively gourmet, tech-savvy and politically correct.” Selling sustainably harvested fish tacos in a vehicle that is fueled by vegetable oil, the Green Truck,
located in Los Angeles, demonstrates these characteristics. Moreover, the owners of these
trucks often use Twitter and Facebook to inform customers of their locations as they
move from point to point in their focal city.103
Denver-based Kazoo Toys uses the focused differentiation strategy to create value for
parents and children interested in purchasing unique toys while simultaneously having
access to unique services. As we explain in the Strategic Focus, continuously concentrating on ways to create unique value for its customers seems to be the foundation of the
firm’s continuing success.
With a focus strategy, firms such as Kazoo Toys must be able to complete various
primary and support activities in a competitively superior manner to develop and sustain
a competitive advantage and earn above-average returns. The activities required to use
the focused cost leadership strategy are virtually identical to those of the industry-wide
cost leadership strategy (Figure 4.3), and activities required to use the focused differentiation strategy are largely identical to those of the industry-wide differentiation strategy

KAZOO TOYS: CRISP
DIFFERENTIATION AS A
MEANS OF CREATING
VALUE FOR A CERTAIN
SET OF CUSTOMERS

Courtesy of Kazoo & Company Toys

Kazoo Toys is a full-service toy store in Denver,
Colorado. Offering over 60,000 unique toys
for kids of all ages in the brick and mortar
location and an additional 6,000 products
online at http://www.kazootoys.com, the firm
is the world’s largest seller of educational,
non-violent toys. Children from birth to age 12 are the firm’s target market. The essence of
the differentiation Kazoo Toys provides its customers is described in the following words:
“We know our toys, we know your kids, and we love good customer service. We remain
dedicated to providing the best possible tools for your child’s healthy play.” With respect
to toys specifically, the firm’s slogan (“Toys That Play with Imagination!”) captures the
educational aspects of its products.
Kazoo Toys differs from competitors in a number of ways. For example, in terms of
inventory, the firm does not stock well-known toy brands (e.g., Mattel and Fisher-Price) that
are available from most large retailers. In contrast, Kazoo stocks harder-to-find products such
as German-made, Gotz Dolls as well as a range of unique toys that are made in the United
States, France, and many other countries. Stocking unique
toys allows Kazoo to avoid competing on the price
variable and to earn margins required to support the
differentiated products and services the firm provides
to its customers. Another source of differentiation is
Kazoo’s exclusive contract with the U.S. Army & Air
Force Exchange Service (AAFES)—a contract in which
Kazoo is the toy site of choice on military shopping sites.
The firm’s open invitation to professionals is
another way Kazoo differs from competitors. Speech
therapists are welcomed to the store to try to locate
toys that might help their patients. Although the store
continues to expand to accommodate its success,
the design remains unique in that it features smaller
departments. For example, there is a “Thomas the
Differentiating itself in terms of
Tank Engine” department and a Playmobil department.
product lines and overall cusThe inventory is freshened frequently to expose
tomer experience from its big
customers to the latest, most innovative, educational,
box competitors has allowed
and nonviolent toys. The company’s online store (which
CEO Diana Nelson to offer
now generates roughly 50 percent of the firm’s revenue)
her customers at Kazoo Toys a
is also known for its strong customer service. Here is
unique toy shopping experience.
how one customer described the online service she
received: “Old-fashioned friendly service. When I called
to check the delivery date of a little piano I had ordered for my grandson, I was actually
speaking to a person that was friendly, polite, courteous, and just delightful. I will continue
to buy from this company. They have a real interest in giving top-quality service. It has been
a most enjoyable experience.” As this comment suggests, excellent customer service is an
important source of differentiation for Kazoo Toys.
Sources: B. Ruggiero, 2009, Super staff and creative expansion keep toy store, Kazoo Toys blog, http://www.kazootoys.
blogspot.com, March 11; E. Aguilera, 2008, Kazoo & Co. toys with growth, Denver Post Online, http://www.denverpost.
com, July 3; B. R. Barringer & R. D. Ireland, 2008, Entrepreneurship: Successfully launching new ventures, 2nd ed.,
Prentice-Hall; T. Polanski, 2008, Diana Nelson, CEO of Kazoo Toys discusses business trials and triumphs with Tom
Polanski, eBizine.com, http://www.ebizine.com, July 30.
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(Figure 4.4). Similarly, the manner in which each of the two focus strategies allows a
firm to deal successfully with the five competitive forces parallels those of the two broad
strategies. The only difference is in the firm’s competitive scope; the firm focuses on a
narrow industry segment. Thus, Figures 4.3 and 4.4 and the text regarding the five competitive forces also describe the relationship between each of the two focus strategies and
competitive advantage.
Competitive Risks of Focus Strategies
With either focus strategy, the firm faces the same general risks as does the company
using the cost leadership or the differentiation strategy, respectively, on an industry-wide
basis. However, focus strategies have three additional risks.
First, a competitor may be able to focus on a more narrowly defined competitive
segment and “outfocus” the focuser. This would happen to IKEA if another firm found
a way to offer IKEA’s customers (young buyers interested in stylish furniture at a low
cost) additional sources of differentiation while charging the same price or to provide the
same service with the same sources of differentiation at a lower price. Second, a company
competing on an industry-wide basis may decide that the market segment served by the
firm using a focus strategy is attractive and worthy of competitive pursuit. For example,
women’s clothiers such as Chico’s, Ann Taylor, and Liz Claiborne might conclude that
the profit potential in the narrow segment being served by Anne Fontaine is attractive and to design and sell competitively similar clothing items. Initially, Anne Fontaine
designed and sold only white shirts for women. Quite differentiated on the basis of their
design, craftsmanship, and high quality of raw materials, one customer describes her
reaction to wearing an Anne Fontaine shirt in this manner: “Once you put on a Fontaine
design, you’ll find that not one other white shirt can compare as far as design and quality
craftsmanship are concerned.”104 The third risk involved with a focus strategy is that the
needs of customers within a narrow competitive segment may become more similar to
those of industry-wide customers as a whole over time. As a result, the advantages of a
focus strategy are either reduced or eliminated. At some point, for example, the needs of
Anne Fontaine’s customers for high-quality, uniquely designed white shirts may dissipate. If this were to happen, Anne Fontaine’s customers might choose to buy white shirts
from chains such as Liz Claiborne that sell clothing items with some differentiation, but
at a lower cost.

Integrated Cost Leadership/Differentiation Strategy

The integrated
cost leadership/
differentiation
strategy involves
engaging in primary
and support activities
that allow a firm to
simultaneously pursue low
cost and differentiation.

Most consumers have high expectations when purchasing a good or service. In general,
it seems that most consumers want to pay a low price for products with somewhat highly
differentiated features. Because of these customer expectations, a number of firms engage
in primary and support activities that allow them to simultaneously pursue low cost and
differentiation. Firm seeking to do this use the integrated cost leadership/differentiation strategy. The objective of using this strategy is to efficiently produce products
with some differentiated features. Efficient production is the source of maintaining low
costs while differentiation is the source of creating unique value. Firms that successfully
use the integrated cost leadership/differentiation strategy usually adapt quickly to new
technologies and rapid changes in their external environments. Simultaneously concentrating on developing two sources of competitive advantage (cost and differentiation)
increases the number of primary and support activities in which the firm must become
competent. Such firms often have strong networks with external parties that perform
some of the primary and support activities.105 In turn, having skills in a larger number of
activities makes a firm more flexible.
Concentrating on the needs of its core customer group (higher-income, fashionconscious discount shoppers), Target Stores uses an integrated cost leadership/differentiation
strategy as shown by its “Expect More. Pay Less” brand promise. Target’s annual report
describes this strategy: “To ensure our guests understand our unique ability to meet their
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desire for everyday essentials and affordable indulgences, we elevated the prominence
of the ‘Pay Less’ half of our brand promise in both our merchandising and marketing
through in-store signing and presentation as well as new campaigns that emphasize our
outstanding value. At the same time, we continued to deliver differentiation and newness on the ‘Expect More’ side of our brand promise with the introduction of Converse
One Star in apparel and shoes, the launch of upscale beauty brands, an expanded owned
brand presence and a continuous flow of designer collections at exceptional prices.”106 To
implement this strategy, Target relies on its relationships with various companies to offer
differentiated products at discounted prices. Collections from eco-conscious
Rogan Gregory in apparel, Anya Hindmarch in handbags, Sigerson Morrison
in shoes, and John Derian and Sami Hayek in home décor are some of the
products available in Target’s stores. While implementing its strategy, “Target
strives to be a responsible steward of the environment.”107 To protect the physical
environment, the firm takes several actions annually including recycling 47,600
broken shopping carts, 2.1 million pounds of plastic, and 153,000 pounds of
metal from broken hangers.
European-based Zara, which pioneered “cheap chic” in clothing apparel, is
another firm using the integrated cost leadership/differentiation strategy. Zara
offers current and desirable fashion goods at relatively low prices. To implement
this strategy effectively requires sophisticated designers and effective means
of managing costs, which fits Zara’s capabilities. Zara can design and begin
manufacturing a new fashion in three weeks, which suggests a highly flexible organization that can adapt easily to changes in the market or with competitors.108
Flexibility is required for firms to complete primary and support activities
in ways that allow them to use the integrated cost leadership/differentiation
strategy in order to produce somewhat differentiated products at relatively low
costs. Flexible manufacturing systems, information networks, and total quality
management systems are three sources of flexibility that are particularly
useful for firms trying to balance the objectives of continuous cost reductions and continuous enhancements to sources of differentiation as called for by the integrated strategy.
Flexible Manufacturing Systems
A flexible manufacturing system (FMS) increases the “flexibilities of human, physical,
and information resources”109 that the firm integrates to create relatively differentiated
products at relatively low costs. A significant technological advance, FMS is a computercontrolled process used to produce a variety of products in moderate, flexible quantities with a minimum of manual intervention.110 Often the flexibility is derived from
modularization of the manufacturing process (and sometimes other value chain activities
as well).111
The goal of an FMS is to eliminate the “low cost versus product variety” trade-off
that is inherent in traditional manufacturing technologies. Firms use an FMS to change
quickly and easily from making one product to making another. Used properly, an FMS
allows the firm to respond more effectively to changes in its customers’ needs, while
retaining low-cost advantages and consistent product quality.112 Because an FMS also
enables the firm to reduce the lot size needed to manufacture a product efficiently, the
firm’s capacity to serve the unique needs of a narrow competitive scope is higher. In
industries of all types, effective mixes of the firm’s tangible assets (e.g., machines) and
intangible assets (e.g., people’s skills) facilitate implementation of complex competitive
strategies, especially the integrated cost leadership/differentiation strategy.113
Information Networks
By linking companies with their suppliers, distributors, and customers, information networks provide another source of flexibility. These networks, when used effectively, help the
firm satisfy customer expectations in terms of product quality and delivery speed.114

Zara has been successful
at offering its customers the latest fashions at
reasonable prices while
also carefully managing
their costs.

STRATEGY
RIG H T NOW

Following similar
principles to
the integrated
cost leadership/
differentiation
strategy, read how
companies are creating
uncontested market
space employing the
Blue Ocean Strategy.
www.cengage.com/
management/hitt
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Earlier, we discussed the importance of managing the firm’s relationships with
its customers in order to understand their needs. Customer relationship management
(CRM) is one form of an information-based network process that firms use for this
purpose.115 An effective CRM system provides a 360-degree view of the company’s
relationship with customers, encompassing all contact points, business processes, and
communication media and sales channels.116 The firm can then use this information to
determine the trade-offs its customers are willing to make between differentiated features
and low cost—an assessment that is vital for companies using the integrated cost leadership/differentiation strategy.
Thus, to make comprehensive strategic decisions with effective knowledge of the
organization’s context, good information flow is essential. Better quality managerial decisions require accurate information on the firm’s environment.117
Total Quality Management Systems
Total quality management (TQM) is a “managerial innovation that emphasizes an organization’s total commitment to the customer and to continuous improvement of every
process through the use of data-driven, problem-solving approaches based on empowerment of employee groups and teams.”118 Firms develop and use TQM systems in order
to (1) increase customer satisfaction, (2) cut costs, and (3) reduce the amount of time
required to introduce innovative products to the marketplace.119
Firms able to simultaneously reduce costs while enhancing their ability to develop
innovative products increase their flexibility, an outcome that is particularly helpful to
firms implementing the integrated cost leadership/differentiation strategy. Exceeding
customers’ expectations regarding quality is a differentiating feature, and eliminating
process inefficiencies to cut costs allows the firm to offer that quality to customers at a
relatively low price. Thus, an effective TQM system helps the firm develop the flexibility
needed to spot opportunities to simultaneously increase differentiation and reduce costs.
Yet, TQM systems are available to all competitors. So they may help firms maintain competitive parity, but rarely alone will they lead to a competitive advantage.120

Total quality management
(TQM) is a managerial
innovation that emphasizes
an organization’s total
commitment to the
customer and to continuous
improvement of every
process through the
use of data-driven,
problem-solving
approaches based on
empowerment of employee
groups and teams.

Competitive Risks of the Integrated Cost
Leadership/Differentiation Strategy
The potential to earn above-average returns by successfully using the integrated cost
leadership/differentiation strategy is appealing. However, it is a risky strategy, because
firms find it difficult to perform primary and support activities in ways that allow them
to produce relatively inexpensive products with levels of differentiation that create value
for the target customer. Moreover, to properly use this strategy across time, firms must
be able to simultaneously reduce costs incurred to produce products (as required by the
cost leadership strategy) while increasing products’ differentiation (as required by the
differentiation strategy).
Firms that fail to perform the primary and support activities in an optimum manner
become “stuck in the middle.”121 Being stuck in the middle means that the firm’s cost
structure is not low enough to allow it to attractively price its products and that its products are not sufficiently differentiated to create value for the target customer. These firms
will not earn above-average returns and will earn average returns only when the structure
of the industry in which it competes is highly favorable.122 Thus, companies implementing the integrated cost leadership/differentiation strategy must be able to perform the
primary and support activities in ways that allow them to produce products that offer the
target customer some differentiated features at a relatively low cost/price.
Firms can also become stuck in the middle when they fail to successfully implement
either the cost leadership or the differentiation strategy. In other words, industry-wide
competitors too can become stuck in the middle. Trying to use the integrated strategy
is costly in that firms must pursue both low costs and differentiation. Firms may need
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SUMMARY
•

•

•

•

•

A business-level strategy is an integrated and coordinated
set of commitments and actions the firm uses to gain a
competitive advantage by exploiting core competencies in
specific product markets. Five business-level strategies (cost
leadership, differentiation, focused cost leadership, focused
differentiation, and integrated cost leadership/differentiation)
are examined in the chapter.
Customers are the foundation of successful business-level
strategies. When considering customers, a firm simultaneously examines three issues: who, what, and how. These
issues, respectively, refer to the customer groups to be
served, the needs those customers have that the firm seeks
to satisfy, and the core competencies the firm will use to
satisfy customers’ needs. Increasing segmentation of markets
throughout the global economy creates opportunities for
firms to identify more unique customer needs they can serve
with one of the business-level strategies.
Firms seeking competitive advantage through the cost
leadership strategy produce no-frills, standardized products
for an industry’s typical customer. However, these low-cost
products must be offered with competitive levels of differentiation. Above-average returns are earned when firms continuously emphasize efficiency such that their costs are lower
than those of their competitors, while providing customers
with products that have acceptable levels of differentiated
features.
Competitive risks associated with the cost leadership strategy include (1) a loss of competitive advantage to newer
technologies, (2) a failure to detect changes in customers’
needs, and (3) the ability of competitors to imitate the cost
leader’s competitive advantage through their own unique
strategic actions.
Through the differentiation strategy, firms provide
customers with products that have different (and valued)
features. Differentiated products must be sold at a
cost that customers believe is competitive relative to
the product’s features as compared to the cost/feature
combinations available from competitors’ goods. Because
of their uniqueness, differentiated goods or services are
sold at a premium price. Products can be differentiated
along any dimension that some customer group values.

Firms using this strategy seek to differentiate their products
from competitors’ goods or services along as many dimensions
as possible. The less similarity to competitors’ products, the
more buffered a firm is from competition with its rivals.
•

Risks associated with the differentiation strategy include
(1) a customer group’s decision that the differences between
the differentiated product and the cost leader’s goods or
services are no longer worth a premium price, (2) the inability
of a differentiated product to create the type of value for
which customers are willing to pay a premium price, (3) the
ability of competitors to provide customers with products
that have features similar to those of the differentiated product, but at a lower cost, and (4) the threat of counterfeiting,
whereby firms produce a cheap “knockoff” of a differentiated good or service.

•

Through the cost leadership and the differentiated focus
strategies, firms serve the needs of a narrow competitive
segment (e.g., a buyer group, product segment, or geographic area). This strategy is successful when firms have the
core competencies required to provide value to a specialized market segment that exceeds the value available from
firms serving customers on an industry-wide basis.

•

The competitive risks of focus strategies include (1) a competitor’s ability to use its core competencies to “outfocus”
the focuser by serving an even more narrowly defined market segment, (2) decisions by industry-wide competitors to
focus on a customer group’s specialized needs, and (3) a
reduction in differences of the needs between customers in
a narrow market segment and the industry-wide market.

•

Firms using the integrated cost leadership/differentiation
strategy strive to provide customers with relatively lowcost products that also have valued differentiated features.
Flexibility is required for the firm to learn how to use
primary and support activities in ways that allow them to
produce differentiated products at relatively low costs. The
primary risk of this strategy is that a firm might produce
products that do not offer sufficient value in terms of either
low cost or differentiation. In such cases, the company is
“stuck in the middle.” Firms stuck in the middle compete at
a disadvantage and are unable to earn more than average
returns.
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to form alliances with other firms to achieve differentiation, yet alliance partners may
extract prices for the use of their resources that make it difficult to meaningfully reduce
costs.123 Firms may be motivated to make acquisitions to maintain their differentiation
through innovation or to add products to their portfolio not offered by competitors.124
Recent research suggests that firms using “pure strategies,” either cost leadership or
differentiation, often outperform firms attempting to use a “hybrid strategy” (i.e., integrated cost leadership/differentiation strategy). This research suggests the risky nature
of using an integrated strategy.125 However, the integrated strategy is becoming more
common and perhaps necessary in many industries because of technological advances
and global competition.
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REVIEW
1. What is a business-level strategy?
2. What is the relationship between a firm’s customers and its
business-level strategy in terms of who, what, and how? Why
is this relationship important?
3. What are the differences among the cost leadership, differentiation, focused cost leadership, focused differentiation,

QUESTIONS

and integrated cost leadership/differentiation business-level
strategies?
4. How can each one of the business-level strategies be used
to position the firm relative to the five forces of competition
in a way that helps the firm earn above-average returns?
5. What are the specific risks associated with using each
business-level strategy?

EXPERIENTIAL EXERCISES
EXERCISE 1: CUSTOMER NEEDS AND STOCK
TRADING
Nearly 100 million Americans have investments in the stock market through shares of individual companies or positions in mutual
funds. At its peak volume, the New York Stock Exchange has
traded more than 3.5 billion shares in a single day. Stock brokerage firms are the conduit to help individuals plan their portfolios
and manage transactions. Given the scope of this industry, there
is no single definition of what customers consider as “superior
value” from a brokerage operation.

Part One
After forming small teams, the instructor will ask the teams to count off
by threes. The teams will study three different brokerage firms, with
team 1 examining TD Ameritrade (ticker: AMTD), team 2 E*TRADE
(ticker: ETFC), and team 3, Charles Schwab (ticker: SCHW).

Part Two
Each team should research its target company to answer the following questions:
•

•
•

Describe the “who, what, and how” for your firm. How stable
is this focus? How much have these elements changed in the
last five years?
Describe your firm’s strategy.
How does your firm’s strategy offer protection against each
of the five forces?

Part Three
In class, the instructor will ask two teams for each firm to summarize their results. Next, the whole class will discuss which firm is
most effective at meeting the needs of its customer base.

EXERCISE 2: CREATE A BUSINESS-LEVEL
STRATEGY
This assignment brings together elements from the previous chapters. Accordingly, you and your team will create

a business-level strategy for a firm of your own creation.
The instructor will assign you an industry for which you will
create an entry strategy using one of the five business-level
strategies.
Each team is assigned one of the business-level strategies
described in the chapter:
•
•
•
•
•

Cost leadership
Differentiation
Focused cost leadership
Focused differentiation
Integrated cost leadership/differentiation

Part One
Research your industry and describe the general environment. Using
the segments of the general environment, identify some factors for
each segment that are influential for your industry. Next, describe
the industry environment using Porter’s five-forces model. Database
services like Mint Global, Datamonitor, or IBISWorld can be helpful
in this regard. If those are not available, consult your local librarian
for assistance. After this, you should be able to clearly articulate the
opportunities and the threats that exist.

Part Two
Create on a poster the business-level strategy assigned to your
team. Be prepared to describe the following:
•
•
•
•
•
•

Vision statement and mission statement
Description of your target customer
Picture of your business—for example, where is it located
(downtown, suburb, rural, etc)?
Describe trends that provide opportunities and threats for
your intended strategy.
List the resources, both tangible and intangible, required to
compete successfully in this market.
How will you go about creating a sustainable competitive
advantage?

125

THE COUNTERINTUITIVE STRATEGY
William Johnson Chairman, president, and chief executive
officer/H. J. Heinz Company
William Johnson discusses the rationalization of business segments that the company found itself holding in 2002.
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts
•
•

Customers
Strategy

•
•
•

CASE

Focusing on capabilities
Portfolio of businesses
Business-level strategy

Questions
1. Research H. J. Heinz Company and describe its portfolio of
businesses and its business-level strategy.
2. Do you think the goal of any company should be to grow and
get bigger—particularly a publicly-traded one like Heinz?
3. In any corporation, should underperforming business segments be sold?
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Competitive Rivalry and
Competitive Dynamics

Studying
dying this chapter should provide you with the strategic
management
agement knowledge needed to:
1. Defi
efine competitors, competitive rivalry, competitive behavior, and
competitive
ompetitive dynamics.
2. Describe
escribe market commonality and resource similarity as the building
blocks
ocks of a competitor analysis.
3. Explain
xplain awareness, motivation, and ability as drivers of competitive
behaviors.
ehaviors.
4. Discuss
iscuss factors affecting the likelihood a competitor will take
competitive
ompetitive actions.
5. Describe factors affecting the likelihood a competitor will respond to
actions taken against it.
6. Explain the competitive dynamics in each of slow-cycle, fast-cycle,
and standard-cycle markets.

COMPETITION IN
RECESSIONS: LET THE
BAD TIMES ROLL

Bryan Bedder/Getty Images

Competitive rivalry often increases significantly
during recessions, and some selected businesses
in particular industries actually experience
heightened demand. When economic times
are bad, many people change their shopping behavior. In particular, people buy what they need
in goods but also search for ways to escape their daily negative environment (e.g., through
entertainment) and find ways to experience some form of enjoyment (e.g., eat sweets). For
these reasons, staple goods manufacturers; retailers that sell consumer staple goods, health care
products, and pharmaceuticals; movie
studios and theaters; video game
developers and distributors; candy
manufacturers; and those making and
distributing tobacco and alcohol tend to
do well during recessionary times. For
example, box-office receipts for movies
increased by 20 percent in 2008 and sales
were up over 17 percent in the first two
months of 2009. Home viewing of movies
increased as well. Netflix experienced an
increase of 600,000 new subscribers in
the first 1.5 months of 2009 alone.
Parents can afford to take their children
to the movies or rent them for viewing
at home, substituting this form of
entertainment for taking the children
on major trips to Disneyland and similar
more expensive adventures.
People frequently will reduce major
expenses where possible (e.g., increase
carpooling to work, use coupons for
purchases) but will also spend extra money
for some enjoyment, such as candy.
Consumers in the United States spend
billions of dollars for candy each year,
with an approximate increase of 3 percent
in 2008. A Nielsen survey revealed that
pasta, candy, and beer were relatively
immune from the negative effects of a
recession. Dylan Lauren, owner of Dylan’s
Candy Bar, noted that her company has
experienced sales increases during bad
times such as 9/11, war, and the falling
While consumers frequently reduce spending on
stock market. In fact, she is currently
large ticket items during periods of economic
expanding her business with plans to
strain, some businesses actually experience
open new outlets in Los Angeles and Las
growth as people adjust their priorities.
Vegas and adding a candy cocktail bar to
her headquarters in New York City. Of course, she has to compete with other specialty candy
companies (e.g., Rocky Mountain Chocolate Factory) and even large candy manufacturers
such as Hershey and Mars.
Water is a necessity, which draws increased attention even during bad economic times.
While the bottled water industry suffered a little during the last recession (sales decreased
by 2 percent in 2008), Coca-Cola, PepsiCo, and Nestle, three major bottled water
distributors, are fighting to gain enhanced market shares by introducing lower-cost versions,
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flavored-water varieties, and even vitamin-enhanced versions. In addition, they must deal
with the environmental concerns about the plastic bottles in which their product is distributed.
Interestingly, the economic decline has increased the number and type of competitors with
which Coke, Pepsi, and Nestle must contend. For example, water filter manufacturers and
distributors have experienced a growing demand for their products (replacing purchases of
bottled water with filtered tap water). Clean drinking water is an increasing global concern,
causing companies such as IBM to enter the market with new “water-management services.”
IBM projects the water-management services market to reach $20 billion by 2014. In addition,
major firms such as GE, Siemens, and Veolia Environment (France) are developing significant
plans to help provide clean water in different parts of the world.
Thus, we can conclude that competitive dynamics within industries vary considerably
and not all are affected negatively by economic recessions. Yet, changes in the market can
be quite challenging as markets are complex—new competitors enter and consumer tastes
change, with some of the changes likely to be long term, continuing even after good
economic times return.
Sources: 2008, Nielsen reveals consumer goods categories among those most immune, most vulnerable to
recession, Progressive Grocer, http://www.progressivegrocer.com, June 5; J. Flanigan, 2008, Keeping the water
pure is suddenly in demand, The New York Times, http://www.nytimes.com, June 19; M. Irvine, 2008, Candy a
sweet spot in sour economy, Newsvine, http://www.newsvine.com, June 23; F. C. Gil, 2008, Industry insiders:
Dylan Lauren, candy princess, BlackBook, http://www.blackbookmag.com, October 22; C. Palmer & N. Byrnes,
2009, Coke and Pepsi try reinventing water, BusinessWeek, http://www.businessweek.com, February 19; P. Huguenin,
2009. 10 industries going strong—despite the recession, New York Daily News, http://www.nydailynews.com,
February 19; M. Cieply & B. Barnes, 2009, In downturn, Americans flock to the movies, The New York Times,
http://www.nytimes.com, March 1; J. Robertson, 2009, IBM launches water-management services operation,
BusinessWeek, http://www.businessweek.com, March 13.

Competitors are firms
operating in the same
market, offering similar
products, and targeting
similar customers.
Competitive rivalry is
the ongoing set of
competitive actions and
competitive responses
that occur among firms
as they maneuver for an
advantageous market
position.
Competitive behavior is
the set of competitive
actions and competitive
responses the firm takes
to build or defend its
competitive advantages
and to improve its market
position.
Multimarket competition
occurs when firms
compete against each
other in several product
or geographic markets.

Firms operating in the same market, offering similar products, and targeting similar
customers are competitors.1 Southwest Airlines, Delta, United, Continental, and JetBlue
are competitors, as are PepsiCo and Coca-Cola Company. As described in the Opening
Case, PepsiCo and Coca-Cola are currently engaging in a heated competitive battle in the
market for bottled water with sales slipping and the two companies trying to maintain or
even increase their market share. And, even though the candy market is growing in the
recession, small candy retailers such as Dylan’s Candy Bar must compete for the expanding market with other specialty candy retailers (e.g., Rocky Mountain Chocolate Factory)
and large candy manufacturers (e.g., Hershey and Mars).
Firms interact with their competitors as part of the broad context within which they
operate while attempting to earn above-average returns.2 The decisions firms make about
their interactions with their competitors significantly affect their ability to earn aboveaverage returns.3 Because 80 to 90 percent of new firms fail, learning how to select the
markets in which to compete and how to best compete within them is highly important.4
Competitive rivalry is the ongoing set of competitive actions and competitive
responses that occur among firms as they maneuver for an advantageous market position.5 Especially in highly competitive industries, firms constantly jockey for advantage
as they launch strategic actions and respond or react to rivals’ moves.6 It is important
for those leading organizations to understand competitive rivalry, in that “the central,
brute empirical fact in strategy is that some firms outperform others,”7 meaning that
competitive rivalry influences an individual firm’s ability to gain and sustain competitive
advantages.8
A sequence of firm-level moves, rivalry results from firms initiating their own competitive actions and then responding to actions taken by competitors.9 Competitive
behavior is the set of competitive actions and responses the firm takes to build or defend
its competitive advantages and to improve its market position.10 Through competitive
behavior, the firm tries to successfully position itself relative to the five forces of competition (see Chapter 2) and to defend current competitive advantages while building advantages for the future (see Chapter 3). Increasingly, competitors engage in competitive
actions and responses in more than one market.11 Firms competing against each other in
several product or geographic markets are engaged in multimarket competition.12
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Why?

Competitors

Engage in

• To gain an advantageous
market position

Competitive
Rivalry

What results?

How?

• Through Competitive Behavior
• Competitive actions
• Competitive responses

What results?

• Competitive Dynamics
• Competitive actions and responses taken by all firms competing
in a market

Source: Adapted from M. J. Chen, 1996, Competitor analysis and interfirm rivalry: Toward a theoretical integration, Academy of Management Review,
21: 100–134.

All competitive behavior—that is, the total set of actions and responses taken by all firms
competing within a market—is called competitive dynamics. The relationships among
these key concepts are shown in Figure 5.1.
This chapter focuses on competitive rivalry and competitive dynamics. A firm’s strategies are dynamic in nature because actions taken by one firm elicit responses from
competitors that, in turn, typically result in responses from the firm that took the initial action.13 As explained in the Opening Case, Coca-Cola and PepsiCo are changing
how they compete because of the recession, out of concern for the environment, and in
response to each other and Nestle, another major competitor. Also, Dylan’s Candy Bar is
responding to increased demand by adding more outlets in additional cities. Yet, it must
also be sensitive to how competitors such as the Rocky Mountain Chocolate Factory
respond and actions taken by large, well-known candy manufacturers (e.g., Hershey).14
Competitive rivalry’s effect on the firm’s strategies is shown by the fact that a strategy’s success is determined not only by the firm’s initial competitive actions but also by
how well it anticipates competitors’ responses to them and by how well the firm anticipates and responds to its competitors’ initial actions (also called attacks).15 Although
competitive rivalry affects all types of strategies (e.g., corporate-level, acquisition, and
international), its dominant influence is on the firm’s business-level strategy or strategies.
Indeed, firms’ actions and responses to those of their rivals are the basic building blocks of
business-level strategies.16 Recall from Chapter 4 that business-level strategy is concerned
with what the firm does to successfully use its competitive advantages in specific product
markets. In the global economy, competitive rivalry is intensifying,17 meaning that the
significance of its effect on firms’ business-level strategies is increasing. However, firms
that develop and use effective business-level strategies tend to outperform competitors
in individual product markets, even when experiencing intense competitive rivalry that
price cuts bring about.18

Competitive
dynamics refer
to all competitive
behaviors—that is, the
total set of actions and
responses taken by all
firms competing within a
market.

Chapter 5: Competitive Rivalry and Competitive Dynamics

Figure 5.1 From Competitors to Competitive Dynamics
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A Model of Competitive Rivalry
Competitive rivalry evolves from the pattern of actions and responses as one firm’s competitive actions have noticeable effects on competitors, eliciting competitive responses
from them.19 This pattern suggests that firms are mutually interdependent, that they are
affected by each other’s actions and responses, and that marketplace success is a function
of both individual strategies and the consequences of their use.20 Increasingly, too, executives recognize that competitive rivalry can have a major effect on the firm’s financial performance21 Research shows that intensified rivalry within an industry results in decreased
average profitability for the competing firms.22
Figure 5.2 presents a straightforward model of competitive rivalry at the firm level;
this type of rivalry is usually dynamic and complex.23 The competitive actions and
responses the firm takes are the foundation for successfully building and using its capabilities and core competencies to gain an advantageous market position.24 The model
in Figure 5.2 presents the sequence of activities commonly involved in competition
between a particular firm and each of its competitors. Companies can use the model
to understand how to be able to predict competitors’ behavior (actions and responses)
and reduce the uncertainty associated with competitors’ actions.25 Being able to predict
competitors’ actions and responses has a positive effect on the firm’s market position
and its subsequent financial performance.26 The sum of all the individual rivalries modeled in Figure 5.2 that occur in a particular market reflects the competitive dynamics in
that market.
The remainder of the chapter explains components of the model shown in
Figure 5.2. We first describe market commonality and resource similarity as the building blocks of a competitor analysis. Next, we discuss the effects of three organizational
characteristics— awareness, motivation, and ability—on the firm’s competitive behavior. We then examine competitive rivalry between firms, or interfirm rivalry, in detail by
describing the factors that affect the likelihood a firm will take a competitive action and
the factors that affect the likelihood a firm will respond to a competitor’s action. In the
chapter’s final section, we turn our attention to competitive dynamics to describe how
market characteristics affect competitive rivalry in slow-cycle, fast-cycle, and standardcycle markets.

Figure 5.2 A Model of Competitive Rivalry

Competitive Analysis
• Market commonality
• Resource similarity

Drivers of Competitive
Behavior
• Awareness
• Motivation
• Ability

Interfirm Rivalry
• Likelihood of Attack
• First-mover incentives
• Organizational size
• Quality
• Likelihood of Response
• Type of competitive
action
• Reputation
• Market dependence

Outcomes
• Market position
• Financial
performance

Feedback

Source: Adapted from M. J. Chen, 1996, Competitor analysis and interfirm rivalry: Toward a theoretical integration, Academy of Management Review, 21: 100–134.
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As previously noted, a competitor analysis is the first step the firm takes to be able to predict
the extent and nature of its rivalry with each competitor. The number of markets in which
firms compete against each other (called market commonality, defined on the following
pages) and the similarity in their resources (called resource similarity, also defined in the
following section) determine the extent to which the firms are competitors. Firms with
high market commonality and highly similar resources are “clearly direct and mutually
acknowledged competitors.”27 The drivers of competitive behavior—as well as factors influencing the likelihood that a competitor will initiate competitive actions and will respond to
its competitor’s actions—influence the intensity of rivalry, even for direct competitors.28
In Chapter 2, we discussed competitor analysis as a technique firms use to understand their competitive environment. Together, the general, industry, and competitive
environments comprise the firm’s external environment. We also described how competitor
analysis is used to help the firm understand its competitors. This understanding results
from studying competitors’ future objectives, current strategies, assumptions, and capabilities (see Figure 2.3 on page 60). In this chapter, the discussion of competitor analysis is extended to describe what firms study to be able to predict competitors’ behavior
in the form of their competitive actions and responses. The discussions of competitor
analysis in Chapter 2 and in this chapter are complementary in that firms must first
understand competitors (Chapter 2) before their competitive actions and competitive
responses can be predicted (this chapter). These analyses are highly important because
they help managers to avoid “competitive blind spots,” in which managers are unaware of
specific competitors or their capabilities. If managers have competitive blind spots, they
may be surprised by a competitor’s actions, thereby allowing the competitor to increase
its market share at the expense of the manager’s firm.29 Competitor analyses are especially
important when a firm enters a foreign market. Managers need to understand the local
competition and foreign competitors currently operating in the market.30 Without such
analyses, they are less likely to be successful.

Market Commonality
Each industry is composed of various markets. The financial services industry has markets for insurance, brokerage services, banks, and so forth. To concentrate on the needs
of different, unique customer groups, markets can be further subdivided. The insurance market, for example, could be broken into market segments (such as commercial
and consumer), product segments (such as health insurance and life insurance), and
geographic markets (such as Western Europe and Southeast Asia). In general, the capabilities
the Internet’s technologies generate help to shape the nature of industries’ markets along
with the competition among firms operating in them.31 For example, widely available
electronic news sources affect how traditional print news distributors such as newspapers
conduct their business.
Competitors tend to agree about the different characteristics of individual markets
that form an industry.32 For example, in the transportation industry, the commercial air
travel market differs from the ground transportation market, which is served by such
firms as YRC Worldwide (one of the largest transportation service providers in the
world)33 and major YRC competitors Arkansas Best, Con-way Inc., and FedEx Freight.34
Although differences exist, many industries’ markets are partially related in terms of
technologies used or core competencies needed to develop a competitive advantage.
For example, different types of transportation companies need to provide reliable and
timely service. Commercial air carriers such as Southwest, Continental, and JetBlue must
therefore develop service competencies to satisfy their passengers, while YRC and its
major competitors must develop such competencies to serve the needs of those using
their fleets to ship goods.
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Firms sometimes compete against each other in several markets that are in different
industries. As such these competitors interact with each other several times, a condition called market commonality. More formally, market commonality is concerned
with the number of markets with which the firm and a competitor are jointly involved
and the degree of importance of the individual markets to each.35 When firms produce
similar products and compete for the same customers, the competitive rivary is likely to
be high.36 Firms competing against one another in several or many markets engage in
multimarket competition.37 Coca-Cola and PepsiCo compete across a number of product
(e.g., soft drinks, bottled water) and geographic markets (throughout the United States
and in many foreign markets) as suggested in the Opening Case. Even smaller firms, such
as Dylan’s Candy Bar, are likely to compete with some competitors in several geographic
markets as they enter new cities. Airlines, chemicals, pharmaceuticals, and consumer
foods are examples of other industries in which firms often simultaneously compete
against each other in multiple markets.
Firms competing in several markets have the potential to respond to a competitor’s
actions not only within the market in which the actions are taken, but also in other
markets where they compete with the rival. This potential creates a complicated competitive mosaic in which “the moves an organization makes in one market are designed to
achieve goals in another market in ways that aren’t immediately apparent to its rivals.”38
This potential complicates the rivalry between competitors. In fact, research suggests that “a firm with
greater multimarket contact is less likely to initiate an attack, but more likely to move (respond)
aggressively when attacked.”39 Thus, in general,
multimarket competition reduces competitive
rivalry, but some firms will still compete when the
potential rewards (e.g., potential market share gain)
are high.40

In order to grow, DHL
Express is tasked with
competing against
UPS and FEDEX, much
larger rivals with similar
resources.

Market commonality is
concerned with the
number of markets with
which the firm and a
competitor are jointly
involved and the degree
of importance of the
individual markets to each.
Resource similarity is the
extent to which the firm’s
tangible and intangible
resources are comparable
to a competitor’s in terms
of both type and amount.

Resource Similarity
Resource similarity is the extent to which the firm’s

tangible and intangible resources are comparable to
a competitor’s in terms of both type and amount.41
Firms with similar types and amounts of resources
are likely to have similar strengths and weaknesses
and use similar strategies.42 The competition between FedEx and United Parcel Service
(UPS) in using information technology to improve the efficiency of their operations
and to reduce costs demonstrates these expectations. Pursuing similar strategies that are
supported by similar resource profiles, personnel in these firms work at a feverish pace
to receive, sort, and ship packages. At a UPS hub, for example, “workers have less than
four hours (on a peak night) to process more than a million packages from at least 100
planes and probably 160 trucks.”43 FedEx and UPS are both spending more than $1 billion annually on research and development (R&D) to find ways to improve efficiency
and reduce costs. Rival DHL Express is trying to compete with the two global giants
supported by the privatized German postal service, Deutsche Post World Net, which
acquired it in 2002. While DHL has made impressive gains in recent years (e.g., increasing its brand awareness and building impressive operations in the United States), it still
must struggle to compete against its stronger rivals with similar resources. To survive,
it has negotiated a partnership agreement with UPS in which UPS will handle DHL’s
air shipments. Such arrangements are often referred to as “coopetition” (cooperation
between competitors).44
When performing a competitor analysis, a firm analyzes each of its competitors in
terms of market commonality and resource similarity. The results of these analyses can be
mapped for visual comparisons. In Figure 5.3, we show different hypothetical intersections
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between the firm and individual competitors in terms of market commonality and
resource similarity. These intersections indicate the extent to which the firm and those
with which it is compared are competitors. For example, the firm and its competitor
displayed in quadrant I have similar types and amounts of resources (i.e., the two firms
have a similar portfolio of resources). The firm and its competitor in quadrant I would
use their similar resource portfolios to compete against each other in many markets that
are important to each. These conditions lead to the conclusion that the firms modeled
in quadrant I are direct and mutually acknowledged competitors (e.g., FedEx and UPS).
In contrast, the firm and its competitor shown in quadrant III share few markets and
have little similarity in their resources, indicating that they aren’t direct and mutually
acknowledged competitors. Thus, a small local, family-owned Italian restaurant does
not compete directly against Olive Garden nor does it have resources that are similar
to those of Darden Restaurants, Inc. (Olive Garden’s owner). The firm’s mapping of
its competitive relationship with rivals is fluid as firms enter and exit markets and as
companies’ resources change in type and amount. Thus, the companies with which the
firm is a direct competitor change across time.

Drivers of Competitive Actions and Responses
As shown in Figure 5.2 (on page 132) market commonality and resource similarity influence the drivers (awareness, motivation, and ability) of competitive behavior. In turn, the
drivers influence the firm’s competitive behavior, as shown by the actions and responses
it takes while engaged in competitive rivalry.45
Awareness, which is a prerequisite to any competitive action or response taken by a
firm, refers to the extent to which competitors recognize the degree of their mutual interdependence that results from market commonality and resource similarity.46 Awareness
tends to be greatest when firms have highly similar resources (in terms of types and
amounts) to use while competing against each other in multiple markets. Komatsu Ltd.,
Japan’s top construction machinery maker and U.S.-based Caterpillar Inc. have similar
resources and are certainly aware of each other’s actions.47 The same is true for Wal-Mart
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and France’s Carrefour, the two largest supermarket groups in the world as noted in the
Strategic Focus. The last two firms’ joint awareness has increased as they use similar
resources to compete against each other for dominant positions in multiple European and
South American markets.48 Awareness affects the extent to which the firm understands
the consequences of its competitive actions and responses. A lack of awareness can lead to
excessive competition, resulting in a negative effect on all competitors’ performance.49
Motivation, which concerns the firm’s incentive to take action or to respond to a
competitor’s attack, relates to perceived gains and losses. Thus, a firm may be aware of
competitors but may not be motivated to engage in rivalry with them if it perceives that
its position will not improve or that its market position won’t be damaged if it doesn’t
respond.50 In some cases, firms may locate near competitors in order to more easily access
suppliers and customers. For example, Latin American banks have located operations in
Miami, Florida, to reach customers from a similar culture and to access employees who
understand this culture as well. In Miami, there are several Latin American banks that
direct most of their competitive actions at U.S. financial institutions.51
Market commonality affects the firm’s perceptions and resulting motivation. For
example, the firm is generally more likely to attack the rival with whom it has low market
commonality than the one with whom it competes in multiple markets. The primary reason is the high stakes involved in trying to gain a more advantageous position over a rival
with whom the firm shares many markets. As mentioned earlier, multimarket competition
can find a competitor responding to the firm’s action in a market different from the one
in which the initial action was taken. Actions and responses of this type can cause both
firms to lose focus on core markets and to battle each other with resources that had been
allocated for other purposes. Because of the high stakes of competition under the condition of market commonality, the probability is high that the attacked firm will respond to
its competitor’s action in an effort to protect its position in one or more markets.52
In some instances, the firm may be aware of the markets it shares with a competitor
and be motivated to respond to an attack by that competitor, but lack the ability to do
so. Ability relates to each firm’s resources and the flexibility they provide. Without available resources (such as financial capital and people), the firm lacks the ability to attack
a competitor or respond to its actions. For example, smaller and newer firms tend to be
more innovative but generally have fewer resources to attack larger and established competitors. Likewise, foreign firms often are at a disadvantage against local firms because of
the local firms’ social capital (relationships) with consumers, suppliers, and government
officials.53 However, similar resources suggest similar abilities to attack and respond.
When a firm faces a competitor with similar resources, careful study of a possible attack
before initiating it is essential because the similarly resourced competitor is likely to
respond to that action.54
Resource dissimilarity also influences competitive actions and responses between
firms, in that “the greater is the resource imbalance between the acting firm and competitors or potential responders, the greater will be the delay in response”55 by the firm with
a resource disadvantage. For example, Wal-Mart initially used a focused cost leadership
strategy to compete only in small communities (those with a population of 25,000 or less).
Using sophisticated logistics systems and extremely efficient purchasing practices, among
others, to gain competitive advantages, Wal-Mart created a new type of value (primarily
in the form of wide selections of products at the lowest competitive prices) for customers
in small retail markets. Local competitors lacked the ability to marshal needed resources
at the pace required to respond quickly and effectively. However, even when facing competitors with greater resources (greater ability) or more attractive market positions, firms
should eventually respond, no matter how daunting the task seems. Choosing not to
respond can ultimately result in failure, as happened with at least some local retailers who
didn’t respond to Wal-Mart’s competitive actions. Of course, the actions taken by WalMart were only the beginning. Wal-Mart has become the largest retailer in the world and
feared by all competitors, large and small as explained in the Strategic Focus.

THE COMPETITIVE
BATTLE AMONG BIG BOX
RETAILERS: WAL-MART
VERSUS ALL THE OTHERS
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When Wal-Mart enters a new market, the
incumbent competitors commonly experience
declines in their sales of 5 to 17 percent.
Wal-Mart is the largest retailer in the world, with
annual sales of more than $400 billion. As such,
it buys in huge quantities and can command a very low price from all suppliers. Its low costs
for goods and its highly efficient distribution system allow it to offer the lowest price on any
goods it sells. If this is not enough, the severe global economic recession experienced in 2008
and 2009 attracted more customers to Wal-Mart and away from competitors such as Target
and Carrefour. In fact, both Target and Carrefour experienced major reductions in their sales
while Wal-Mart had small increases. For example, in December 2008, Target had a 4.1 percent
decline in sales and Wal-Mart enjoyed a 2.5 percent increase. J. C. Penney’s sales declined
even more—8.8 percent. Wal-Mart’s sales also increased in the first two months of 2009.
Target matches Wal-Mart’s prices on approximately
25 percent of its products but cannot with more
products because its cost structure is not as favorable. Carrefour tried to match Wal-Mart and other
competitors by severely dropping its prices during the
recession with the intent of keeping its customers, but
it suffered from the lost margins. Through the worst
stock market in many years, Wal-Mart’s stock price
only declined 2 percent while Carrefour’s stock price
decreased by 45 percent. Wal-Mart has a reputation for
selling high-quality goods at the lowest possible prices.
So, during the recession, many people shopped at
Wal-Mart even when competitors matched Wal-Mart’s
prices. In fact, many families purposely “traded down”
during the bad economic times. Even Sam’s Club,
Wal-Mart’s warehouse retailer operations, performed
Wal-Mart’s consistently low prices and
well. Costco, its primary competitor, had outperformed
good quality have brought in new customers during the recession who might
Sam’s for several years prior to the recession. However,
have otherwise shopped at a competitor.
during the recession Sam’s passed Costco with sales
increases of 5.9 percent in same-store sales compared to Costco’s 4 percent increase.
The only way that competitors can usually survive in markets with Wal-Mart is to add
differentiated products in niches where Wal-Mart is not strong. In fact, Target successfully
positioned itself as an “upscale discounter” trying to avoid direct competition with Wal-Mart.
However, during recessions, discounts on upscale goods are not as valuable. Thus, even Target
tried to add more basic goods and add to its food lines. Interestingly, both Target and Wal-Mart
planned to open a number of stores during 2009 even with the economic downturn. But, Target
simultaneously downsized its headquarters’ staff by 1,000 positions. The main concern of many
Wal-Mart competitors now is how to regain the market share they lost in the recession when the
economy recovers. The challenges ahead for Wal-Mart’s competitors are substantial.
Sources: 2008, Wal-Mart, Wikipedia, http://www.wikipedia.org; S. Rosenbloom, 2008, For Wal-Mart, a Christmas
that’s made to order, The New York Times, http://www.nytimes.com, November 6; F. Forrest, 2009, What happens
when Wal-Mart enters, Insights, Marketing Science Institute, Winter; J. Birchall, 2009, Target to cut 1,000 HQ
positions, Financial Times, http://www.ft.com, January 27; M. Bustillo, 2009, New chief at Wal-Mart looks abroad
for growth, The Wall Street Journal, http://www.wsj.com, February 2; J. Birchall, 2009, Wal-Mart’s U.S. sales surge
ahead, Financial Times, http://www.ft.com, March 5; A. Zimmerman, 2009, Wal-Mart tosses a PR “jump ball,”
The Wall Street Journal, http://www.wsj.com, March 12; M. Neal, 2009, Carrefour’s no Wal-Mart, The Wall Street
Journal, http://www.wsj.com, March 12; S. Gregory, 2009, Wal-Mart vs. Target: No contest in the recession, Time,
http://www.time.com, March 14.
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The ongoing competitive action/response sequence between a firm and a competitor affects
the performance of both firms;56 thus it is important for companies to carefully analyze
and understand the competitive rivalry present in the markets they serve to select and
implement successful strategies.57 Understanding a
competitor’s awareness, motivation, and ability helps
the firm to predict the likelihood of an attack by that
competitor and the probability that a competitor will
respond to actions taken against it.
As we described earlier, the predictions drawn from
studying competitors in terms of awareness, motivation,
and ability are grounded in market commonality and
resource similarity. These predictions are fairly general.
The value of the final set of predictions the firm develops about each of its competitors’ competitive actions
and responses is enhanced by studying the “Likelihood
of Attack” factors (such as first-mover incentives and
organizational size) and the “Likelihood of Response”
factors (such as the actor’s reputation) that are shown
in Figure 5.2. Evaluating and understanding these factors allow the firm to refine the predictions it makes about its competitors’ actions and responses.
Image courtesy of the Advertising Archives
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Competitive Rivalry

In response to shrinking
market share, executives
at Guess, Inc. made the
decision to take the brand
upscale rather than cut
prices and potentially see
their brand equity decline.

A competitive action is a
strategic or tactical action
the firm takes to build or
defend its competitive
advantages or improve its
market position.
A competitive response
is a strategic or tactical
action the firm takes to
counter the effects of a
competitor’s competitive
action.
A strategic action or
a strategic response
is a market-based
move that involves a
significant commitment of
organizational resources
and is difficult to implement
and reverse.
A tactical action or a
tactical response is a
market-based move that
is taken to fine-tune a
strategy; it involves fewer
resources and is relatively
easy to implement and
reverse.

Strategic and Tactical Actions
Firms use both strategic and tactical actions when forming their competitive actions and
competitive responses in the course of engaging in competitive rivalry.58 A competitive
action is a strategic or tactical action the firm takes to build or defend its competitive
advantages or improve its market position. A competitive response is a strategic or
tactical action the firm takes to counter the effects of a competitor’s competitive action.
A strategic action or a strategic response is a market-based move that involve a significant commitment of organizational resources and is difficult to implement and reverse.
A tactical action or a tactical response is a market-based move that is taken to fine-tune
a strategy; it involves fewer resources and is relatively easy to implement and reverse.
The decision a few years ago by newly installed leaders at Guess Inc. to take their
firm’s brand of denims and related products upscale rather than dilute the brand more
by lowering prices when Guess was losing market share is an example of a strategic
response.59 And Boeing’s decision to commit the resources required to build the superefficient 787 midsized jetliner with its first deliveries in 2007 and 200860 demonstrates a
strategic action. Changes in airfares are somewhat frequently announced by airlines. As
tactical actions that are easily reversed, pricing decisions are often taken by these firms
to increase demand in certain markets during certain periods.
As discussed in the Strategic Focus, Wal-Mart prices aggressively as a means of increasing revenues and gaining market share at the expense of competitors. But discounted
prices with high expenses (as implemented by Carrefour) weigh on margins and slow
profit growth (or possibly even produce losses). Although pricing aggressively is at the
core of what Wal-Mart is and how it competes, can the tactical action of aggressive pricing
continue to lead to the competitive success the firm has enjoyed historically? Is Wal-Mart
achieving the type of balance between strategic and tactical competitive actions and competitive responses that is a foundation for all firms’ success in marketplace competitions?
When engaging rivals in competition, firms must recognize the differences between
strategic and tactical actions and responses and should develop an effective balance
between the two types of competitive actions and responses. Airbus, Boeing’s major
competitor in commercial airliners, is aware that Boeing is strongly committed to taking
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actions it believes are necessary to successfully launch the 787 jetliner, because deciding
to design, build, and launch the 787 is a major strategic action. In fact, many analysts
believe that Boeing’s development of the 787 airliner was a strategic response to Airbus’s
new A380 aircraft.

Likelihood of Attack
In addition to market commonality, resource similarity, and the drivers of awareness,
motivation, and ability, other factors affect the likelihood a competitor will use strategic
actions and tactical actions to attack its competitors. Three of these factors—first-mover
incentives, organizational size, and quality—are discussed next.

First-Mover Incentives
A first mover is a firm that takes an initial competitive action in order to build or defend its
competitive advantages or to improve its market position. The first-mover concept has been
influenced by the work of the famous economist Joseph Schumpeter, who argued that firms
achieve competitive advantage by taking innovative actions61 (innovation is defined and
described in detail in Chapter 13). In general, first movers “allocate funds for product innovation and development, aggressive advertising, and advanced research and development.”62
The benefits of being a successful first mover can be substantial.63 Especially in fastcycle markets (discussed later in the chapter), where changes occur rapidly and where it is
virtually impossible to sustain a competitive advantage for any length of time, a first mover
can experience many times the valuation and revenue of a second mover.64 This evidence
suggests that although first-mover benefits are never absolute, they are often critical to a
firm’s success in industries experiencing rapid technological developments and relatively
short product life cycles.65 In addition to earning above-average returns until its competitors respond to its successful competitive action, the first mover can gain (1) the loyalty of
customers who may become committed to the goods or services of the firm that first made
them available, and (2) market share that can be difficult for competitors to take during
future competitive rivalry.66 The general evidence that first movers have greater survival
rates than later market entrants67 is perhaps the culmination of first-mover benefits.
The firm trying to predict its competitors’ competitive actions might conclude that
they will take aggressive strategic actions to gain first movers’ benefits. However, even
though a firm’s competitors might be motivated to be first movers, they may lack the
ability to do so. First movers tend to be aggressive and willing to experiment with innovation and take higher, yet reasonable, levels of risk.68 To be a first mover, the firm must
have readily available the resources to significantly invest in R&D as well as to rapidly
and successfully produce and market a stream of innovative products.69
Organizational slack makes it possible for firms to have the ability (as measured by
available resources) to be first movers. Slack is the buffer or cushion provided by actual
or obtainable resources that aren’t currently in use and are in excess of the minimum
resources needed to produce a given level of organizational output.70 As a liquid resource,
slack can quickly be allocated to support competitive actions, such as R&D investments
and aggressive marketing campaigns that lead to first-mover advantages. This relationship between slack and the ability to be a first mover allows the firm to predict that a first
mover competitor likely has available slack and will probably take aggressive competitive
actions to continuously introduce innovative products. Furthermore, the firm can predict that as a first mover, a competitor will try to rapidly gain market share and customer
loyalty in order to earn above-average returns until its competitors are able to effectively
respond to its first move.
Firms evaluating their competitors should realize that being a first mover carries risk.
For example, it is difficult to accurately estimate the returns that will be earned from
introducing product innovations to the marketplace.71 Additionally, the first mover’s

A first mover is a firm
that takes an initial
competitive action
in order to build or
defend its competitive
advantages or to
improve its market
position.

140
Part 2: Strategic Actions: Strategy Formulation

cost to develop a product innovation can be substantial, reducing the slack available to
support further innovation. Thus, the firm should carefully study the results a competitor achieves as a first mover. Continuous success by the competitor suggests additional
product innovations, while lack of product acceptance over the course of the competitor’s innovations may indicate less willingness in the future to accept the risks of being
a first mover.72
A second mover is a firm that responds to the first mover’s competitive action,
typically through imitation. More cautious than the first mover, the second mover studies customers’ reactions to product innovations. In the course of doing so, the second
mover also tries to find any mistakes the first mover made so that it can avoid them and
the problems they created. Often, successful imitation of the first mover’s innovations
allows the second mover to avoid the mistakes and the major investments required of
the pioneers (first movers).73
Second movers also have the time to develop processes and technologies that are
more efficient than those used by the first mover or that create additional value for
consumers.74 The most successful second movers rarely act too fast (so they can fully
analyze the first mover’s actions) nor too slow (so they do not give the first mover time
to correct its mistakes and “lock in” customer loyalty).75 Overall, the outcomes of the
first mover’s competitive actions may provide an effective blueprint for second and
even late movers (discussed below) as they determine the nature and timing of their
competitive responses.76 Determining whether a competitor is an effective second mover
(based on its past actions) allows a first-mover firm to predict that the competitor will
respond quickly to successful, innovation-based market entries. The first mover can
expect a successful second-mover competitor to study its market entries and to respond
with a new entry into the market within a short time period. As a second mover, the
competitor will try to respond with a product that provides greater customer value than
does the first mover’s product. The most successful second movers are able to rapidly and
meaningfully interpret market feedback to respond quickly, yet successfully, to the first
mover’s successful innovations.
A late mover is a firm that responds to a competitive action a significant amount
of time after the first mover’s action and the second mover’s response. Typically, a late
response is better than no response at all, although any success achieved from the late
competitive response tends to be considerably less than that achieved by first and second
movers. However, on occasion, late movers can be successful if they develop a unique
way to enter the market and compete.77
The firm competing against a late mover can predict that the competitor will likely
enter a particular market only after both the first and second movers have achieved
success in that market. Moreover, on a relative basis, the firm can predict that the late
mover’s competitive action will allow it to earn average returns only after the considerable time required for it to understand how to create at least as much customer value as
that offered by the first and second movers’ products.

Organizational Size
A second mover is a
firm that responds to the
first mover’s competitive
action, typically through
imitation.
A late mover is a
firm that responds to
a competitive action a
significant amount of
time after the first mover’s
action and the second
mover’s response.

An organization’s size affects the likelihood it will take competitive actions as well as
the types and timing of those actions.78 In general, small firms are more likely than large
companies to launch competitive actions and tend to do it more quickly. Smaller firms
are thus perceived as nimble and flexible competitors who rely on speed and surprise
to defend their competitive advantages or develop new ones while engaged in competitive rivalry, especially with large companies, to gain an advantageous market position.79
Small firms’ flexibility and nimbleness allow them to develop variety in their competitive
actions; large firms tend to limit the types of competitive actions used.80
Large firms, however, are likely to initiate more competitive actions along with more
strategic actions during a given period.81 Thus, when studying its competitors in terms
of organizational size, the firm should use a measurement such as total sales revenue or
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total number of employees. The competitive actions the firm likely will encounter from
competitors larger than it is will be different from the competitive actions it will encounter from smaller competitors.
The organizational size factor adds another layer of complexity. When engaging in
competitive rivalry, the firm often prefers a large number of unique competitive actions.
Ideally, the organization has the amount of slack resources held by a large firm to launch
a greater number of competitive actions and a small firm’s flexibility to launch a greater
variety of competitive actions. Herb Kelleher, cofounder and former CEO of Southwest
Airlines, addressed this matter: “Think and act big and we’ll get smaller. Think and act
small and we’ll get bigger.”82
In the context of competitive rivalry, Kelleher’s statement can be interpreted to mean
that relying on a limited number or types of competitive actions (which is the large firm’s
tendency) can lead to reduced competitive success across time, partly because competitors learn how to effectively respond to the predictable. In contrast, remaining flexible
and nimble (which is the small firm’s tendency) in order to develop and use a wide variety of competitive actions contributes to success against rivals.
As explained in the Strategic Focus, Wal-Mart is a huge firm and generates annual
sales revenue that makes it the world’s largest company. Because of its size, scale, and
resources, Wal-Mart has the flexibility required to take many types of competitive actions
that few—if any—of its competitors can undertake. Demonstrating this type of flexibility
in terms of competitive actions may prove critical to Wal-Mart’s battles with competitors
such as Costco and Target, among others.

Quality
Quality has many definitions, including well-established ones relating it to the production of goods or services with zero defects83 and as a cycle of continuous improvement.84
From a strategic perspective, we consider quality to be the outcome of how a firm completes primary and support activities (see Chapter 3). Thus, quality exists when the firm’s
goods or services meet or exceed customers’ expectations. Some evidence suggests that
quality may be the most critical component in satisfying the firm’s customers.85
In the eyes of customers, quality is about doing the right things relative to performance measures that are important to them.86 Customers may be interested in measuring
the quality of a firm’s goods and services against a broad range of dimensions. Sample
quality dimensions in which customers commonly express an interest are shown in Table
5.1. Quality is possible only when top-level managers support it and when its importance
is institutionalized throughout the entire organization and its value chain.87 When quality is institutionalized and valued by all, employees and managers alike become vigilant
about continuously finding ways to improve quality.88
Quality is a universal theme in the global economy and is a necessary but not
sufficient condition for competitive success.89 Without quality, a firm’s products lack
credibility, meaning that customers don’t think of them as viable options. Indeed,
customers won’t consider buying a product until they believe that it can satisfy at
least their base-level expectations in terms of quality dimensions that are important
to them. Boeing’s new 787 aircraft may have problems in the marketplace because of
quality concerns. For example, Chi Zhou, Chairman of Shanghai Airlines, suggested
that the 787 does not “fully meet the quality that Boeing touted earlier.” As such
Zhou stated that his airline may cancel or postpone delivery of its order for nine
aircraft.90
Quality affects competitive rivalry. The firm evaluating a competitor whose products
suffer from poor quality can predict declines in the competitor’s sales revenue until the
quality issues are resolved. In addition, the firm can predict that the competitor likely
won’t be aggressive in its competitive actions until the quality problems are corrected in
order to gain credibility with customers. However, after the problems are corrected, that
competitor is likely to take more aggressive competitive actions.

Quality exists when
the firm’s goods or
services meet or
exceed customers’
expectations.
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Table 5.1 Quality Dimensions of Goods and Services
Product Quality Dimensions
1. Performance—Operating characteristics
2. Features—Important special characteristics
3. Flexibility—Meeting operating specifications over some period of time
4. Durability—Amount of use before performance deteriorates
5. Conformance—Match with preestablished standards
6. Serviceability—Ease and speed of repair
7. Aesthetics—How a product looks and feels
8. Perceived quality—Subjective assessment of characteristics (Product image)
Service Quality Dimensions
1. Timeliness—Performed in the promised period of time
2. Courtesy—Performed cheerfully
3. Consistency—Giving all customers similar experiences each time
4. Convenience—Accessibility to customers
5. Completeness—Fully serviced, as required
6. Accuracy—Performed correctly each time
Source: Adapted from J. Evans, 2008, Managing for Quality and Performance, 7th ed., Mason, OH: Thomson Publishing.

Likelihood of Response
The success of a firm’s competitive action is affected by the likelihood that a competitor will respond to it as well as by the type (strategic or tactical) and effectiveness of that
response. As noted earlier, a competitive response is a strategic or tactical action the firm
takes to counter the effects of a competitor’s competitive action. In general, a firm is likely
to respond to a competitor’s action when (1) the action leads to better use of the competitor’s capabilities to gain or produce stronger competitive advantages or an improvement
in its market position, (2) the action damages the firm’s ability to use its capabilities to create or maintain an advantage, or (3) the firm’s market position becomes less defensible.91
In addition to market commonality and resource similarity and awareness, motivation, and ability, firms evaluate three other factors—type of competitive action, reputation, and market dependence—to predict how a competitor is likely to respond to
competitive actions (see Figure 5.2 on page 133).

Type of Competitive Action
Competitive responses to strategic actions differ from responses to tactical actions. These
differences allow the firm to predict a competitor’s likely response to a competitive action
that has been launched against it. Strategic actions commonly receive strategic responses
and tactical actions receive tactical responses. In general, strategic actions elicit fewer total
competitive responses because strategic responses, such as market-based moves, involve
a significant commitment of resources and are difficult to implement and reverse.92
Another reason that strategic actions elicit fewer responses than do tactical actions
is that the time needed to implement a strategic action and to assess its effectiveness
can delay the competitor’s response to that action.93 In contrast, a competitor likely will
respond quickly to a tactical action, such as when an airline company almost immediately
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matches a competitor’s tactical action of reducing prices in certain markets. Either strategic actions or tactical actions that target a large number of a rival’s customers are likely
to elicit strong responses.94 In fact, if the effects of a
competitor’s strategic action on the focal firm are
significant (e.g., loss of market share, loss of major
resources such as critical employees), a response is
likely to be swift and strong.95

Actor’s Reputation

AP Photo/Ng Han Guan

In the context of competitive rivalry, an actor is the
firm taking an action or a response while reputation is “the positive or negative attribute ascribed
by one rival to another based on past competitive
behavior.”96 A positive reputation may be a source
of above-average returns, especially for consumer
goods producers.97 Thus, a positive corporate reputation is of strategic value98 and affects competitive
rivalry. To predict the likelihood of a competitor’s
response to a current or planned action, firms evaluate the responses that the competitor has taken previously when attacked—past behavior is assumed to be a predictor of
future behavior.
Competitors are more likely to respond to strategic or tactical actions when they are
taken by a market leader.99 In particular, evidence suggests that commonly successful
actions, especially strategic actions, will be quickly imitated. For example, although a
second mover, IBM committed significant resources to enter the PC market. When IBM
was immediately successful in this endeavor, competitors such as Dell, Compaq, HP, and
Gateway responded with strategic actions to enter the market. IBM’s reputation as well
as its successful strategic action strongly influenced entry by these competitors. However,
the competitive landscape has changed dramatically over time. For example, Lenovo, a
Chinese firm, paid $1.75 billion in 2005 to buy IBM’s PC division.
In contrast to a firm with a strong reputation such as IBM, competitors are less
likely to take responses against a company with a reputation for competitive behavior
that is risky, complex, and unpredictable. The firm with a reputation as a price predator (an actor that frequently reduces prices to gain or maintain market share) generates few responses to its pricing tactical actions because price predators, which typically
increase prices once their market share objective is reached, lack credibility with their
competitors.100 Occasionally, a firm with a minor reputation can sneak up on larger,
more resourceful competitors and take market share from them. In recent years, for
example, firms from emerging markets have taken market share from major competitors
based in developed markets.101

Dependence on the Market
Market dependence denotes the extent to which a firm’s revenues or profits are derived
from a particular market.102 In general, competitors with high market dependence are
likely to respond strongly to attacks threatening their market position.103 Interestingly,
the threatened firm in these instances may not always respond quickly, even though an
effective response to an attack on the firm’s position in a critical market is important.
Sargento Foods is a family-owned company based in Wisconsin. The firm is a leading
packager and marketer of “shredded, snack and specialty cheeses (that are) sold under the
Sargento brand, cheese and non-cheese snack food items and ethnic sauces.” With sales
exceeding $600 million annually, Sargento’s business is founded on a passion for cheese.
Because Sargento’s business operations revolve strictly around cheese products, it is totally
dependent on the market for cheese. As such, any competitor that chooses to attack Sargento
and its market positions can anticipate a strong response to its competitive actions.

While IBM’s initial success in the PC market
may have inspired a
host of competitors, the
competitive landscape
has continued to shift
with the acquisitions
of Gateway by Acer,
Compaq by HP, and
IBM’s PC division by
Lenovo.
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Competitive Dynamics
Whereas competitive rivalry concerns the ongoing actions and responses between a firm
and its direct competitors for an advantageous market position, competitive dynamics
concern the ongoing actions and responses among all firms competing within a market for advantageous positions. Building and sustaining competitive advantages are at
the core of competitive rivalry, in that advantages are the key to creating value for
shareholders.104
To explain competitive dynamics, we explore the effects of varying rates of competitive speed in different markets (called slow-cycle, fast-cycle, and standard-cycle markets) on the behavior (actions and responses) of all competitors within a given market.
Competitive behaviors as well as the reasons for taking them are similar within each
market type, but differ across types of markets.105 Thus, competitive dynamics differ in
slow-cycle, fast-cycle, and standard-cycle markets. The sustainability of the firm’s competitive advantages differs across the three market types.
As noted in Chapter 1, firms want to sustain their competitive advantages for as long
as possible, although no advantage is permanently sustainable. The degree of sustainability is affected by how quickly competitive advantages can be imitated and how costly
it is to do so.

Slow-Cycle Markets
Slow-cycle markets are those in which the firm’s competitive advantages are

Slow-cycle markets are
those in which the firm’s
competitive advantages
are shielded from imitation
commonly for long periods
of time and where imitation
is costly.

shielded from imitation commonly for long periods of time and where imitation is
costly.106 Thus, competitive advantages are sustainable over longer periods of time in
slow-cycle markets.
Building a unique and proprietary capability produces a competitive advantage
and success in a slow-cycle market. This type of advantage is difficult for competitors to understand. As discussed in Chapter 3, a difficult-to-understand and costlyto-imitate resource or capability usually results from unique historical conditions,
causal ambiguity, and/or social complexity. Copyrights, geography, patents, and ownership of an information resource are examples of resources.107 After a proprietary advantage is developed, the firm’s competitive behavior in a slow-cycle market is oriented to
protecting, maintaining, and extending that advantage. Thus, the competitive dynamics in slow-cycle markets usually concentrate on competitive actions and responses
that enable firms to protect, maintain, and extend their competitive advantage. Major
strategic actions in these markets, such acquisitions, usually carry less risk than in
faster-cycle markets.108
Walt Disney Co. continues to extend its proprietary characters, such as Mickey Mouse,
Minnie Mouse, and Goofy. These characters have a unique historical development as a
result of Walt and Roy Disney’s creativity and vision for entertaining people. Products
based on the characters seen in Disney’s animated films are sold through Disney’s theme
park shops as well as freestanding retail outlets called Disney Stores. Because copyrights
shield it, the proprietary nature of Disney’s advantage in terms of animated character
trademarks protects the firm from imitation by competitors.
Consistent with another attribute of competition in a slow-cycle market, Disney
protects its exclusive rights to its characters and their use. As with all firms competing
in slow-cycle markets, Disney’s competitive actions (such as building theme parks in
France, Japan, and China) and responses (such as lawsuits to protect its right to fully
control use of its animated characters) maintain and extend its proprietary competitive
advantage while protecting it.
Patent laws and regulatory requirements such as those in the United States requiring
FDA (Food and Drug Administration) approval to launch new products shield pharmaceutical companies’ positions. Competitors in this market try to extend patents on their

145
Chapter 5: Competitive Rivalry and Competitive Dynamics

drugs to maintain advantageous positions that the patents provide. However, after a patent
expires, the firm is no longer shielded from competition, allowing generic imitations and
usually leading to a loss of sales.
The competitive dynamics generated by firms competing in slow-cycle markets are
shown in Figure 5.4. In slow-cycle markets, firms launch a product (e.g., a new drug) that
has been developed through a proprietary advantage (e.g., R&D) and then exploit it for
as long as possible while the product is shielded from competition. Eventually, competitors respond to the action with a counterattack. In markets for drugs, this counterattack
commonly occurs as patents expire or are broken through legal means, creating the need
for another product launch by the firm seeking a protected market position.

Fast-Cycle Markets
Fast-cycle markets are markets in which the firm’s capabilities that contribute to

competitive advantages aren’t shielded from imitation and where imitation is often
rapid and inexpensive. Thus, competitive advantages aren’t sustainable in fast-cycle
markets. Firms competing in fast-cycle markets recognize the importance of speed;
these companies appreciate that “time is as precious a business resource as money
or head count—and that the costs of hesitation and delay are just as steep as going
over budget or missing a financial forecast.”109 Such high-velocity environments place
considerable pressures on top managers to quickly make strategic decisions that are
also effective.110 The often substantial competition and technology-based strategic focus
make the strategic decision complex, increasing the need for a comprehensive approach
integrated with decision speed, two often-conflicting characteristics of the strategic
decision process.111
Reverse engineering and the rate of technology diffusion in fast-cycle markets
facilitate rapid imitation. A competitor uses reverse engineering to quickly gain
the knowledge required to imitate or improve the firm’s products. Technology is
diffused rapidly in fast-cycle markets, making it available to competitors in a short
period. The technology often used by fast-cycle competitors isn’t proprietary, nor is
it protected by patents as is the technology used by firms competing in slow-cycle
markets. For example, only a few hundred parts, which are readily available on the
open market, are required to build a PC. Patents protect only a few of these parts, such
as microprocessor chips.112
Figure 5.4 Gradual Erosion of a Sustained Competitive Advantage

Returns from
a Sustained
Competitive
Advantage

Counterattack

Exploitation

Launch

0

5
Time (years)

10

Source: Adapted from I. C. MacMillan, 1988, Controlling competitive dynamics by taking strategic initiative, Academy of
Management Executive, II(2): 111–118.

Fast-cycle markets
are markets in which
the firm’s capabilities
that contribute
to competitive
advantages aren’t
shielded from imitation
and where imitation
is often rapid and
inexpensive.
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Fast-cycle markets are more volatile than slow-cycle and standard-cycle markets.
Indeed, the pace of competition in fast-cycle markets is almost frenzied, as companies
rely on innovations as the engines of their growth. Because prices often decline quickly
in these markets, companies need to profit quickly from their product innovations.
Imitation of many fast-cycle products is relatively easy, as demonstrated by Dell and HP,
along with many other PC vendors that have partly or largely imitated the original PC
design to create their products. Continuous reductions in the costs of parts, as well as the
fact that the information required to assemble a PC isn’t especially complicated and is
readily available, make it possible for additional competitors to enter this market without
significant difficulty.113
The fast-cycle market characteristics just described make it virtually impossible
for companies in this type of market to develop sustainable competitive advantages.
Recognizing this reality, firms avoid “loyalty” to any of their products, preferring to cannibalize their own before competitors learn how to do so through successful imitation.
This emphasis creates competitive dynamics that differ substantially from those found
in slow-cycle markets. Instead of concentrating on protecting, maintaining, and extending competitive advantages, as in slow-cycle markets, companies competing in fast-cycle
markets focus on learning how to rapidly and continuously develop new competitive
advantages that are superior to those they replace. They commonly search for fast and
effective means of developing new products. For example, it is common in some industries for firms to use strategic alliances to gain access to new technologies and thereby
develop and introduce more new products into the market.114 In recent years, many of
these alliances have been offshore (with partners in foreign countries) in order to access
appropriate skills while maintaining lower costs to compete.115
The competitive behavior of firms competing in fast-cycle markets is shown in
Figure 5.5. As suggested by the figure, competitive dynamics in this market type entail
actions and responses that are oriented to rapid and continuous product introductions
and the development of a stream of ever-changing competitive advantages. The firm
launches a product to achieve a competitive advantage and then exploits the advantage
for as long as possible. However, the firm also tries to develop another temporary
competitive advantage before competitors can respond to the first one (see Figure 5.5).
Thus, competitive dynamics in fast-cycle markets often result in rapid product upgrades
as well as quick product innovations.116
Figure 5.5 Developing Temporary Advantages to Create Sustained Advantage
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SOOTHING THE SOUL
WITH KISSES—CANDY
KISSES THAT IS

Mark Savage/CORBIS

As explained in the Opening Case, candy
seems to be recession proof. For example, in
the depression of the 1930s, candy companies
actually performed well. In fact, several candy
products that remain popular today were developed and introduced during the 1930s. For
example, Snickers was introduced in 1930, Tootsie Roll Pops in 1931, and Mars Bars in 1932.
During tough economic times, people spend more time at home and look for ways they can
reduce their stress. Eating candy is an enjoyable way to relax and it is inexpensive compared
to many other outlets one may seek. It is an affordable luxury. Eating candy makes people
think of better times and may even remind them of enjoyable times as a child. One person
who works in his father’s candy store on the weekend says that he likes to do so because
people are happy when they are buying candy.
For these reasons, the performance of candy manufacturers has been one of the
few bright spots in the recession of 2008–2009. For example, the Hershey Company
experienced a 3.8 percent sales increase in 2008 compared to 2007 as well as an increase in
profits. Few companies in other industries had such
a positive experience. In fact, Hershey announced
plans to increase its advertising by almost 17 percent
in 2009. Many of the best-selling candies during the
recession are cheaper and old fashioned, which has
also helped Hershey. However, even some of the
more exclusive candy companies had performance
gains during the recession. Godiva Chocolatier, Inc.,
expects continued growth, while Lindt & Sprungli
AG, maker of premium candies, had a 5.8 percent
increase in sales during 2008. Cadbury achieved a
30 percent increase in its annual profits. Nestle’s
profits were 10.9 percent higher in 2008 as well.
Hershey took several actions in recent years that
have aided its performance gains. For example, it
finally responded to its competitors’ premium product
Not only have candy manufacturlines (e.g., Godiva, Cadbury) with a premium line of
ers seen sales increase during the
recession, brands such as Hershey
its own, Bliss Chocolates. In addition, it developed
are investing more in marketing and
a line of chocolates for Starbucks that are sold as
launching new product lines to take
premium candies. However, Hershey’s best sales have
on more upscale competitors.
come from its basic product lines such as Hershey
Bars, Kisses, and Reese’s Peanut Butter Cups. Thus, Hershey placed a renewed emphasis on
these product lines. Hershey also experienced increased sales through discount retailers and
at convenience stores (especially after the price of gasoline declined significantly).
Sources: S. Grimmett, 2008, Hershey (HSY): Kisses sweeten the recession, Today’s Financial News, http://www.
todaysfinancialnews.com, October 8; J. Gordon, 2008, Prospecting in the recession? Think chocolate, The
Customer Collective, http://www.thecustomercollective.com, November 3; D. Hockens, 2009, Hershey’s profits
rise as economy slumps, Pennlive Blog, http://www.pennlive.com/blogs, January 27; J. Jargon & A. Cordeiro, 2009,
Recession puts Hershey in sweet spot, The Wall Street Journal, http://www.wsj.com, January 28; 2009, Cadbury chocolate sales soar in recession, YumSugar, http://www.yumsugar.com, February 26; C. Haughney, 2009, When economy
sours, tootsie rolls soothe souls, The New York Times, http://www.nytimes.com, March 24.
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As our discussion suggests, innovation plays a critical role in the competitive dynamics in fast-cycle markets. For individual firms, then, innovation is a key source of competitive advantage. Through innovation, the firm can cannibalize its own products before
competitors successfully imitate them.
Candy products represent a standard-cycle market. The firms in the industry
take actions to build customer loyalty, seek high market shares and try to build
positive brand names. We discuss standard-cycle markets such as this one in the
next section.

Standard-Cycle Markets
Standard-cycle markets are markets in which the firm’s competitive advantages are

Standard-cycle
markets are markets
in which the firm’s
competitive advantages
are moderately shielded
from imitation and where
imitation is moderately
costly.

partially shielded from imitation and imitation is moderately costly. Competitive advantages are partially sustainable in standard-cycle markets, but only when the firm is able
to continuously upgrade the quality of its capabilities to stay ahead of competitors.
The competitive actions and responses in standard-cycle markets are designed to seek
large market shares, to gain customer loyalty through brand names, and to carefully
control a firm’s operations in order to consistently provide the same positive experience
for customers.117
Standard-cycle companies serve many customers in competitive markets. Because
the capabilities and core competencies on which their competitive advantages are based
are less specialized, imitation is faster and less costly for standard-cycle firms than for
those competing in slow-cycle markets. However, imitation is slower and more expensive
in these markets than in fast-cycle markets. Thus, competitive dynamics in standardcycle markets rest midway between the characteristics of dynamics in slow-cycle and
fast-cycle markets. Imitation comes less quickly and is more expensive for standard-cycle
competitors when a firm is able to develop economies of scale by combining coordinated
and integrated design and manufacturing processes with a large sales volume for
its products.
Because of large volumes, the size of mass markets, and the need to develop scale
economies, the competition for market share is intense in standard-cycle markets.
This form of competition is readily evident in the battles among consumer foods’
producers, such as the candy makers described in the Strategic Focus. Hershey
competes in different market segments with Mars, Cadbury, Nestle, and Godiva.
In addition, similar to other consumer food manufacturers, some candy makers
have kept prices constant selling downsized packages (others, like Hershey, have
increased their prices). Package design and ease of availability are the competitive
dimensions on which these firms sometimes compete to outperform their rivals in
this market.
Innovation can also drive competitive actions and responses in standard-cycle
markets, especially when rivalry is intense. Some innovations in standard-cycle
markets are incremental rather than radical in nature (incremental and radical
innovations are discussed in Chapter 13). For example, consumer foods’ producers are innovating in terms of healthy products. Overall, many firms are relying on
innovation as a means of competing in standard-cycle markets and to earn aboveaverage returns.
Overall, innovation has a substantial influence on competitive dynamics as it
affects the actions and responses of all companies competing within a slow-cycle,
fast-cycle, or standard-cycle market. We have emphasized the importance of innovation to the firm’s strategic competitiveness in earlier chapters and do so again
in Chapter 13. These discussions highlight the importance of innovation in most
types of markets.
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•

Competitors are firms competing in the same market,
offering similar products, and targeting similar customers.
Competitive rivalry is the ongoing set of competitive actions
and competitive responses occurring between competitors
as they compete against each other for an advantageous
market position. The outcomes of competitive rivalry influence the firm’s ability to sustain its competitive advantages
as well as the level (average, below average, or above average) of its financial returns.

•

The set of competitive actions and responses that an individual firm takes while engaged in competitive rivalry is called
competitive behavior. Competitive dynamics is the set of
actions and responses taken by all firms that are competitors
within a particular market.

•

Firms study competitive rivalry in order to predict the competitive actions and responses that each of their competitors likely
will take. Competitive actions are either strategic or tactical in
nature. The firm takes competitive actions to defend or build
its competitive advantages or to improve its market position. Competitive responses are taken to counter the effects
of a competitor’s competitive action. A strategic action or a
strategic response requires a significant commitment of organizational resources, is difficult to successfully implement, and
is difficult to reverse. In contrast, a tactical action or a tactical
response requires fewer organizational resources and is easier
to implement and reverse. For example, for an airline company, entering major new markets is an example of a strategic
action or a strategic response; changing its prices in a particular
market is an example of a tactical action or a tactical response.

•

A competitor analysis is the first step the firm takes to be
able to predict its competitors’ actions and responses. In
Chapter 2, we discussed what firms do to understand competitors. This discussion was extended in this chapter to
describe what the firm does to predict competitors’ marketbased actions. Thus, understanding precedes prediction.
Market commonality (the number of markets with which
competitors are jointly involved and their importance to
each) and resource similarity (how comparable competitors’
resources are in terms of type and amount) are studied to
complete a competitor analysis. In general, the greater the
market commonality and resource similarity, the more firms
acknowledge that they are direct competitors.

•

Market commonality and resource similarity shape the firm’s
awareness (the degree to which it and its competitors understand their mutual interdependence), motivation (the firm’s
incentive to attack or respond), and ability (the quality of
the resources available to the firm to attack and respond).
Having knowledge of these characteristics of a competitor
increases the quality of the firm’s predictions about that
competitor’s actions and responses.

•

In addition to market commonality and resource similarity
and awareness, motivation, and ability, three more specific
factors affect the likelihood a competitor will take competitive actions. The first of these concerns first-mover incentives. First movers, those taking an initial competitive action,
often gain loyal customers and earn above-average returns
until competitors can successfully respond to their action.
Not all firms can be first movers in that they may lack the
awareness, motivation, or ability required to engage in this
type of competitive behavior. Moreover, some firms prefer to be a second mover (the firm responding to the first
mover’s action). One reason for this is that second movers,
especially those acting quickly, can successfully compete
against the first mover. By evaluating the first mover’s product, customers’ reactions to it, and the responses of other
competitors to the first mover, the second mover can avoid
the early entrant’s mistakes and find ways to improve upon
the value created for customers by the first mover’s good or
service. Late movers (those that respond a long time after
the original action was taken) commonly are lower performers and are much less competitive.

•

Organizational size, the second factor, tends to reduce the
variety of competitive actions that large firms launch while
it increases the variety of actions undertaken by smaller
competitors. Ideally, the firm would prefer to initiate a large
number of diverse actions when engaged in competitive
rivalry. The third factor, quality, is a base denominator to
competing successfully in the global economy. It is a necessary prerequisite to achieve competitive parity. It is a necessary but insufficient condition for gaining an advantage.

•

The type of action (strategic or tactical) the firm took, the
competitor’s reputation for the nature of its competitor
behavior, and that competitor’s dependence on the market in which the action was taken are studied to predict a
competitor’s response to the firm’s action. In general, the
number of tactical responses taken exceeds the number of
strategic responses. Competitors respond more frequently
to the actions taken by the firm with a reputation for predictable and understandable competitive behavior, especially if
that firm is a market leader. In general, the firm can predict
that when its competitor is highly dependent for its revenue
and profitability in the market in which the firm took a competitive action, that competitor is likely to launch a strong
response. However, firms that are more diversified across
markets are less likely to respond to a particular action that
affects only one of the markets in which they compete.

•

In slow-cycle markets, where competitive advantages can
be maintained for at least a period of time, the competitive
dynamics often include firms taking actions and responses
intended to protect, maintain, and extend their proprietary
advantages. In fast-cycle markets, competition is substantial
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as firms concentrate on developing a series of temporary
competitive advantages. This emphasis is necessary because
firms’ advantages in fast-cycle markets aren’t proprietary
and, as such, are subject to rapid and relatively inexpensive
imitation. Standard-cycle markets have a level of competition
between that in slow-cycle and fast-cycle markets; firms are
moderately shielded from competition in these markets as they

use capabilities that produce competitive advantages that are
moderately sustainable. Competitors in standard-cycle markets
serve mass markets and try to develop economies of scale to
enhance their profitability. Innovation is vital to competitive
success in each of the three types of markets. Companies
should recognize that the set of competitive actions and
responses taken by all firms differs by type of market.

REVIEW
1. Who are competitors? How are competitive rivalry, competitive behavior, and competitive dynamics defined in the
chapter?
2. What is market commonality? What is resource similarity?
What does it mean to say that these concepts are the building blocks for a competitor analysis?
3. How do awareness, motivation, and ability affect the firm’s
competitive behavior?

EXPERIENTIAL

QUESTIONS

4. What factors affect the likelihood a firm will take a competitive action?
5. What factors affect the likelihood a firm will initiate a
competitive response to the action taken by a
competitor?
6. What competitive dynamics can be expected among firms
competing in slow-cycle markets? In fast-cycle markets? In
standard-cycle markets?

EXERCISES

EXERCISE 1: WIN-WIN, WIN-LOSE, OR
LOSE-LOSE?
A key aspect of company strategy concerns the interactions
between two or more firms. When a new market segment
emerges, should a firm strive for a first-mover advantage or wait
to see how the market takes shape? Diversified firms compete
against one another in multiple market segments and must often
consider how actions in one market might be subject to retaliation by a competitor in another segment. Similarly, when a competitor initiates a price war, a firm must decide whether it should
respond in kind or not.
Game theory is helpful for understanding the strategic interaction between firms. Game theory uses assumptions about the
behavior of rivals to help a company choose a specific strategy
that maximizes its return. In this exercise, you will use game theory to help analyze business decisions.

Individual
One of the classic illustrations of game theory can be found in
the prisoner’s dilemma. Two criminals have been apprehended
by the police for suspicion of a robbery. The police separate
the thieves and offer them the same deal: Inform on your peer
and receive a lesser sentence. Let your peer inform on you, and
receive a harsher sentence. What should you tell the police?
Visit http://www.gametheory.net where you can play the prisoner’s dilemma against a computer. Play the dilemma using different parameters, and make notes of your experience.

Groups
There are many examples of game theory in popular culture, from
the reality show Survivor to episodes of The Simpsons. Revisit

http://www.gametheory.net and select either a television or
movie illustration. Discuss the applications of game theory with
your team.
As a group, prepare a one-page summary of how game theory can be applied to competitive interactions between firms.

EXERCISE 2: DOES THE FIRST MOVER TRULY
HAVE AN ADVANTAGE?
Henry Ford is often credited with saying that he would rather be
the first person to be second. This is strange coming from the
innovator of the mass-produced automobile in the United States.
So is the first-mover advantage a myth, or is it something that
every firm should strive for?
First movers are considered to be the ones that initially introduce an innovative product or service into a market segment.
The theory is that doing so creates an almost impenetrable competitive advantage that later entrants find difficult to overcome.
However, history is replete with situations where second or later
movers find success. If the best way to succeed in the future is to
understand the past, then an understanding of why certain first
movers succeeded and others failed should be instructive. This
exercise requires you to investigate a first mover and identify
specifically why, or why not, it was able to hold onto its firstmover advantage.

Part One
Pick an industry that you find of interest. This assignment can be done
individually or in a team. Research that industry and identify one or
two instances of a first mover—the introduction of new offering into
new market segments. For example, you might pick consumer electronics and look for firms that initiated new products in new market
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•

Part Two

•

Each individual or team is to present their findings with the discussion centering on the following:
•

Provide a brief history and description of the industry chosen.
Was this a fast-, standard-, or slow-cycle market at the time
the first mover initiated its strategic action?

•

How has innovation of new products been accomplished
traditionally in this industry: through new firms entering the
market or existing firms launching new offerings?
Identify one or two first movers and provide a review of what
happened when they entered that industry. Describe why
the product or offering has been successful or why it failed.
What did you learn as a result of this exercise? Do you consider the first mover a wise strategy; is your answer dependent
on industry, timing, or luck?

VIDEO
THE BIRTH OF NETJETS

•
•
•
•

Richard Santulli/Chairman and CEO/NetJets
In 1986, NetJets founder Richard Santulli created the fractional
airline ownership business model. Today his airline flies over
390,000 flights annually to more than 173 different countries.
With 800 planes under its management, NetJets is the second
largest airline in the world.
Be prepared to discuss the following concepts and questions in class:

Concepts
•

First mover

CASE

Reputation
Segmentation
Industry competitive dynamics
Standard-cycle markets

Questions
1. Think about the airline industry in terms of standard-cycle
markets. What does being in this type of industry mean for
most aviation transportation competitors?
2. Think through the benefits to being a first mover. Why is this
many times not a sustainable advantage?
3. Why do you think Continental Airlines or American Airlines
did not invent the concept of fractional ownership?
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Corporate-Level
Strategy

Studying this chapter should provide you with the strategic
management knowledge needed to:
1. Define corporate-level
porate-level strategy and discuss its purpose.
2. Describe different
fferent levels of diversification with different corporatelevel strategies.
gies.
3. Explain three
ee primary reasons firms diversify.
ow firms can create value by using a related diversification
4. Describe how
strategy.
e two ways value can be created with an unrelated
5. Explain the
on strategy.
diversification
6. Discuss the incentives and resources that encourage diversification.
7. Describe motives that can encourage managers to overdiversify a
firm.

FOSTER’S GROUP
DIVERSIFICATION INTO
THE WINE BUSINESS

Christian Heeb/laif/Redux

Foster’s Group’s slogan “Australian for beer”
is fitting, given that it produces some of Australia’s top beers, including Foster’s Lager and
Victoria beer. However, in 2008, wine contributed 76 percent of the company’s sale earnings. Although Foster’s was traditionally a brewer
and distributor of beer products, it foresaw more growth prospects with the sales of wine than
beer. It also perceived an opportunity to commingle the marketing and distribution of these
two spirit products to create economies of scope (a concept defined later in the chapter).
In 2001, Foster’s bought Beringer Wine
Estates, a leading California winery with
approximately $1.2 billion in sales. Then in
2005, Foster’s acquired another premium
winemaker, Southcorp; the acquisition of
these companies made Foster’s one of the
world’s biggest global wine companies.
In order to create synergy between
the beer and wine assets, Foster’s used
one sales force to focus on the mass
marketing of beer and cheap spirits,
as well as selling high-priced wine to
specialized restaurants and liquor stores
selling to wine connoisseurs with more
sophisticated tastes. The sharing of these
activities between businesses that focus
on low-cost mass marketing and focused
differentiation (premium wines) turned out
to be a significant mistake. Furthermore,
the assets, especially Southcorp, were
purchased at a distinct premium. Although
the higher growth rate potential for wine
Despite perceived opportunities to leverage
sales seemed like the perfect strategic fit
their existing brewery-focused marketing and
with the low growth rate of beer sales, the
distribution operations, Foster’s encountered
synergy between these two businesses
numerous problems in the integration of the
was apparently not realized. Furthermore,
Beringer and Southcorp wineries.
currency problems contributed to the
performance problem; the Southcorp assets were devalued as the U.S. dollar depreciated
relative to the Australian dollar. One analyst said “they [Foster’s] paid too much and they
bought at the wrong time in the cycle.”
To correct the problem Foster’s has recently been separating these businesses and
creating a new marketing group for the wine business while maintaining its current expertise in the brewing and distribution of beer. Because the separation of these businesses is
crucial for Foster’s to remain profitable, it may be willing to divest one of these businesses,
most likely the wine segment because its basic expertise among the key leaders and other
personnel is in the beer business.
This is an example of related constrained diversification being poorly executed. Interestingly, a new CEO was appointed after the strategic mistakes occurred. Related constrained
diversification, as defined later in the chapter, focuses on managing different businesses,
which are potentially highly related in regard to the manufacturing, sales, and distribution
activities among the firm’s related business portfolio. Unfortunately, Foster’s focused on
the growth cycle differences and not the detailed implementation differences related to the
sharing of actual activities between beer and premium wine, which were not as great a fit as
earlier suspected.
Sources: C. Koons, 2009, Earnings: Foster’s to retain, revamp struggling wine business, Wall Street Journal,
February 18, B6; 2009, Foster’s Company limited, 2009, Hoovers Company Records, http://www.hoovers.com,
March 15, 42414; E. Ellis, 2008, What’ll you have mate? Barron’s, October 27, 34–36; S. Murdoch, 2008, Corporate news: Foster’s Group names Johnston to be CEO, Wall Street Journal, September 27, D6; G. Charles,
2007, Foster’s Group plans global wine brands relaunch, Marketing, November 29, 3.
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A corporate-level
strategy specifies actions
a firm takes to gain a
competitive advantage by
selecting and managing
a group of different
businesses competing in
different product markets.

Our discussions of business-level strategies (Chapter 4) and the competitive rivalry and
competitive dynamics associated with them (Chapter 5) concentrate on firms competing
in a single industry or product market.1 In this chapter, we introduce you to corporatelevel strategies, which are strategies firms use to diversify their operations from a single
business competing in a single market into several product markets and, most commonly,
into several businesses. Thus, a corporate-level strategy specifies actions a firm takes to
gain a competitive advantage by selecting and managing a group of different businesses
competing in different product markets. Corporate-level strategies help companies select
new strategic positions—positions that are expected to increase the firm’s value.2 As
explained in the Opening Case, Foster’s Group Ltd., an Australian beverage company,
competes in several different beverage segments dominated by beer and wine brands.
Another example is Interpublic Group, a marketing and advertising firm. It is taking advantage of the economic downturn to acquire companies at a decreased price and
increase its portfolio of businesses. It is currently seeking to acquire firms in the digital
and mobile sector to grow its Media Brands operations to help achieve its goal of being
one of the top three players in its respective market by the year 2011.3
As is the case with Foster’s, firms use corporate-level strategies as a means to grow
revenues and profits. But there can be different strategic intents beside growth. Firms can
pursue defensive or offensive strategies that realize growth but have different strategic
intents. Firms can also pursue market development by moving into different geographic
markets (this approach will be discussed in Chapter 8). Firms can acquire competitors
(horizontal integration) or buy a supplier or customer (vertical integration). These strategies will be discussed in Chapter 7. The basic corporate strategy, the topic of this chapter,
focuses on diversification.
The decision to take actions to pursue growth is never a risk-free choice for firms.
Indeed, as the Opening Case illustrated, Foster’s Group experienced difficulty in integrating the beer and wine marketing and sales operations to share these activities. Also,
Luxottica Group, a leader in the fashion sunglasses industry, has faced risks associated
with its acquisition of Oakley, a firm focused on producing sporty sunglasses. Can a luxury
goods manufacturer successfully integrate a sporting goods manufacturing company?4
Effective firms carefully evaluate their growth options (including the different corporatelevel strategies) before committing firm resources to any of them.5
Because the diversified firm operates in several different and unique product
markets and likely in several businesses, it forms two types of strategies: corporate-level
(or company-wide) and business-level (or competitive).6 Corporate-level strategy is
concerned with two key issues: in what product markets and businesses the firm should
compete and how corporate headquarters should manage those businesses.7 For the
diversified corporation, a business-level strategy (see Chapter 4) must be selected for
each of the businesses in which the firm has decided to compete. In this regard, each of
Foster’s product divisions uses different business-level strategies; while both focus on
differentiation, the beer business is focused more on differentiation by a mass market
approach while the high-end of the wine business targets unique customers based on
individual tastes desired by marketing “its pricey wines to chic restaurants and liquor
stores catering to connoisseurs.”8
As is the case with a business-level strategy, a corporate-level strategy is expected
to help the firm earn above-average returns by creating value.9 Some suggest that few
corporate-level strategies actually create value.10 As the Opening Case indicates, realizing
value through a corporate strategy can be difficult to achieve. In fact, the degree to which
corporate-level strategies create value beyond the sum of the value created by all of a
firm’s business units remains an important research question.11
Evidence suggests that a corporate-level strategy’s value is ultimately determined by
the degree to which “the businesses in the portfolio are worth more under the management
of the company than they would be under any other ownership.”12 Thus, an effective
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Levels of Diversification
Diversified firms vary according to their level of diversification and the connections
between and among their businesses. Figure 6.1 lists and defines five categories of
businesses according to increasing levels of diversification. The single- and dominantbusiness categories denote relatively low levels of diversification; more fully diversified
firms are classified into related and unrelated categories. A firm is related through its
diversification when its businesses share several links; for example, businesses may
share products (goods or services), technologies, or distribution channels. The more
links among businesses, the more “constrained” is the relatedness of diversification.
Unrelatedness refers to the absence of direct links between businesses.

Low Levels of Diversification
A firm pursuing a low level of diversification uses either a single- or a dominant-business,
corporate-level diversification strategy. A single-business diversification strategy is a corporate-level strategy wherein the firm generates 95 percent or more of its sales revenue
from its core business area.18 For example, Wm. Wrigley Jr. Company, the world’s largest
producer of chewing and bubble gums, historically used a single-business strategy while
operating in relatively few product markets. Wrigley’s trademark chewing gum brands
include Spearmint, Doublemint, and Juicy Fruit, although the firm produces other products as well. Sugar-free Extra, which currently holds the largest share of the U.S. chewing
gum market, was introduced in 1984.
In 2005, Wrigley shifted from its traditional focused strategy when it acquired the
confectionary assets of Kraft Foods Inc., including the well-known brands Life Savers
and Altoids. As Wrigley expanded, it may have intended to use the dominant-business
strategy with the diversification of its product lines beyond gum; however, Wrigley was
acquired in 2008 by Mars, a privately held global confection company (the maker of
Snickers and M&Ms).19
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corporate-level strategy creates, across all of a firm’s businesses, aggregate returns that
exceed what those returns would be without the strategy13 and contributes to the firm’s
strategic competitiveness and its ability to earn above-average returns.14
Product diversification, a primary form of corporate-level strategies, concerns
the scope of the markets and industries in which the firm competes as well as “how
managers buy, create and sell different businesses to match skills and strengths with
opportunities presented to the firm.”15 Successful diversification is expected to reduce
variability in the firm’s profitability as earnings are generated from different businesses.16
Because firms incur development and monitoring costs when diversifying, the
ideal portfolio of businesses balances diversification’s costs and benefits. CEOs and
their top-management teams are responsible for determining the ideal portfolio for
their company.17
We begin this chapter by examining different levels of diversification (from low to
high). After describing the different reasons firms diversify their operations, we focus on
two types of related diversification (related diversification signifies a moderate to high
level of diversification for the firm). When properly used, these strategies help create
value in the diversified firm, either through the sharing of resources (the related constrained strategy) or the transferring of core competencies across the firm’s different
businesses (the related linked strategy). We then discuss unrelated diversification, which
is another corporate-level strategy that can create value. The chapter then shifts to the
topic of incentives and resources that may stimulate diversification which is value neutral. However, managerial motives to diversify, the final topic in the chapter, can actually
destroy some of the firm’s value.
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Figure 6.1

Levels and Types of Diversification

Low Levels of Diversification
Single business:

95% or more of revenue comes from a
single business.

A

Dominant business:

Between 70% and 95% of revenue
comes from a single business.

A
B

Moderate to High Levels of Diversification
Related constrained:

Related linked
(mixed related and
unrelated):

Less than 70% of revenue comes
from the dominant business, and
all businesses share product,
technological, and distribution
linkages.
Less than 70% of revenue comes from
the dominant business, and there are
only limited links between businesses.

A
B

C

A
B

C

Very High Levels of Diversification
Unrelated:

Less than 70% of revenue comes from
the dominant business, and there are
no common links between businesses.

A
B

C

Source: Adapted from R. P. Rumelt, 1974, Strategy, Structure and Economic Performance, Boston: Harvard Business School.

With the dominant-business diversification strategy, the firm generates between 70
and 95 percent of its total revenue within a single business area. United Parcel Service
(UPS) uses this strategy. Recently UPS generated 61 percent of its revenue from its U.S.
package delivery business and 22 percent from its international package business, with
the remaining 17 percent coming from the firm’s non-package business.20 Though the
U.S. package delivery business currently generates the largest percentage of UPS’s sales
revenue, the firm anticipates that in the future its other two businesses will account for
the majority of revenue growth. This expectation suggests that UPS may become more
diversified, both in terms of its goods and services and in the number of countries in
which those goods and services are offered.

Moderate and High Levels of Diversification
A firm generating more than 30 percent of its revenue outside a dominant business and
whose businesses are related to each other in some manner uses a related diversification
corporate-level strategy. When the links between the diversified firm’s businesses are
rather direct, a related constrained diversification strategy is being used. Campbell Soup,
Procter & Gamble, and Merck & Company all use a related constrained strategy, as do
some large cable companies. With a related constrained strategy, a firm shares resources
and activities between its businesses.
The diversified company with a portfolio of businesses that have only a few links
between them is called a mixed related and unrelated firm and is using the related linked
diversification strategy (see Figure 6.1). General Electric (GE) uses this corporate-level
diversification strategy. Compared with related constrained firms, related linked firms
share fewer resources and assets between their businesses, concentrating instead on
transferring knowledge and core competencies between the businesses. As with firms
using each type of diversification strategy, companies implementing the related linked
strategy constantly adjust the mix in their portfolio of businesses as well as make decisions about how to manage these businesses.
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A highly diversified firm that has no relationships
between its businesses follows an unrelated diversification strategy. United Technologies, Textron,
Samsung, and Hutchison Whampoa Limited
(HWL) are examples of firms using this type of
corporate-level strategy. Commonly, firms using
this strategy are called conglomerates.
HWL is a leading international corporation committed to innovation and technology with businesses
spanning the globe.21 Ports and related services,
telecommunications, property and hotels, retail and
manufacturing, and energy and infrastructure are
HWL’s five core businesses. These businesses are
not related to each other, and the firm makes no
efforts to share activities or to transfer core competencies between or among them. Each of these five
businesses is quite large; for example, the retailing arm of the retail and manufacturing
business has more than 6,200 stores in 31 countries. Groceries, cosmetics, electronics,
wine, and airline tickets are some of the product categories featured in these stores. This
firm’s size and diversity suggest the challenge of successfully managing the unrelated
diversification strategy. However, Hutchison’s CEO Li Ka-shing has been successful at not
only making smart acquisitions, but also at divesting businesses with good timing.22

Reasons for Diversification
A firm uses a corporate-level diversification strategy for a variety of reasons (see Table 6.1).
Typically, a diversification strategy is used to increase the firm’s value by improving its
Table 6.1 Reasons for Diversification
Value-Creating Diversification
• Economies of scope (related diversification)
• Sharing activities
• Transferring core competencies
• Market power (related diversification)
• Blocking competitors through multipoint competition
• Vertical integration
• Financial economies (unrelated diversification)
• Efficient internal capital allocation
• Business restructuring
Value-Neutral Diversification
• Antitrust regulation
• Tax laws
• Low performance
• Uncertain future cash flows
• Risk reduction for firm
• Tangible resources
• Intangible resources
Value-Reducing Diversification
• Diversifying managerial employment risk
• Increasing managerial compensation

Hutchison’s CEO Li
Ka-shing successfully
manages a highly diverse
organization with five
core businesses, which
operate with minimal
interdependency.
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overall performance. Value is created either through related diversification or through
unrelated diversification when the strategy allows a company’s businesses to increase
revenues or reduce costs while implementing their business-level strategies.
Other reasons for using a diversification strategy may have nothing to do with
increasing the firm’s value; in fact, diversification can have neutral effects or even reduce
a firm’s value. Value-neutral reasons for diversification include a desire to match and
thereby neutralize a competitor’s market power (such as to neutralize another firm’s
advantage by acquiring a similar distribution outlet). Decisions to expand a firm’s portfolio of businesses to reduce managerial risk can have a negative effect on the firm’s
value. Greater amounts of diversification reduce managerial risk in that if one of the
businesses in a diversified firm fails, the top executive of that business does not risk total
failure by the corporation. As such, this reduces the top executives’ employment risk.
In addition, because diversification can increase a firm’s size and thus managerial compensation, managers have motives to diversify a firm to a level that reduces its value.23
Diversification rationales that may have a neutral or negative effect on the firm’s value
are discussed later in the chapter.
Operational relatedness and corporate relatedness are two ways diversification
strategies can create value (see Figure 6.2). Studies of these independent relatedness
dimensions show the importance of resources and key competencies.24 The figure’s
vertical dimension depicts opportunities to share operational activities between businesses
(operational relatedness) while the horizontal dimension suggests opportunities for
transferring corporate-level core competencies (corporate relatedness). The firm with a
strong capability in managing operational synergy, especially in sharing assets between its
businesses, falls in the upper left quadrant, which also represents vertical sharing of assets
through vertical integration. The lower right quadrant represents a highly developed
corporate capability for transferring one or more core competencies across businesses.

Figure 6.2 Value-Creating Diversification Strategies: Operational and Corporate Relatedness

High

Related Constrained
Diversification

Both Operational and
Corporate Relatedness

Low

Unrelated
Diversification

Related Linked
Diversification

Low

High

Operational
Relatedness:
Sharing
Activities
Between
Businesses

Corporate Relatedness:
Transferring Core Competencies into Businesses
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This capability is located primarily in the corporate headquarters office. Unrelated
diversification is also illustrated in Figure 6.2 in the lower left quadrant. Financial
economies (discussed later), rather than either operational or corporate relatedness, are
the source of value creation for firms using the unrelated diversification strategy.

Value-Creating Diversification: Related
Constrained and Related Linked
Diversification
With the related diversification corporate-level strategy, the firm builds upon or extends
its resources and capabilities to create value.25 The company using the related diversification strategy wants to develop and exploit economies of scope between its businesses.26
Available to companies operating in multiple product markets or industries,27 economies
of scope are cost savings that the firm creates by successfully sharing some of its resources
and capabilities or transferring one or more corporate-level core competencies that were
developed in one of its businesses to another of its businesses.
As illustrated in Figure 6.2, firms seek to create value from economies of scope
through two basic kinds of operational economies: sharing activities (operational relatedness) and transferring corporate-level core competencies (corporate relatedness). The
difference between sharing activities and transferring competencies is based on how
separate resources are jointly used to create economies of scope. To create economies of
scope tangible resources, such as plant and equipment or other business-unit physical
assets, often must be shared. Less tangible resources, such as manufacturing know-how,
can also be shared. However, know-how transferred between separate activities with no
physical or tangible resource involved is a transfer of a corporate-level core competence,
not an operational sharing of activities.28

Operational Relatedness: Sharing Activities
Firms can create operational relatedness by sharing either a primary activity (such as
inventory delivery systems) or a support activity (such as purchasing practices)—see
Chapter 3’s discussion of the value chain. Firms using the related constrained diversification strategy share activities in order to create value. Procter & Gamble (P&G) uses
this corporate-level strategy. P&G’s paper towel business and baby diaper business both
use paper products as a primary input to the manufacturing process. The firm’s paper
production plant produces inputs for both businesses and is an example of a shared activity. In addition, because they both produce consumer products, these two businesses are
likely to share distribution channels and sales networks.
As noted in the Opening Case, Foster’s Group sought to create operational relatedness between the beer and wine business. Firms expect activity sharing among units to
result in increased strategic competitiveness and improved financial returns. Through
its shared product approach, Foster’s Group was unable to improve its market share
position, especially in the wine business. As previously mentioned, pursuing operational
relatedness is not easy, and often synergies are not realized as planned.
Activity sharing is also risky because ties among a firm’s businesses create links
between outcomes. For instance, if demand for one business’s product is reduced, it may
not generate sufficient revenues to cover the fixed costs required to operate the shared
facilities. These types of organizational difficulties can reduce activity-sharing success.
This problem occurred in the Foster’s Group in the Opening Case because there were
problems in the sharing of activities between the beer and wine businesses, especially in
the marketing and distribution.
Although activity sharing across businesses is not risk-free, research shows that it can
create value. For example, studies that acquisitions of firms in the same industry (horizontal

Economies of scope
are cost savings that
the firm creates by
successfully sharing
some of its resources
and capabilities or
transferring one or
more corporate-level
core competencies
that were developed in
one of its businesses to
another of its businesses.
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acquisitions), such as the banking industry and software (see the Oracle Strategic Focus),
found that sharing resources and activities and thereby creating economies of scope
contributed to postacquisition increases in performance and higher returns to shareholders.29 Additionally, firms that sold off related units in which resource sharing was a
possible source of economies of scope have been found to produce lower returns than
those that sold off businesses unrelated to the firm’s core business.30 Still other research
discovered that firms with closely related businesses have lower risk.31 These results suggest that gaining economies of scope by sharing activities across a firm’s businesses
may be important in reducing risk and in creating value. Further, more attractive
results are obtained through activity sharing when a strong corporate headquarters
office facilitates it.32
The Strategic Focus on Oracle’s acquisition strategy of other software firms represents an attempt to implement a related constrained strategy. However, as the example
indicates it still remains to be seen how successful the strategy will be.

Corporate Relatedness: Transferring of Core
Competencies

Corporate-level core
competencies are complex
sets of resources and
capabilities that link different
businesses, primarily
through managerial and
technological knowledge,
experience, and expertise.

Over time, the firm’s intangible resources, such as its know-how, become the foundation
of core competencies. Corporate-level core competencies are complex sets of resources
and capabilities that link different businesses, primarily through managerial and technological knowledge, experience, and expertise.33 Firms seeking to create value through
corporate relatedness use the related linked diversification strategy.
In at least two ways, the related linked diversification strategy helps firms to create
value.34 First, because the expense of developing a core competence has already been
incurred in one of the firm’s businesses, transferring this competence to a second business eliminates the need for that business to allocate resources to develop it. Such is the
case at Hewlett-Packard (HP), where the firm transferred its competence in ink printers
to high-end copiers. Rather than the standard laser printing technology in most high-end
copiers, HP is using ink-based technology. One manager liked the product because, as
he noted, “We are able to do a lot better quality at less price.”35 This capability will also
give HP the opportunity to sell more ink products, which is how it has been able to create
higher profit margins.
Resource intangibility is a second source of value creation through corporate relatedness. Intangible resources are difficult for competitors to understand and imitate. Because
of this difficulty, the unit receiving a transferred corporate-level competence often gains
an immediate competitive advantage over its rivals.36
A number of firms have successfully transferred one or more corporate-level core
competencies across their businesses. Virgin Group Ltd. transfers its marketing core
competence across airlines, cosmetics, music, drinks, mobile phones, health clubs, and
a number of other businesses.37 Honda has developed and transferred its competence in
engine design and manufacturing among its businesses making products such as motorcycles, lawnmowers, and cars and trucks. Company officials indicate that “Honda is the
world’s largest manufacturer of engines and has earned its reputation for unsurpassed
quality, performance and reliability.”38
One way managers facilitate the transfer of corporate-level core competencies is by
moving key people into new management positions.39 However, the manager of an older
business may be reluctant to transfer key people who have accumulated knowledge and
experience critical to the business’s success. Thus, managers with the ability to facilitate
the transfer of a core competence may come at a premium, or the key people involved
may not want to transfer. Additionally, the top-level managers from the transferring
business may not want the competencies transferred to a new business to fulfill the firm’s
diversification objectives. Research also suggests too much dependence on outsourcing
can lower the usefulness of core competencies and thereby reduce their useful transferability to other business units in the diversified firm.40

ORACLE’S RELATED
CONSTRAINED
DIVERSIFICATION STRATEGY
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Oracle has been diversifying its software
business in a related way through a significant
acquisition program. In 2008 alone, it made 10
acquisitions of smaller software producers and
companies that develop software production tools. Despite the economic downturn, by the
end of 2008 Oracle had retained $13 billion, allowing it to pursue its acquisition strategy.
Historically, Oracle has been the largest player by market share in the “database” management software industry. Nonetheless, in 2003, it started buying large software makers
including PeopleSoft (this was a hostile takeover bid, which did not close until January
2005). It also bought Siebel Systems, Hyperion Solutions, and in early 2008 acquired BEA
Systems for approximately $8.5 billion. From 2004–2008 the company collectively spent
approximately $25 billion on acquisitions. Oracle’s positioning has also changed such that it
derives more from enterprise resource planning (ERP) software (its largest
acquisitions—for example, PeopleSoft, Siebel Systems,
and BEA Systems) and less from database management
as it seeks to combine the whole company and its
different segments to position itself as a stronger
competitor against SAP—the largest player in the
ERP industry. Additionally, Oracle’s maintenance
contracts have helped offset some of its lower sales
in basic software in the down cycle. However, over
time customers might protest the large margins associated with these maintenance contracts and seek to
cut back on them during the recession.
In order to manage its strategy and to compete in a
more focused way, Oracle has targeted specific industries to allow it to compete more effectively with competitors such as SAP. These industries include financial
services, insurance, retail, and telecommunications. It
set a goal to be the number one or number two software supplier in each of these industry segments.
However, the difficulty is to organize and coordinate these acquisitions into a cohesive set of
businesses by which Oracle can create economies
of scope through more efficient management techniques. This is somewhat hindered by the differences
in cultures and structures of its acquisitions. The benefit has been that the assets have been purchased
at lower prices because private equity investors’ (i.e.,
venture capitalists) funding has decreased 80 percent,
and thus Oracle has been the primary means for
these firms to obtain funding. Corporate venture capital has been a mainstay for firms in the Silicon Valley,
Oracle’s acquisition of companies
in which Oracle has done much acquisition activity.
such as BEA Systems has positioned
In summary, the organizational integration aspects
it to compete in the ERP industry with
have prevented much of the possible sharing of activiSAP; however, its performance will
ties that this strategy requires to be successful. Oracle’s
rely on how successfully it integrates
continued success will be determined by how far its
these new businesses.
stock price falls relative to its costs of acquisition of
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these new businesses and its ability to integrate these acquisitions into a cohesive structure
that will allow the sharing of activities to take place more efficiently. It is important that central
headquarters implement controls to foster the sharing of activities between related divisions for
success to occur.
Sources: B. Worthen, 2009, Cash-rich Oracle scoops up bargains in recession spree, Wall Street Journal, February 17, A1,
A12; J. Hodgson, 2009, Rethinking software support: Recession puts new focus on Oracle maintenance contracts, Wall Street
Journal, March 12, B8; 2009, Oracle Corporation, Hoovers Company Records, March 15, 14337; M. V. Copeland, 2008, Big
tech goes bargain hunting, Fortune, November 10, 43; B. Vara & B. Worthen, 2007, As software firms merge, synergy is elusive: Shareholders may prosper from trend, but customers see scant benefits so far, Wall Street Journal, November 20, B1.

Market Power

Market power exists
when a firm is able to sell
its products above the
existing competitive level
or to reduce the costs of
its primary and support
activities below the
competitive level, or both.
Multipoint competition
exists when two or
more diversified firms
simultaneously compete in
the same product areas or
geographical markets.
Vertical integration exists
when a company produces
its own inputs (backward
integration) or owns its
own source of output
distribution (forward
integration).

Firms using a related diversification strategy may gain market power when successfully
using their related constrained or related linked strategy. Market power exists when a firm
is able to sell its products above the existing competitive level or to reduce the costs of its primary and support activities below the competitive level, or both.41 Mars’ acquisition of the
Wrigley assets was part of its related constrained diversification strategy and added market
share to the Mars/Wrigley integrated firm, as it realized 14.4 percent of the market share.
This catapulted Mars/Wrigley above Cadbury and Nestle, which have 10.1 and 7.7 percent
of the market share, respectively, and left Hershey with only 5.5 percent of the market.42
In addition to efforts to gain scale as a means of increasing market power, as Mars did
when it acquired Wrigley, firms can create market power through multipoint competition and vertical integration. Multipoint competition exists when two or more diversified
firms simultaneously compete in the same product areas or geographic markets.43 The
actions taken by UPS and FedEx in two markets, overnight delivery and ground shipping,
illustrate multipoint competition. UPS has moved into overnight delivery, FedEx’s stronghold; FedEx has been buying trucking and ground shipping assets to move into ground
shipping, UPS’s stronghold. Moreover, geographic competition for markets increases.
The strongest shipping company in Europe is DHL. All three competitors (UPS, FedEx,
and DHL) are trying to move into large foreign markets to either gain a stake or to expand
their existing share. For instance, because the area of China that is close to Hong Kong is
becoming a top destination for shipping throughout Asia, competition is raging among
these three international shippers.44 If one of these firms successfully gains strong positions in several markets while competing against its rivals, its market power may increase.
Interestingly, DHL had to exit the U.S. market because it was too difficult to compete
against UPS and FedEx, which are dominant in the United States.
Some firms using a related diversification strategy engage in vertical integration to
gain market power. Vertical integration exists when a company produces its own inputs
(backward integration) or owns its own source of output distribution (forward integration). In some instances, firms partially integrate their operations, producing and selling
their products by using company businesses as well as outside sources.45
Vertical integration is commonly used in the firm’s core business to gain market
power over rivals. Market power is gained as the firm develops the ability to save on its
operations, avoid market costs, improve product quality, and, possibly, protect its technology from imitation by rivals.46 Market power also is created when firms have strong
ties between their assets for which no market prices exist. Establishing a market price
would result in high search and transaction costs, so firms seek to vertically integrate
rather than remain separate businesses.47
Vertical integration has its limitations. For example, an outside supplier may produce
the product at a lower cost. As a result, internal transactions from vertical integration may
be expensive and reduce profitability relative to competitors.48 Also, bureaucratic costs may
occur with vertical integration. And, because vertical integration can require substantial
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Simultaneous Operational Relatedness
and Corporate Relatedness
As Figure 6.2 suggests, some firms simultaneously seek operational and corporate relatedness to create economies of scope.57 The ability to simultaneously create economies
of scope by sharing activities (operational relatedness) and transferring core competencies (corporate relatedness) is difficult for competitors to understand and learn how to
imitate. However, if the cost of realizing both types of relatedness is not offset by the
benefits created, the result is diseconomies because the cost of organization and incentive
structure is very expensive.58
As the Strategic Focus on Johnson & Johnson illustrates, this company uses a strategy that combines operational and corporate relatedness with some success. Likewise,
Walt Disney Co. uses a related diversification strategy to simultaneously create economies of scope through operational and corporate relatedness. Within the firm’s Studio
Entertainment business, for example, Disney can gain economies of scope by sharing
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investments in specific technologies, it may reduce the firm’s flexibility, especially when
technology changes quickly. Finally, changes in demand create capacity balance and coordination problems. If one business is building a part for another internal business but achieving economies of scale requires the first division to manufacture quantities that are beyond
the capacity of the internal buyer to absorb, it would be necessary to sell the parts outside the
firm as well as to the internal business. Thus, although vertical integration can create value,
especially through market power over competitors, it is not without risks and costs.49
For example, CVS, a drugstore competitor to Walgreens, recently merged with
Caremark, a large pharmaceutical benefits manager (PBM). For CVS this merger represents a forward vertical move broadening its business from retail into health care
management. However, Medco, a competitor to Caremark, indicates that companies
competing with CVS “are more comfortable with [their] neutral position than they are
with the concept of a combination” between CVS and Caremark.50 Thus, although CVS
may gain some market power, it risks alienating rivals such as Walgreens, which may
choose to collaborate with other benefit managers such as Medco or Express Scripts.
Likewise, many health care insurance providers have vertically integrated into PBMs.
However, as the larger PBMs such as Express Scripts, CVS/Caremark, and Medco Health
Solutions increase in size, PBMs associated with particular insurance providers have not
been able to compete successfully. This has led some large insurance providers to consider divestiture. For example, WellPoint announced recently that its in-house benefits
management business, NextRx, is going to be sold.51 In fact, Express Scripps was able to
win the bidding for NextRx.52 This could spur other insurance companies such as Aetna
Inc. and Cigna Corp. to spin off their PBM businesses as well. The larger PBMs may be
able to leverage their size and obtain cheaper drug prices from manufacturers and manage insurers’ drug benefits at a lower cost.
Many manufacturing firms have been reducing vertical integration as a means of
gaining market power.53 In fact, deintegration is the focus of most manufacturing firms,
such as Intel and Dell, and even some large auto companies, such as Ford and General
Motors, as they develop independent supplier networks.54 Flextronics, an electronics
contract manufacturer, represents a new breed of large contract manufacturers that is
helping to foster this revolution in supply-chain management.55 Such firms often manage
their customers’ entire product lines and offer services ranging from inventory management to delivery and after-sales service. Conducting business through e-commerce
also allows vertical integration to be changed into “virtual integration.”56 Thus, closer
relationships are possible with suppliers and customers through virtual integration or
electronic means of integration, allowing firms to reduce the costs of processing transactions while improving their supply-chain management skills and tightening the control
of their inventories. This evidence suggests that virtual integration rather than vertical
integration may be a more common source of market power gains for firms today.
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activities among its different movie distribution companies such as Touchstone Pictures,
Hollywood Pictures, and Dimension Films. Broad and deep knowledge about its customers is a capability on which Disney relies to develop corporate-level core competencies
in terms of advertising and marketing. With these competencies, Disney is able to create economies of scope through corporate relatedness as it cross-sells products that are
highlighted in its movies through the distribution channels that are part of its Parks and
Resorts and Consumer Products businesses. Thus, characters created in movies become
figures that are marketed through Disney’s retail stores (which are part of the Consumer
Products business). In addition, themes established in movies become the source of new
rides in the firm’s theme parks, which are part of the Parks and Resorts business and
provide themes for clothing and other retail business products.59
As we described, Johnson & Johnson and Walt Disney Co. have been able to successfully use related diversification as a corporate-level strategy through which they create
economies of scope by sharing some activities and by transferring core competencies.
However, it can be difficult for investors to actually observe the value created by a firm
(such as Walt Disney Co.) as it shares activities and transfers core competencies. For this
reason, the value of the assets of a firm using a diversification strategy to create economies of scope in this manner tends to be discounted by investors. For example, analysts have complained that both Citibank and UBS, two large multiplatform banks, have
underperformed their more focused counterparts in regard to stock market appreciation.
In fact, both banks have heard calls for breaking up their separate businesses in insurance, hedge funds, consumer lending, and investment banking.60 One analyst speaking
of Citigroup suggested that “creating real synergy between its divisions has been hard,”
implying that Citigroup’s related diversification strategy suffered from some possible
diseconomies of scale.61 Due to its diseconomies and other losses related to the economic
downturn, Citigroup has recently considered selling some of its foreign divisions, such as
its Japanese investment bank and brokerage service.62 USB is changing its strategy as well.
The bank’s three divisions—private banking, investment banking, and asset management—
will be reorganized into a more centralized unit to reduce costs. Previously each segment
was given more autonomy over its operations; this model proved too costly and the new
CEO, Oswald Grubel, is seeking to reduce possible diseconomies of scale through the
centralization, especially in regard to information technology.63

Unrelated Diversification
Firms do not seek either operational relatedness or corporate relatedness when using the
unrelated diversification corporate-level strategy. An unrelated diversification strategy
(see Figure 6.2) can create value through two types of financial economies. Financial
economies are cost savings realized through improved allocations of financial resources
based on investments inside or outside the firm.64
Efficient internal capital allocations can lead to financial economies. Efficient internal
capital allocations reduce risk among the firm’s businesses—for example, by leading to
the development of a portfolio of businesses with different risk profiles. The second type
of financial economy concerns the restructuring of acquired assets. Here, the diversified
firm buys another company, restructures that company’s assets in ways that allow it to
operate more profitably, and then sells the company for a profit in the external market.65
Next, we discuss the two types of financial economies in greater detail.
Financial economies are
cost savings realized
through improved
allocations of financial
resources based on
investments inside or
outside the firm.

Efficient Internal Capital Market Allocation
In a market economy, capital markets are thought to efficiently allocate capital. Efficiency
results as investors take equity positions (ownership) with high expected future cashflow values. Capital is also allocated through debt as shareholders and debtholders try to
improve the value of their investments by taking stakes in businesses with high growth
and profitability prospects.

JOHNSON & JOHNSON USES
BOTH OPERATIONAL AND
CORPORATE RELATEDNESS

Stephen Hepworth/Alamy

Johnson & Johnson (J&J) is a widely diversified
business. It is the world’s seventh largest pharmaceutical company, fourth largest biologics
company, the premier consumer health products
company, and the largest medical devices and diagnostics company. These businesses are
combined into three main groups: consumer health care, medical devices and diagnostics, and
pharmaceuticals. The consumer health care business produces products for hair, skin, teeth, and
babies. The medical devices and diagnostics business develops stents and many other products
focused on cardiovascular care and equipment for surgical settings. The pharmaceutical business is focused on the central nervous system and internal medicines for helping with such disorders as schizophrenia, epilepsy, diabetes, and cardiovascular and infectious diseases. Within
the pharmaceutical business, another unit focuses on biotechnology to treat autoimmune disorders such as rheumatoid arthritis, psoriasis, and Crohn’s disease. Yet another unit, the neurology unit, focuses on developing drugs for HIV/AIDS, hepatitis C, and tuberculosis. Traditionally
these businesses were managed with a mixed related
and unrelated strategy. Associated with this strategy
was a definite approach focused on decentralization.
More recently, J&J aspired to not only have relatedness within the major businesses, but also to have corporate relatedness across all of its business units. CEO
William Bolden has sought to propel growth by getting
autonomous divisions to work more closely together.
“The move suggests the desire to increase interaction
to squeeze more value from areas where they overlap.”
The integrated approach aims to harness expertise
from various units to harness and use its diagnostics
testing equipment in diagnosing disease earlier than
other products on the market. It is also seeking to
harness expertise to better assist its glucose monitoring
segment to more effectively monitor diabetes.
Other drug companies have been focused on either
pharmaceuticals or consumer products and have been
reducing the overlap. J&J has taken advantage of both
positions and as a result has been more profitable
during the current economic downturn than the more
focused pharmaceutical or principal products companies. One major innovation between the pharmaceuticals and the device business was the drug-coated stent,
which was originally created by Cordis, a division of its
Johnson & Johnson’s development
medical equipment business. This spurred competition
of the drug-coated stent was made
in this industry with other stent makers, including Boston possible through the coordinated
efforts of both their pharmaceutical
Scientific and Abbott Laboratories. J&J also increased
and medical device businesses.
the competition with its new device, Nevo, “a totally
redesigned product” in the stent business.
Besides innovation where the expertise of previously decentralized businesses is combined, J&J is seeking to pursue corporate relatedness in regard to marketing by completing
a massive consolidation of its contracted media and advertising agencies. It has settled on a
large involvement of several companies such as WPP and Interpublic Group. It is therefore
pursuing a single brand according to market and channels and is forcing a consolidation of
marketing across its businesses. The purpose for this strategic change is to create a more
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unified brand and decrease the high costs that are associated with each business unit handling its own media and advertising concepts.
In summary, J&J moved from a related linked strategy focused only on operational relatedness to a strategy that is focused more on pursuing both operational relatedness (with its
separate businesses sharing operation activities) and corporate relatedness across its business units. It has strived to achieve greater innovation and management of the regulatory
process as well as much better coordination across its businesses in marketing. There are
other areas in which it is trying to develop more efficiencies, such as the production process.
As such, it is pursuing both operational and corporate relatedness.
Sources: M. Arnold, 2009, J&J shows the way, Medical Marketing and Media, January, 39, 41, 43; 2008, J&J perks up,
Financial Times, http://www.ft.com, December 1; J. Bennett, 2008, J&J: A balm for your portfolio, Barron’s, October 27,
39; C. Bowe, 2008, Cautious chief with an impulse for innovation, Financial Times, http://www.ft.com, January 14, 14;
P. Loftus & S. Wang, 2008, Earnings digest—pharmaceuticals: Diversified strategy buoys J&J’s results, Wall Street
Journal, July 16, B4; S. Wang, 2008, Corporate news: J&J acquires wellness firm, widening scope, Wall Street Journal,
October 28, B3; A. Johnson, 2007, J&J realigns managers, revamps units; move calls for divisions to integrate their work,
Wall Street Journal, November 16, A10.
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In large diversified firms, the corporate headquarters office distributes capital to its
businesses to create value for the overall corporation. The nature of these distributions
may generate gains from internal capital market allocations that exceed the gains that
would accrue to shareholders as a result of capital being allocated by the external capital market.66 Because those in a firm’s corporate headquarters generally have access to
detailed and accurate information regarding the actual and prospective performance of
the company’s portfolio of businesses, they have the best information to make capital
distribution decisions.
Compared with corporate office personnel, external investors have relatively limited
access to internal information and can only estimate the performances of individual businesses as well as their future prospects. Moreover, although businesses seeking capital
must provide information to potential suppliers (such as banks or insurance companies),
firms with internal capital markets may have at least two informational advantages. First,
information provided to capital markets through annual reports and other sources may
not include negative information, instead emphasizing positive prospects and outcomes.
External sources of capital have limited ability to understand the operational dynamics
of large organizations. Even external shareholders who have access to information have
no guarantee of full and complete disclosure.67 Second, although a firm must disseminate information, that information also becomes simultaneously available to the firm’s
current and potential competitors. With insights gained by studying such information,
competitors might attempt to duplicate a firm’s value-creating strategy. Thus, an ability
to efficiently allocate capital through an internal market may help the firm protect the
competitive advantages it develops while using its corporate-level strategy as well as its
various business-unit level strategies.
If intervention from outside the firm is required to make corrections to capital allocations, only significant changes are possible, such as forcing the firm into bankruptcy or
changing the top management team. Alternatively, in an internal capital market, the corporate headquarters office can fine-tune its corrections, such as choosing to adjust managerial incentives or suggesting strategic changes in one of the firm’s businesses. Thus,
capital can be allocated according to more specific criteria than is possible with external
market allocations. Because it has less accurate information, the external capital market
may fail to allocate resources adequately to high-potential investments. The corporate
headquarters office of a diversified company can more effectively perform such tasks as
disciplining underperforming management teams through resource allocations.68
Large, highly diversified businesses often face what is known as the “conglomerate discount.” This discount results from analysts not knowing how to value a vast
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Restructuring of Assets
Financial economies can also be created when firms learn how to create value by buying,
restructuring, and then selling the restructured companies’ assets in the external market.76
As in the real estate business, buying assets at low prices, restructuring them, and selling
them at a price that exceeds their cost generates a positive return on the firm’s invested
capital.
As the ensuing Strategic Focus on unrelated diversified companies that pursue this
strategy suggests, creating financial economies by acquiring and restructuring other companies’ assets involves significant trade-offs. For example, Danaher’s success requires a
focus on mature, manufacturing businesses because of the uncertainty of demand for
high-technology products. In high-technology businesses, resource allocation decisions
become too complex, creating information-processing overload on the small corporate
headquarters offices that are common in unrelated diversified firms. High-technology
businesses are often human-resource dependent; these people can leave or demand
higher pay and thus appropriate or deplete the value of an acquired firm.77
Buying and then restructuring service-based assets so they can be profitably sold in
the external market is also difficult. Sales in such instances are often a product of close
personal relationships between a client and the representative of the firm being restructured. Thus, for both high-technology firms and service-based companies, relatively
few tangible assets can be restructured to create value and sell profitably. It is difficult
to restructure intangible assets such as human capital and effective relationships that
have evolved over time between buyers (customers) and sellers (firm personnel). As the
Strategic Focus Segment also indicates, care must be taken in a downturn to restructure
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array of large businesses with complex financial reports. For instance, one analyst suggested in regard to figuring out GE’s financial results in its quarterly report, “A Rubik’s
cube may in fact be easier to figure out.”69 To overcome this discount, many unrelated
diversified or industrial conglomerates have sought to establish a brand for the parent
company. For instance, recent advertisements by GE “moved its focus from customer
comfort and convenience (“We Bring Good Things to Life”) to a more future-oriented
mantra (“Imagination at Work”) that promises creative and innovative products.”70
More recently, United Technologies initiated a brand development approach with the
slogan “United Technologies. You can see everything from here.” United Technologies
suggested that its earnings multiple (PE ratio) compared to its stock price is only average
even though its performance has been better than other conglomerates in its group. It is
hoping that the “umbrella” brand advertisement will raise its PE to a level comparable
to its competitors.71
In spite of the challenges associated with it, a number of corporations continue to
use the unrelated diversification strategy, especially in Europe and in emerging markets. Siemens, for example, is a large German conglomerate with a highly diversified
approach. Its former CEO argued that “When you are in an up-cycle and the capital
markets have plenty of opportunities to invest in single-industry companies … investors
savor those opportunities. But when things change pure plays go down faster than you
can look.”72 In the current downturn, diversification is helping some companies improve
future performance,73 as the Oracle Strategic Focus illustrates.
The Achilles’ heel for firms using the unrelated diversification strategy in a developed
economy is that competitors can imitate financial economies more easily than they can
replicate the value gained from the economies of scope developed through operational
relatedness and corporate relatedness. This issue is less of a problem in emerging economies, where the absence of a “soft infrastructure” (including effective financial intermediaries, sound regulations, and contract laws) supports and encourages use of the unrelated
diversification strategy.74 In fact, in emerging economies such as those in Korea, India,
and Chile, research has shown that diversification increases the performance of firms
affiliated with large diversified business groups.75

DANAHER AND ITW:
SERIAL ACQUIRERS OF
DIVERSIFIED INDUSTRIAL
MANUFACTURING
BUSINESSES
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Danaher has four broad industrial strategic business units, including professional instrumentation (test and measurement, and environmental
instrumentation), medical technologies (dental
equipment and consumables, life sciences and
acute care, and diagnostics), industrial technologies (including motion and product identification, aerospace and defense, water quality,
and censors and controls), and tools and components (Craftsman Hand Tools, Jacobs Chuck
Manufacturing and Jacobs Vehicle Systems, Delta Consolidated Industries, and Hennessy
Industries). Each set of businesses is quite broad and relatively diversified across the strategic business unit. Danaher’s strategy is focused on acquisitions and restructuring of the
acquired businesses.
Once a business is acquired, experts from the Danaher corporate headquarters visit
the new subsidiary and seek to establish the firm’s philosophy and value set and improve
productivity through proven lean manufacturing techniques and processes. The processes
are focused on improved quality, delivery of products, and cost improvement, as well as
product and process innovation. Although its acquisition activity slowed down in 2008,
Danaher generated $1.6 billion in free cash flow, which will allow it to pursue more acquisitions when opportunities arise. The company’s largest deal occurred in 2007 when it purchased Tektronix, adding $1.2 billion in revenue to its overall $12.7 billion revenue in 2008.
Interestingly, Danaher also sold off its power
quality business to Thomas & Betts Corporation in
2007, illustrating that it also makes timely divestitures.
Illinois Tool Works (ITW), a similar serial acquirer,
has bid against Danaher for deals in the past. It too
slowed its M&A activity in 2008. ITW started out as
a toolmaker and tripled its size in the past decade
to 750 business units worldwide. Its acquisition and
diversification strategy focuses on small, low-margin
but mature industrial businesses. Examples of its products include screws, auto parts, deli-slicers, and the
plastic rings that hold together soft drink cans. It seeks
to restructure each business it acquires in order to
increase the business unit’s profit margins by focusing
on a narrowly defined product range and targeting the
most lucrative products and customers using the 80/20
concept, where 80 percent of the revenues are derived from 20 percent of the customers.
Most of its acquisitions are under $100 million. These firms seek to buy low, restructure, and
operate, as well as selectively divest after the restructuring.
Although no company is immune, Danaher has done better in the recession than other
similar highly diversified industrial firms, such as General Electric, because it sells many of its
products to universities and hospitals, which have not had drastic budget cuts as have other
commercial businesses in the downturn.
Sources: B. Tita, 2009, Danaher defies skeptics, stands by 2009 forecast, Wall Street Journal, March 4, B7; 2008, Comparing
the machinery companies, Shareowner, March 2008, 15–21; 2008, Danaher business system, http://www.danaher.com,
March 21; D. K. Berman, 2007, Danaher is set to buy Tektronix: Purchase for $2.8 billion would be firm’s largest: Big boost
in test division, Wall Street Journal, October 15, A3; R. Brat, 2007, Turning managers into takeover artists: How conglomerate ITW mints new deal makers to fuel its expansion, Wall Street Journal, April 6, A1, A8.
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Value-Neutral Diversification: Incentives
and Resources
The objectives firms seek when using related diversification and unrelated diversification
strategies all have the potential to help the firm create value by using a corporate-level
strategy. However, these strategies, as well as single- and dominant-business diversification strategies, are sometimes used with value-neutral rather than value-creating objectives in mind. As we discuss next, different incentives to diversify sometimes exist, and
the quality of the firm’s resources may permit only diversification that is value neutral
rather than value creating.

Incentives to Diversify
Incentives to diversify come from both the external environment and a firm’s internal
environment. External incentives include antitrust regulations and tax laws. Internal
incentives include low performance, uncertain future cash flows, and the pursuit of synergy and reduction of risk for the firm.
Antitrust Regulation and Tax Laws
Government antitrust policies and tax laws provided incentives for U.S. firms to diversify
in the 1960s and 1970s.79 Antitrust laws prohibiting mergers that created increased market power (via either vertical or horizontal integration) were stringently enforced during
that period.80 Merger activity that produced conglomerate diversification was encouraged
primarily by the Celler-Kefauver Antimerger Act (1950), which discouraged horizontal
and vertical mergers. As a result, many of the mergers during the 1960s and 1970s were
“conglomerate” in character, involving companies pursuing different lines of business.
Between 1973 and 1977, 79.1 percent of all mergers were conglomerate in nature.81
During the 1980s, antitrust enforcement lessened, resulting in more and larger horizontal mergers (acquisitions of target firms in the same line of business, such as a merger
between two oil companies).82 In addition, investment bankers became more open to the
kinds of mergers facilitated by regulation changes; as a consequence, takeovers increased
to unprecedented numbers.83 The conglomerates, or highly diversified firms, of the 1960s
and 1970s became more “focused” in the 1980s and early 1990s as merger constraints
were relaxed and restructuring was implemented.84
In the late 1990s and early 2000s, antitrust concerns emerged again with the large
volume of mergers and acquisitions (see Chapter 7).85 Mergers are now receiving more
scrutiny than they did in the 1980s and through the early 1990s.86 For example, in the
merger between P&G and Gillette, regulators required that each firm divest certain businesses before they were allowed to secure the deal.
The tax effects of diversification stem not only from corporate tax changes, but also
from individual tax rates. Some companies (especially mature ones) generate more cash
from their operations than they can reinvest profitably. Some argue that free cash flows
(liquid financial assets for which investments in current businesses are no longer economically viable) should be redistributed to shareholders as dividends.87 However, in
the 1960s and 1970s, dividends were taxed more heavily than were capital gains. As a
result, before 1980, shareholders preferred that firms use free cash flows to buy and build
companies in high-performance industries. If the firm’s stock value appreciated over the
long term, shareholders might receive a better return on those funds than if the funds had
been redistributed as dividends, because returns from stock sales would be taxed more
lightly than would dividends.
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and buy and sell at appropriate times. The downturn can also present opportunities as
the Oracle Strategic Focus notes. Ideally, executives will follow a strategy of buying businesses when prices are lower, such as in the midst of a recession and selling them at late
stages in an expansion.78
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Under the 1986 Tax Reform Act, however, the top individual ordinary income tax rate
was reduced from 50 to 28 percent, and the special capital gains tax was changed to treat
capital gains as ordinary income. These changes created an incentive for shareholders
to stop encouraging firms to retain funds for purposes of diversification. These tax law
changes also influenced an increase in divestitures of unrelated business units after 1984.
Thus, while individual tax rates for capital gains and dividends created a shareholder
incentive to increase diversification before 1986, they encouraged less diversification after
1986, unless it was funded by tax-deductible debt. The elimination of personal interest
deductions, as well as the lower attractiveness of retained earnings to shareholders, might
prompt the use of more leverage by firms (interest expenses are tax deductible).
Corporate tax laws also affect diversification. Acquisitions typically increase a firm’s
depreciable asset allowances. Increased depreciation (a non-cash-flow expense) produces
lower taxable income, thereby providing an additional incentive for acquisitions. Before
1986, acquisitions may have been the most attractive means for securing tax benefits,88
but the 1986 Tax Reform Act diminished some of the corporate tax advantages of
diversification.89 The recent changes recommended by the Financial Accounting
Standards Board eliminated the “pooling of interests” method to account for the acquired
firm’s assets and it also eliminated the write-off for research and development in process,
and thus reduced some of the incentives to make acquisitions, especially acquisitions in
related high-technology industries (these changes are discussed further in Chapter 7).90
Although federal regulations were loosened somewhat in the 1980s and then retightened in the late 1990s, a number of industries experienced increased merger activity due
to industry-specific deregulation activity, including banking, telecommunications, oil
and gas, and electric utilities. For instance, in banking the Garns–St. Germain Deposit
Institutions Act of 1982 (GDIA) and the Competitive Equality Banking Act of 1987
(CEBA) reshaped the acquisition frequency in banking by relaxing the regulations that
limited interstate bank acquisitions.91 Regulation changes have also affected convergence
between media and telecommunications industries, which has allowed a number of mergers, such as the successive Time Warner and AOL mergers. The Federal Communications
Commission (FCC) made a highly contested ruling “allowing broadcasters to own TV
stations that reach 45 percent of U.S. households (up from 35 percent), own three stations in the largest markets (up from two), and own a TV station and newspaper in
the same town.”92 Thus, regulatory changes such as the ones we have described create
incentives or disincentives for diversification. Interestingly, European antitrust laws have
historically been stricter regarding horizontal mergers than those in the United States,
but more recently have become similar.93
Low Performance
Some research shows that low returns are related to greater levels of diversification.94 If
“high performance eliminates the need for greater diversification,”95 then low performance
may provide an incentive for diversification. In 2005, eBay acquired Skype for $3.1 billion
in hopes that it would create synergies and improve communication between buyers and
sellers. However, in 2008 eBay announced that it would sell Skype if the opportunity
presents itself because it has failed to increase cash flow for its core e-commerce business
and the synergies have not been realized. Some critics have even urged eBay to rid itself
of PayPal in order to boost its share price.96
Research evidence and the experience of a number of firms suggest that an overall
curvilinear relationship, as illustrated in Figure 6.3, may exist between diversification
and performance.97 Although low performance can be an incentive to diversify, firms
that are more broadly diversified compared to their competitors may have overall lower
performance. Further, broadly based banks, such as Citigroup and UBS as noted earlier,
have been under pressure to “break up” because they seem to underperform compared
to their peers. Additionally, before being acquired by Barclays in 2009, Lehman Brothers

175

Performance

Chapter 6: Corporate-Level Strategy

Figure 6.3 The Curvilinear Relationship between Diversification and Performance
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divested much of its asset management and commercial mortgage businesses to improve
the company’s cash flow.98
Uncertain Future Cash Flows
As a firm’s product line matures or is threatened, diversification may be an important
defensive strategy.99 Small firms and companies in mature or maturing industries sometimes find it necessary to diversify for long-term survival.100 For example, auto-industry suppliers have been slowly diversifying into other more promising businesses such
as “green” businesses and medical supplies as the auto industry has declined. Dephi,
for instance, once part of General Motors, has been expanding its electric car battery
expertise into residential energy systems. Abbott Workholding Products, Inc. has been
expanding its industrial tools business into tools for making artificial knee and bone
replacements.101
Diversifying into other product markets or into other businesses can reduce the
uncertainty about a firm’s future cash flows. Merck looked to expand into the biosimilars business (production of drugs which are similar to approved drugs) in hopes of
stimulating its prescription drug business due to lower expected results as many of its
drug patents expire.102 For example, in 2009 it purchased Insmed’s portfolio of follow-on
biologics for $130 million. It will carry out the development of biologics that prevent
infections in cancer patients receiving chemotherapy. Such drugs include, INS-19 is in
late-stage trials while INS-20 is in early-stage development.103
Synergy and Firm Risk Reduction
Diversified firms pursuing economies of scope often have investments that are too inflexible to realize synergy between business units. As a result, a number of problems may
arise. Synergy exists when the value created by business units working together exceeds
the value that those same units create working independently. But as a firm increases its
relatedness between business units, it also increases its risk of corporate failure, because
synergy produces joint interdependence between businesses that constrains the firm’s
flexibility to respond. This threat may force two basic decisions.

Synergy exists when
the value created by
business units working
together exceeds the
value that those same
units create working
independently.
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First, the firm may reduce its level of technological change by operating in environments that are more certain. This behavior may make the firm risk averse and thus
uninterested in pursuing new product lines that have potential, but are not proven.
Alternatively, the firm may constrain its level of activity sharing and forgo synergy’s
potential benefits. Either or both decisions may lead to further diversification.104 The former would lead to related diversification into industries in which more certainty exists.
The latter may produce additional, but unrelated, diversification.105 Research suggests
that a firm using a related diversification strategy is more careful in bidding for new businesses, whereas a firm pursuing an unrelated diversification strategy may be more likely
to overprice its bid, because an unrelated bidder may not have full information about
the acquired firm.106 However, firms using either a related or an unrelated diversification
strategy must understand the consequences of paying large premiums.107 In the situation
with eBay, former CEO Meg Whitman received heavy criticism for paying such a high
price for Skype, especially when the firm did not realize the synergies it was seeking.

Resources and Diversification

The small “EEE” Acer
notebook computer
(shown here in white)
facilitates Acer’s related
diversification strategy.

As already discussed, firms may have several value-neutral incentives as well as value-creating
incentives (such as the ability to create economies of scope) to diversify. However, even
when incentives to diversify exist, a firm must have the types and levels of resources and
capabilities needed to successfully use a corporate-level diversification strategy.108 Although
both tangible and intangible resources facilitate diversification, they vary in their ability to
create value. Indeed, the degree to which resources are valuable, rare, difficult to imitate,
and nonsubstitutable (see Chapter 3) influences a firm’s ability to create value through
diversification. For instance, free cash flows are a tangible financial resource that may be
used to diversify the firm. However, compared with diversification that is grounded in
intangible resources, diversification based on financial resources only is more visible to
competitors and thus more imitable and less likely to create value on a long-term basis.109
Tangible resources usually include the plant and equipment necessary to produce a
product and tend to be less-flexible assets. Any excess capacity often can be used only for
closely related products, especially those requiring highly similar manufacturing technologies. For example, Acer Inc. hopes to benefit during the current economic downturn and build market share through a related diversification move. Acer believes that
the large computer makers such as Dell and Hewlett-Packard have underestimated the
demand for mini-notebook or “netbook” computers. Acer diversified into these compact
machines and now has about 30 percent of the market share. These smaller and less
expensive machines are expected to become 15 to 20 percent of the overall PC market. It
has also expanded into “smart phones” and at the same time has created seamless integration between such phones and PCs for data transfer. There are obvious manufacturing and sales integration opportunities between its basic tangible assets and these related
diversification moves.110
Excess capacity of other tangible resources, such as a sales force, can be used to diversify more easily. Again, excess capacity in a sales force is more effective with related diversification, because it may be utilized to sell similar
products. The sales force would be more knowledgeable about related-product characteristics,
customers, and distribution channels.111 Tangible
resources may create resource interrelationships in
production, marketing, procurement, and technology, defined earlier as activity sharing. Intangible
resources are more flexible than tangible physical
assets in facilitating diversification. Although the
sharing of tangible resources may induce diversification, intangible resources such as tacit knowledge
could encourage even more diversification.112
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Value-Reducing Diversification: Managerial
Motives to Diversify
Managerial motives to diversify can exist independent of value-neutral reasons (i.e.,
incentives and resources) and value-creating reasons (e.g., economies of scope). The
desire for increased compensation and reduced managerial risk are two motives for toplevel executives to diversify their firm beyond value-creating and value-neutral levels.115
In slightly different words, top-level executives may diversify a firm in order to diversify
their own employment risk, as long as profitability does not suffer excessively.116
Diversification provides additional benefits to top-level managers that shareholders
do not enjoy. Research evidence shows that diversification and firm size are highly
correlated, and as firm size increases, so does executive compensation.117 Because large
firms are complex, difficult-to-manage organizations, top-level managers commonly
receive substantial levels of compensation to lead them.118 Greater levels of diversification
can increase a firm’s complexity, resulting in still more compensation for executives
to lead an increasingly diversified organization. Governance mechanisms, such as the
board of directors, monitoring by owners, executive compensation practices, and the
market for corporate control, may limit managerial tendencies to overdiversify. These
mechanisms are discussed in more detail in Chapter 10.
In some instances, though, a firm’s governance mechanisms may not be strong,
resulting in a situation in which executives may diversify the firm to the point that it
fails to earn even average returns.119 The loss of adequate internal governance may result
in poor relative performance, thereby triggering a threat of takeover. Although takeovers may improve efficiency by replacing ineffective managerial teams, managers may
avoid takeovers through defensive tactics, such as “poison pills,” or may reduce their
own exposure with “golden parachute” agreements.120 Therefore, an external governance
threat, although restraining managers, does not flawlessly control managerial motives
for diversification.121
Most large publicly held firms are profitable because the managers leading them are
positive stewards of firm resources, and many of their strategic actions, including those related
to selecting a corporate-level diversification strategy, contribute to the firm’s success.122 As
mentioned, governance mechanisms should be designed to deal with exceptions to the
managerial norms of making decisions and taking actions that will increase the firm’s
ability to earn above-average returns. Thus, it is overly pessimistic to assume that managers
usually act in their own self-interest as opposed to their firm’s interest.123
Top-level executives’ diversification decisions may also be held in check by concerns
for their reputation. If a positive reputation facilitates development and use of managerial power, a poor reputation may reduce it. Likewise, a strong external market for
managerial talent may deter managers from pursuing inappropriate diversification.124
In addition, a diversified firm may police other firms by acquiring those that are poorly
managed in order to restructure its own asset base. Knowing that their firms could be
acquired if they are not managed successfully encourages executives to use value-creating,
diversification strategies.
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Sometimes, however, the benefits expected from using resources to diversify the firm
for either value-creating or value-neutral reasons are not gained.113 For example, as noted
in the Opening Case, implementing operational relatedness has been difficult for the
Foster’s Group in integrating the wine and beer businesses; the joint marketing operation
was a failure. Also, Sara Lee executives found that they could not realize synergy between
elements of its diversified portfolio, and subsequently shed businesses accounting for
40 percent of is revenue to focus on food and food-related products to more readily
achieve synergy. The downturn has caused Sara Lee to continue this process in order to
more sharply focus possible synergies between businesses.114
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As shown in Figure 6.4, the level of diversification that can be expected to have the
greatest positive effect on performance is based partly on how the interaction of resources,
managerial motives, and incentives affects the adoption of particular diversification strategies. As indicated earlier, the greater the incentives and the more flexible the resources,
the higher the level of expected diversification. Financial resources (the most flexible)
should have a stronger relationship to the extent of diversification than either tangible
or intangible resources. Tangible resources (the most inflexible) are useful primarily for
related diversification.
As discussed in this chapter, firms can create more value by effectively using diversification strategies. However, diversification must be kept in check by corporate governance
(see Chapter 10). Appropriate strategy implementation tools, such as organizational
structures, are also important (see Chapter 11).
We have described corporate-level strategies in this chapter. In the next chapter,
we discuss mergers and acquisitions as prominent means for firms to diversify and to
grow profitably. These trends toward more diversification through acquisitions, which
have been partially reversed due to restructuring (see Chapter 7), indicate that learning
has taken place regarding corporate-level diversification strategies.125 Accordingly, firms
that diversify should do so cautiously, choosing to focus on relatively few, rather than
many, businesses. In fact, research suggests that although unrelated diversification has
Figure 6.4 Summary Model of the Relationship between Diversification and Firm Performance
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Source: Adapted from R. E. Hoskisson & M. A. Hitt, 1990, Antecedents and performance outcomes of diversification: A review
and critique of theoretical perspectives, Journal of Management, 16: 498.
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decreased, related diversification has increased, possibly due to the restructuring that
continued into the 1990s and early twenty-first century. This sequence of diversification
followed by restructuring is now taking place in Europe and other places such as Korea,
mirroring actions of firms in the United States and the United Kingdom.126 Firms can
improve their strategic competitiveness when they pursue a level of diversification that
is appropriate for their resources (especially financial resources) and core competencies and the opportunities and threats in their country’s institutional and competitive
environments.127

SUMMARY
•

The primary reason a firm uses a corporate-level strategy to
become more diversified is to create additional value. Using
a single- or dominant-business corporate-level strategy
may be preferable to seeking a more diversified strategy,
unless a corporation can develop economies of scope or
financial economies between businesses, or unless it can
obtain market power through additional levels of diversification. Economies of scope and market power are the main
sources of value creation when the firm diversifies by using
a corporate-level strategy with moderate to high levels of
diversification.

•

The related diversification corporate-level strategy helps the
firm create value by sharing activities or transferring competencies between different businesses in the company’s portfolio.

•

Sharing activities usually involves sharing tangible resources
between businesses. Transferring core competencies
involves transferring core competencies developed in one
business to another business. It also may involve transferring
competencies between the corporate headquarters office
and a business unit.

•

Sharing activities is usually associated with the related constrained diversification corporate-level strategy. Activity
sharing is costly to implement and coordinate, may create
unequal benefits for the divisions involved in the sharing,
and may lead to fewer managerial risk-taking behaviors.

•

Transferring core competencies is often associated with
related linked (or mixed related and unrelated) diversification,

although firms pursuing both sharing activities and transferring core competencies can also use the related linked
strategy.
•

Efficiently allocating resources or restructuring a target firm’s
assets and placing them under rigorous financial controls are
two ways to accomplish successful unrelated diversification.
Firms using the unrelated diversification strategy focus on
creating financial economies to generate value.

•

Diversification is sometimes pursued for value-neutral reasons. Incentives from tax and antitrust government policies,
performance disappointments, or uncertainties about future
cash flow are examples of value-neutral reasons that firms
may choose to become more diversified.

•

Managerial motives to diversify (including to increase compensation) can lead to overdiversification and a subsequent
reduction in a firm’s ability to create value. Evidence suggests, however, that the majority of top-level executives seek
to be good stewards of the firm’s assets and avoid diversifying the firm in ways and amounts that destroy value.

•

Managers need to pay attention to their firm’s internal organization and its external environment when making decisions
about the optimum level of diversification for their company.
Of course, internal resources are important determinants
of the direction that diversification should take. However,
conditions in the firm’s external environment may facilitate
additional levels of diversification, as might unexpected
threats from competitors.

REVIEW
1. What is corporate-level strategy and why is it important?
2. What are the different levels of diversification firms can pursue by using different corporate-level strategies?
3. What are three reasons firms choose to diversify their
operations?
4. How do firms create value when using a related diversification strategy?

QUESTIONS

5. What are the two ways to obtain financial economies when
using an unrelated diversification strategy?
6. What incentives and resources encourage diversification?
7. What motives might encourage managers to overdiversify
their firm?
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EXPERIENTIAL

EXERCISES

EXERCISE 1: COMPARISON OF
DIVERSIFICATION STRATEGIES

•

The use of diversification varies both across and within industries.
In some industries, most firms may follow a single- or dominantproduct approach. Other industries are characterized by a mix of
both single-product and heavily diversified firms. The purpose of
this exercise is to learn how the use of diversification varies across
firms in an industry, and the implications of such use.

Part One
Working in small teams of four to seven people, choose an industry to research. You will then select two firms in that industry for
further analysis. Many resources can aid you in identifying specific
firms in an industry for analysis. One option is to visit the Web site
of the New York Stock Exchange (http://www.nyse.com), which
has an option to screen firms by industry group. A second option
is http://www.hoovers.com, which offers similar listings. Identify
two public firms based in the United States. (Note that Hoovers
includes some private firms, and the NYSE includes some foreign
firms. Data for the exercise are often unavailable for foreign or
private companies.)
Once a target firm is identified, you will need to collect business
segment data for each company. Segment data break down the
company’s revenues and net income by major lines of business.
These data are reported in the firm’s SEC 10-K filing and may also
be reported in the annual report. Both the annual report and 10-K
are usually found on the company’s Web site; both the Hoovers
and NYSE listings include company homepage information. For the
most recent three-year period available, calculate the following:
•
•

Percentage growth in segment sales
Net profit margin by segment

Bonus item: compare profitability to industry averages
(Industry Norms and Key Business Ratios publishes profit
norms by major industry segment)

Next, based on your reading of the company filings and these
statistics, determine whether the firm is best classified as:
•
•
•
•

Single product
Dominant product
Related diversified
Unrelated diversified

Part Two
Prepare a brief PowerPoint presentation for use in class discussion. Address the following in the presentation:
•
•

•

Describe the extent and nature of diversification used at each
firm.
Can you provide a motive for the firm’s diversification strategy,
given the rationales for diversification put forth in the chapter?
Which firm’s diversification strategy appears to be more
effective? Try to justify your answer by explaining why you
think one firm’s strategy is more effective than the other.

EXERCISE 2: HOW DOES THE FIRM’S
PORTFOLIO STACK UP?
The BCG (Boston Consulting Group) product portfolio matrix has
been around for decades and was introduced by the BCG as a
way for firms to understand the priorities that should be given to
the various segments within their mix of businesses. It is based
on a matrix with two vertices: firm market share and projected
market growth rate, as shown below:

HIGH
STARS

?

CASH COWS

DOGS

HIGH

LOW

MARKET
GROWTH
RATE

LOW

MARKET SHARE
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•

•

•

•

Stars: High growth and high market share. These business units
generate large amounts of cash but also use large amounts of
cash. These are often the focus of the firm’s priorities as these
segments have a potentially bright future.
Cash Cows: Low market growth coupled with high market
share. Profits and cash generated are high; the need for new
cash is low. Provides a foundation for the firm from which it
can launch new initiatives.
Dogs: Low market growth and low market share. This is usually a situation firms seek to avoid. This is quite often the target of a turnaround plan or liquidation effort.
Question Marks: High market growth but low market share.
Creates a need to move strategically because of high demands
on cash due to market needs yet low cash returns because of
the low firm market share.

This way to analyze a firm’s corporate level strategy or the
way in which it rewards and prioritizes its business units has come
under some criticism. For one, market share is not the only way
in which a firm should view success or potential success; second,
market growth is not the only indicator for the attractiveness of
a market; and third, sometimes “dogs” can earn as much cash
as “cows.”

Part One
Pick a publicly traded firm that has a diversified corporate-level
strategy. The more unrelated the segments the better.

Part Two
Analyze the firm using the BCG matrix. In order to do this you
will need to develop market share ratings for each operating
unit and assess the overall market attractiveness for that
segment.

VIDEO
THE RISKS OF DIVERSIFICATION

•
•

Sir Mark Weinberg President/St. James’s Place Capital
Sir Mark Weinberg discusses the wisdom, or lack thereof, in firms
that diversify their portfolio of businesses. Having been a director of a
firm (British American Tobacco) that implemented an unrelated diversification strategy to reduce risk in the company’s core business units,
Sir Weinberg has keen insights into the wisdom of this strategy.
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts
•
•
•

Executive hubris
Diversification
Risk

CASE

Unrelated acquisition
Core competency

Questions
1. Think about firms that implement an unrelated diversification
strategy. Why are some firms able to implement this corporate level strategy effectively while others struggle?
2. Read the history of British American Tobacco since 1969 from
the company’s Web site. What impressions do you take away
from this?
3. British American Tobacco utilized the concept of risk minimization as a reason for diversification away from its core business.
Do you consider this to be a valid rationale for implementing
an unrelated diversification strategy?
4. How do public equity markets value unrelated diversification
strategies and why do you think they do so?
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Merger and Acquisition
Strategies

Studying
udying this chapter should provide you with the strategic
management
anagement knowledge needed to:
1. Explain the popularity of merger and acquisition strategies in firms
competing in the global economy.
2. Discuss reasons why firms use an acquisition strategy to achieve
strategic competitiveness.
3. Describe seven problems that work against achieving success when
using an acquisition strategy.
4. Name and describe the attributes of effective acquisitions.
5. Define
Define the restructuring strategy and distinguish among its common
forms.
6. Explain the short- and long-term outcomes of the different types of
restructuring strategies.

GLOBAL MERGER
AND ACQUISITION
ACTIVITY DURING
A GLOBAL CRISIS

AP Photo/Eric Landwehr

Mergers and acquisitions (M&A) are a
primary means of firm growth. We define
these terms and discuss a number of reasons
firms use merger and acquisition strategies
in this chapter.
Cross-border M&A activity (activity involving firms headquartered in different nations)
increased during the 1990s and into the early part of the twenty-first century, largely
because of the continuing globalization of the world’s markets. A key advantage of
mergers and acquisitions is that they can help firms grow rapidly in both domestic and
international markets. For societies, mergers and acquisitions can be beneficial in that
they “… are a critical tool for eliminating weaker players and wringing out excess
capacity.”
Merger and acquisition activity
tends to be cyclical in nature flowing
and ebbing in light of the opportunities
and threats associated with a firm’s
external environment. In the very
recent past, the global financial crisis
has contributed to a sharp decline in
M&A activity. The fact that “merger and
acquisition volume worldwide dropped
to $29 trillion in 2008, from $42 trillion
the year before,” demonstrates the
caution firms exercised during 2008 in
terms of using merger and acquisition
strategies.
Evidence from the first part of 2009
suggests that the decline observed in
Despite adverse economic conditions, in early
2009 Valero Energy became the first oil company to
2008 continued, certainly with respect
purchase a major ethanol producer when it bought the
to cross-border M&A activity. “Global
seven plants from the bankruptcy inventory of VeraSun.
flows of foreign-direct investment
halved during the first three months
of 2009 as the value of cross-border mergers and acquisitions plummeted.” Indeed,
the value of cross-border M&A activity declined by 77 percent in the first quarter of
2009 compared to the same quarter a year earlier. The size of individual mergers and
acquisitions also declined during 2008 and early 2009. In the first half of 2009, Pfizer’s
proposed $68 billion acquisition of Wyeth was the largest transaction. According to
Dealogic, which tracks M&A activity, the U.S. federal government’s $25 billion stake
in Citigroup ranked as the fifth largest transaction during this six-month period.
Uncertainty in the world’s credit markets and possible political changes in different
nations’ orientation to M&A activity were among the causes of decline in global M&A
activity during the recent financial crisis.
In spite of the recent declines in M&A activity both globally and domestically,
merger and acquisition strategies are still a very viable source of firm growth; as a
result, they remain popular with many of the world’s corporations. In the foreseeable
future, M&A opportunities seem strong in several sectors such as energy and health
care. In response to pushes toward greener, renewable energy sources, for example,
major oil companies “… are eyeing players in alternative energy …” Fuel refiner Valero’s
purchase of ethanol producer VeraSun is an example of M&A activity taking place in this
sector. Some of the major corporations in the health care industry have large amounts
of cash that can be used to gain access to promising drugs and other firm’s research
and development skills. Pfizer’s $68 billion acquisition of Wyeth demonstrates the type
of activity taking place in this sector. (We further discuss this acquisition in a Strategic
Focus in this chapter.) However, as is true for all strategies, firms in these two sectors
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and all other companies must carefully evaluate the “deal” (either a merger or an
acquisition) they are contemplating to verify that completing the transaction will facilitate
the firm’s efforts to achieve strategic competitiveness and create value for stakeholders
as a result of doing so.
Sources: P. Hannon, 2009, Foreign investing decreased by half earlier this year, Wall Street Journal Online, http://
www.wsj.com, June 25; S. Jung-a, 2009, Mergers & acquisitions: Ambitious companies with war-chests look for
value, Financial Times Online, http://www.ft.com, May 20; Z. Kouwe, 2009, Deals on ice in first half, with 40%
drop in M.&A., New York Times Online, http://www.nytimes.com, July 1; J. Silver-Greenberg, 2009, Dealmakers
test the waters, BusinessWeek, March 2, 18–20; 2008, Global M&A falls in 2008, New York Times Online, http://
www.nytimes.com, December 22; L. Saigoi, 2008, Record number of M&A deals cancelled in 2008, Financial
Times Online, http://www.ft.com, December 22.

We examined corporate-level strategy in Chapter 6, focusing on types and levels of product diversification strategies that firms derive from their core competencies to create
competitive advantages and value for stakeholders. As noted in that chapter, diversification allows a firm to create value by productively using excess resources.1 In this chapter, we explore merger and acquisition strategies. Firms throughout the world use these
strategies, often in concert with diversification strategies, to become more diversified. As
noted in the Opening Case, even though the amount of merger and acquisition activity
completed in 2008 and through mid-2009 fell short of such activity in previous years,
merger and acquisition strategies remain popular as a source of firm growth and hopefully, of above-average returns.
Most corporations are very familiar with merger and acquisition strategies. For
example, the latter half of the twentieth century found major companies using these
strategies to grow and to deal with the competitive challenges in their domestic markets
as well as those emerging from global competitors. Today, smaller firms also use merger
and acquisition strategies to grow in their existing markets and to enter new markets.2
Not unexpectedly, some mergers and acquisitions fail to reach their promise.3
Accordingly, explaining how firms can successfully use merger and acquisition strategies
to create stakeholder value4 is a key purpose of this chapter. To do this we first explain
the continuing popularity of merger and acquisition strategies as a choice firms evaluate when seeking growth and strategic competitiveness. As part of this explanation, we
describe the differences between mergers, acquisitions, and takeovers. We next discuss
specific reasons firms choose to use acquisition strategies and some of the problems organizations may encounter when implementing them. We then describe the characteristics
associated with effective acquisitions before closing the chapter with a discussion of different types of restructuring strategies. Restructuring strategies are commonly used to
correct or deal with the results of ineffective mergers and acquisitions.

The Popularity of Merger and Acquisition
Strategies
Merger and acquisition strategies have been popular among U.S. firms for many years.
Some believe that these strategies played a central role in the restructuring of U.S. businesses during the 1980s and 1990s and that they continue generating these types of benefits in the twenty-first century.5
Although popular and appropriately so as a means of growth with the potential to
lead to strategic competitiveness, it is important to emphasize that changing conditions
in the external environment influence the type of M&A activity firms pursue. During the
recent financial crisis for example, tightening credit markets made it more difficult for
firms to complete “megadeals” (those costing $10 billion or more). As a result, “… many
acquirers are focusing on smaller targets with a niche focus that complements their
existing business.”6 Additionally, the relatively weak U.S. dollar increased the interest of
firms from other nations to acquire U.S. companies. For example, speculation surfaced
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in mid-2009 that Singapore’s sovereign wealth fund, Temasek Holdings, was considering
acquiring the aircraft-leasing unit of insurer AIG.
In the final analysis, firms use merger and acquisition strategies to improve their ability
to create more value for all stakeholders including shareholders. As suggested by Figure 1.1,
this reasoning applies equally to all of the other strategies (e.g., business-level, corporatelevel, international and cooperative) a firm may formulate and then implement.
However, evidence suggests that using merger and acquisition strategies in ways
that consistently create value is challenging. This is particularly true for acquiring firms
in that some research results indicate that shareholders of acquired firms often earn
above-average returns from acquisitions while shareholders of acquiring firms typically
earn returns that are close to zero.7 Moreover, in approximately two-thirds of all acquisitions, the acquiring firm’s stock price falls immediately after the intended transaction
is announced. This negative response reflects investors’ skepticism about the likelihood
that the acquirer will be able to achieve the synergies required to justify the premium.8
Premiums can sometimes be excessive, as appears to be the case with NetApp’s proposed
acquisition of Data Domain in mid-2009: “On straightforward valuation measures, the
(acquisition) price already looks in the stratosphere. At $33.50, the offer is 419 times
Data Domain’s consensus 2009 earnings, including the enormous cost of employee stock
options.”9 Obviously, creating the amount of value required to account for this type of
premium would be extremely difficult. Overall then, those leading firms that are using
merger and acquisition strategies must recognize that creating more value for their stakeholders by doing so is indeed difficult.10

Mergers, Acquisitions, and Takeovers: What Are
the Differences?
A merger is a strategy through which two firms agree to integrate their operations on
a relatively coequal basis. Recently, Towers Perrin Forster & Crosby Inc. and Watson
Wyatt Worldwide Inc., two large human-resources consulting firms, agreed to merge.
Shareholders of each firm will own 50 percent of the newly formed company, which will
be “… the world’s biggest employee-benefits consultancy… .”11
Even though the transaction between Towers Perrin and Watson Wyatt appears to
be a merger, the reality is that few true mergers actually take place. The main reason for
this is that one party to the transaction is usually dominant in regard to various characteristics such as market share, size, or value of assets. The transaction proposed between
Xstrata and Anglo American appears to be an example of this.
In 2009, Swiss-based Xstrata (a global diversified mining group) proposed a friendly
merger with London-based Anglo American (a diversified mining and natural resource
group). While some analysts thought the proposed merger of equals “should create some
value,” they also concluded that the “… friendly merger with Anglo American (was) a
pretty aggressive bear hug” given the terms Xstrata was seeking and its potential inability
to pay the premium Anglo’s shareholders expected. In this case too some felt that Anglo’s
assets were of higher quality, reducing the likelihood that the transaction was actually
one of “equals.”12
An acquisition is a strategy through which one firm buys a controlling, or 100 percent, interest in another firm with the intent of making the acquired firm a subsidiary
business within its portfolio. After completing the transaction, the management of the
acquired firm reports to the management of the acquiring firm.
In spite of the situation we described dealing with Xstrata and Anglo American,
most of the mergers that are completed are friendly in nature. However, acquisitions
can be friendly or unfriendly. A takeover is a special type of acquisition wherein the
target firm does not solicit the acquiring firm’s bid; thus, takeovers are unfriendly acquisitions. Research evidence showing “… that hostile acquirers deliver significantly
higher shareholder value than friendly acquirers” for the acquiring firm13 is a reason
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some firms are willing to pursue buying another company even when that firm is not
interested in being bought. Often, determining the price the acquiring firm is willing
to pay to “take over” the target firm is the core issue in these transactions. In July 2009,
for example, Exelon “… raised its hostile bid for rival power producer NRG Energy to
nearly $7.5 billion in stock, marking the latest twist in the months-long takeover feud.” At
issue was NRG’s position that Exelon’s bids were inadequate. At the same time however,
NRG “… said that it remained open to a deal at a fair price.”14
On a comparative basis, acquisitions are more common than mergers and takeovers.
Accordingly, we focus the remainder of this chapter’s discussion on acquisitions.

Reasons for Acquisitions
In this section, we discuss reasons firms decide to acquire another company. Although
each reason can provide a legitimate rationale, acquisitions are not always as successful as the involved parties want to be the case. Later in the chapter, we examine
problems firms may encounter when seeking growth and strategic competitiveness
through acquisitions.

Increased Market Power
Achieving greater market power is a primary reason for acquisitions.15 Defined in Chapter
6, market power exists when a firm is able to sell its goods or services above competitive levels or when the costs of its primary or support activities are lower than those
of its competitors. Market power usually is derived from the size of the firm and its
resources and capabilities to compete in the marketplace;16 it is also affected by the firm’s
share of the market. Therefore, most acquisitions that are designed to achieve greater
market power entail buying a competitor, a supplier, a distributor, or a business in a
highly related industry to allow the exercise of a core competence and to gain competitive
advantage in the acquiring firm’s primary market.
If a firm achieves enough market power, it can become a market leader, which is the
goal of many firms. For example, having already acquired Gateway and Packard Bell (see
the Strategic Focus in Chapter 4), Acer is contemplating acquiring other firms (perhaps
Asustek of Taiwan or Lenovo of China) as a means of getting closer to its goal of being
the leading maker and seller of personal computers.17 Vertu, already the ninth-largest
motor retailer in the United Kingdom, recently acquired some of the businesses and
assets of Brooklyn Motor, a Ford and Mazda dealership. The transaction provided Vertu
with its first Mazda franchise and facilitated the firm’s intention of increasing its share of
its core market in the Worcestershire area.18
Next, we discuss how firms use horizontal, vertical, and related types of acquisitions
to increase their market power.
Horizontal Acquisitions
The acquisition of a company competing in the same industry as the acquiring firm is a
horizontal acquisition. Horizontal acquisitions increase a firm’s market power by exploiting cost-based and revenue-based synergies.19 For example, National Australia Bank Ltd.
recently acquired the wealth-management assets from Aviva PLC’s Australian business.
A company spokesman said that the acquisition would enhance National Australia’s
“… offering in key wealth-management segments including insurance and investment
platforms, adding scale, efficiency and new capabilities to our operations.”20 Toys “R”
Us Inc.’s acquisition of specialty toy retailer FAO Schwarz is another example of a horizontal acquisition. Toys “R” Us officials indicated that they intended to use their firm’s
“… buying clout to offer a slightly broader appeal to FAO’s toy offerings …”21 and to
reduce the price FAO was paying to buy products for its stores.
Research suggests that horizontal acquisitions result in higher performance when
the firms have similar characteristics,22 such as strategy, managerial styles, and resource
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allocation patterns. Similarities in
these characteristics support efforts
to integrate the acquiring and the
acquired firm. The similarity in the
strategies they use should facilitate
the integration of National Australia’s
and Aviva’s wealth-management
assets. Toys “R” Us and FAO Schwarz
share similar product lines and allocate their resources similarly to buy
and sell their products. Horizontal
acquisitions are often most effective
when the acquiring firm integrates
the acquired firm’s assets with its own
assets, but only after evaluating and
divesting excess capacity and assets
that do not complement the newly
combined firm’s core competencies.23
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Vertical Acquisitions
A vertical acquisition refers to a firm acquiring a supplier or distributor of one or more
of its goods or services.24 Through a vertical acquisition, the newly formed firm controls
additional parts of the value chain (see Chapters 3 and 6),25 which is how vertical acquisitions lead to increased market power.
CVS/Caremark, a firm that was formed as a result of a transaction completed in
2007, is a product of a vertical acquisition. In 2007, CVS Corporation (a retail pharmacy) acquired Caremark Rx, Inc. (a PBM or pharmacy benefits manager) to create
CVS/Caremark, which is the largest integrated pharmacy services provider in the United
States. In the firm’s words: “Payers and patients count on CVS/Caremark for a broad
range of services, from managing pharmacy benefits to filling prescriptions by mail or
offering clinical expertise.”26 CVS/Caremark controls multiple parts of the value chain
allowing it to use the size of its purchases to gain price concessions from those selling
medicines and related products to it.
Related Acquisitions
Acquiring a firm in a highly related industry is called a related acquisition. Through a
related acquisition, firms seek to create value through the synergy that can be generated
by integrating some of their resources and capabilities. For example, Boeing recently
acquired eXMeritus Inc., a company providing hardware and software to federal government and law enforcement agencies. eXMeritus’s products are intended to help agencies securely share information across classified and unclassified networks and systems.
eXMeritus is operating as part of Boeing’s Integrated Defense Systems Network and
Space Systems business unit. This related acquisition facilitates Boeing’s intention of
expanding its presence in the cyber and intelligence markets—markets that are related to
other aspects of the firm’s Integrated Defense Systems operations.27
Sometimes, firms fail to create value through a related acquisition. This is the case
for FAO Schwarz’s recent acquisition of Best Co., a fashion-oriented children’s clothing
company. The economic downturn that started around 2007 made it extremely difficult
for FAO Schwarz to generate the type of operational synergies it expected to accrue
through this related acquisition. Indeed, acquiring Best Co. weakened FAO, making it a
target for Toys “R” Us as a horizontal acquisition.
Horizontal, vertical, and related acquisitions that firms complete to increase their
market power are subject to regulatory review as well as to analysis by financial markets.28 For example, Procter & Gamble (P&G) completed a horizontal acquisition
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of Gillette Co. in 2006. In announcing the transaction, P&G noted that integrating
Gillette into P&G’s operations would result in between $1 and $1.2 billion in annual
cost synergies and a 1 percent incremental annual sales growth from revenue synergies for the first three years following the acquisition. However, before being finalized,
this acquisition was subjected to a significant amount of government scrutiny as well
as close examination by financial analysts. Ultimately, P&G had to sell off several businesses to gain the Federal Trade Commission’s approval to acquire Gillette.29 Thus,
firms seeking growth and market power through acquisitions must understand the
political/legal segment of the general environment (see Chapter 2) in order to successfully use an acquisition strategy.

Overcoming Entry Barriers
Barriers to entry (introduced in Chapter 2) are factors associated with a market or
with the firms currently operating in it that increase the expense and difficulty new
firms encounter when trying to enter that particular market. For example, wellestablished competitors may have economies of scale in the manufacture or service
of their products. In addition, enduring relationships with customers often create
product loyalties that are difficult for new entrants to overcome. When facing differentiated products, new entrants typically must spend considerable resources to
advertise their products and may find it necessary to sell at prices below competitors’
to entice new customers.
Facing the entry barriers that economies of scale and differentiated products create, a
new entrant may find acquiring an established company to be more effective than entering the market as a competitor offering a product that is unfamiliar to current buyers. In
fact, the higher the barriers to market entry, the greater the probability that a firm will
acquire an existing firm to overcome them.
As this discussion suggests, a key advantage of using an acquisition strategy to overcome entry barriers is that the acquiring firm gains immediate access to a market. This
advantage can be particularly attractive for firms seeking to overcome entry barriers
associated with entering international markets.30 Large multinational corporations from
developed economies seek to enter emerging economies such as Brazil, Russia, India, and
China (BRIC) because they are among the fastest-growing economies in the world.31 As
discussed next, completing a cross-border acquisition of a local target allows a firm to
quickly enter fast-growing economies such as these.
Cross-Border Acquisitions
Acquisitions made between companies with headquarters in different countries are called
cross-border acquisitions.32 The purchase of U.K. carmakers Jaguar and Land Rover by
India’s Tata Motors is an example of a cross-border acquisition. We discuss this acquisition
further later in this chapter.
We noted in the Opening Case that global M&A activity declined in the recent
global financial crisis. The declines continued throughout the first half of 2009 largely
because “… shrinking economies, volatile markets and scarce debt hammered corporate
confidence.”33 This decline was in stark contrast to the significant increase in crossborder M&A activity during the 1990s. Nonetheless, as explained in the Opening Case,
cross-border acquisitions remain popular as a viable path to firm growth and strategic
competitiveness.
There are other interesting changes taking place in terms of cross-border acquisition
activity. Historically, North American and European companies were the most active
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Cost of New Product Development and
Increased Speed to Market
Developing new products internally and successfully introducing them into the marketplace often requires significant investment of a firm’s resources, including time, making
it difficult to quickly earn a profitable return.37 Because an estimated 88 percent of innovations fail to achieve adequate returns, firm managers are also concerned with achieving
adequate returns from the capital invested to develop and commercialize new products.
Potentially contributing to these less-than-desirable rates of return is the successful imitation of approximately 60 percent of innovations within four years after the patents
are obtained. These types of outcomes may lead managers to perceive internal product
development as a high-risk activity.38
Acquisitions are another means a firm can use to gain access to new products and to
current products that are new to the firm. Compared with internal product development
processes, acquisitions provide more predictable returns as well as faster market entry.
Returns are more predictable because the performance of the acquired firm’s products
can be assessed prior to completing the acquisition.39
Recently, America Online (AOL) acquired two online media companies, Patch Media
Corp. and Going Inc. AOL acquired these firms to move more rapidly into the relatively
fast-growing local online and advertising market. Patch operates Web sites to help local
communities publish news and information while Going makes it possible for users to
share information about local events. Access to these new products and services supports
AOL’s other products in the local online and advertising market space such as MapQuest
and social networking site Bebo.40
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acquirers of companies outside their domestic markets. However, the current global competitive landscape is one in which firms from other nations may use an acquisition strategy more frequently than do their counterparts in North America and Europe. In this
regard, some believe that “… the next wave of cross-border M&A may be led out of Asia.
Chinese companies, in particular, are well positioned for cross-border acquisitions.
Relative to their overseas peers, Chinese corporates are well capitalized with strong
balance sheets and cash reserves.”34 In the Strategic Focus, we describe recent crossborder acquisitions some Chinese companies have completed or are evaluating. As you
will see, the acquisitions we discuss involve natural resource companies and many are
horizontal acquisitions through which the acquiring companies seek to increase their
market power.
Firms headquartered in India are also completing more cross-border acquisitions
than in the past. The weakening U.S. dollar and more favorable government policies
toward cross-border acquisitions are supporting Indian companies’ desire to rapidly
become “global powerhouses.”35 In addition to rapid market entry, Indian companies
typically seek access to product innovation capabilities and new brands and distribution
channels when acquiring firms outside their domestic market.
Firms using an acquisition strategy to complete cross-border acquisitions should
understand that these transactions are not risk free. For example, firms seeking to
acquire companies in China must recognize that “… China remains a challenging
environment for foreign investors. Cultural, regulatory, due diligence, and legal
obstacles make acquisitions in China risky and difficult.”36 Thus, firms must carefully
study the risks as well as the potential benefits when contemplating cross-border
acquisitions.
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Taking advantage of depressed prices for oil
and gas assets and through the access to credit
in their home country, Chinese state-owned
companies have begun to use acquisitions as
the path to securing “the resources needed to
power China’s growing economy” and to secure
access to energy in future years. The belief that
the recent global financial crisis has created an “unmatched buying opportunity” is also driving
Chinese firms to acquire companies to gain access to their assets and to increase their
market power.
The pace of Chinese firms’ cross-border acquisitions quickened in 2009. By mid-2009,
Chinese companies had completed 10 transactions in the oil and gas space. In contrast,
these firms completed only 14 transactions in this space in all of 2008. Moreover, if
outstanding bids were accepted by target companies, the amount Chinese firms will have
spent on acquisitions would be 80 percent greater than the amount spent previously on a
year-to-year basis.
Completed in mid-2009, state-owned Sinopec Group’s acquisition of oil exploration
company Addax Petroleum Corp. for $8.27 billion Canadian dollars was at the time
the largest cross-border acquisition by a Chinese company. Calling the acquisition a
“transformational transaction” that would accelerate its international growth, Sinopec paid a
16 percent premium for Addax. Based in Switzerland
and listed in London and Toronto, Addax is one
of the world’s largest independent oil producers
in West Africa and the Middle East on the basis of
volume. Around the same time, CNOCC, China’s top
offshore oil and gas producer, hired Goldman Sachs
to advise it on bidding to acquire a stake in Kosmos
Energy, an Africa-focused oil and gas exploration
company. CNOCC hired an investment advisory
firm in anticipation of a bidding war breaking out for
Kosmos, largely because of the attractiveness of the
firm’s assets.
Analysts studying these acquisitions and others
that likely will be completed conclude that Chinese
energy companies are becoming more confident in
The 2009 acquisition of Addax
their ability to create value and gain market power
Petroleum Corp. with its holdings in
through acquisitions. Business writers describe this
Africa and the Middle East by the
confidence as follows: “… deals like the Addax
state-owned Sinopec Group
acquisition show (that) they are gradually growing
represented at the time the largest
into international oil companies, capable of striking
Chinese cross-border oil and gas
acquisition in history.
high-profile, cross-border deals. They are even
expanding into countries, such as Syria, deemed too
risky by Western oil companies.”
But not all of the cross-border acquisitions attempted by Chinese companies have been
successful. For example, Anglo-American mining giant Rio Tinto Ltd. rejected Aluminum
Corp. of China’s (Chinalco) $19.5 billion bid to buy 18 percent of the company. Rio was
attractive to Chinalco in that at the time, it was the world’s third-largest miner and owned
rich iron-ore and copper mines in locations throughout the world, including major facilities in

Australia. This acquisition would have given Chinalco a direct stake in mining assets—assets
that were important to China’s growth. In particular, iron ore is a crucial ingredient in
China’s steelmaking operations. Although disappointing, the rejection by Rio Tinto was not
expected to slow China’s commitment to allow its state-owned companies to pursue crossborder acquisitions as a means of improving their competitiveness in the global economy
and as a means of gaining ownership of natural resources the nation believes are vital to its
long-term growth.
Sources: 2009, Is China Inc. overpaying in its merger deals? Wall Street Journal Online, http://www.wsj.com, June 25;
R. Carew, 2009, Chinalco acts to preserve its stake in Rio Tinto, Wall Street Journal Online, http://www.wsj.com, July 1;
G. Chazan & S. Oster, 2009, Sinopec pact for Addax boosts China’s buying binge, Wall Street Journal Online, http://
www.wsj.com, June 25; E. Fry, 2009, Chinalco buys $1.5 bn Rio Tinto shares, Financial Times Online, http://www.ft.com,
July 2; K. Maxwell, 2009, Shinsei and Aozora still talking, Wall Street Journal Online, http://www.wsj.com, June 26; S.
Tucker, 2009, CNOCC considers Kosmos stake bid, Financial Times Online, http://www.ft.com, June 20.

A number of pharmaceutical firms use an acquisition strategy because of the cost of
new product development. Acquisitions can enable firms to enter markets quickly and to
increase the predictability of returns on their investments. To expand on these points, we
discuss Pfizer’s recently announced horizontal acquisition of Wyeth in the Strategic Focus.

Lower Risk Compared to Developing
New Products
Because the outcomes of an acquisition can be estimated more easily and accurately than
the outcomes of an internal product development process, managers may view acquisitions as being less risky.41 However, firms should exercise caution when using acquisitions
to reduce their risks relative to the risks the firm incurs when developing new products
internally. Indeed, even though research suggests acquisition strategies are a common
means of avoiding risky internal ventures (and therefore risky R&D investments), acquisitions may also become a substitute for innovation. Accordingly, acquisitions should always
be strategic rather than defensive in nature. Thus, Pfizer’s acquisition of Wyeth should be
driven by strategic factors (e.g., cost and revenue synergies) instead of by defensive reasons
(e.g., to gain sales revenue in the short term that will compensate for the revenue that will
be lost when Lipitor goes off patent). Moreover, Pfizer should not reduce its emphasis on
increasing the productivity from its R&D expenditures as a result of acquiring Wyeth.

Increased Diversification
Acquisitions are also used to diversify firms. Based on experience and the insights resulting
from it, firms typically find it easier to develop and introduce new products in markets they
are currently serving. In contrast, it is difficult for companies to develop products that differ from their current lines for markets in which they lack experience.42 Thus, it is relatively
uncommon for a firm to develop new products internally to diversify its product lines.43
Cisco Systems is an example of a firm that uses acquisitions to become more diversified.
Historically, these acquisitions have helped the firm build its network components business that is focused on producing hardware. Recently, however, Cisco purchased IronPort
Systems Inc., a company focused on producing security software for networks. This acquisition will help Cisco diversify its operations beyond its original expertise in network hardware
and basic software. Cisco previously acquired technology in the security area through its
purchase of Riverhead Networks Inc., Protego Networks Inc., and Perfigo Inc. However,
the IronPort deal provides software service in networks that can help guard against spam
and viruses that travel through e-mail and Web-based traffic.44 In 2009, Cisco IronPort
announced its “… new managed, hosted and hybrid hosted e-mail security systems that
provide the industry’s most versatile set of e-mail protection offerings.”45 Thus, the IronPort
acquisition seems to be successful in terms of helping Cisco diversify its operations in ways
that create value.

PFIZER’S PROPOSED
ACQUISITION OF WYETH:
WILL THIS ACQUISITION
BE SUCCESSFUL?
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Pharmaceutical companies allocate significant
amounts of money to research and
development (R&D) in efforts to successfully
develop new drugs. Pfizer Inc., for example,
spends 15 percent of its sales revenue on R&D.
As is the case for most if not all of its major competitors, Pfizer is committed to upholding
the highest ethical standards when engaging in R&D. According to Pfizer, the firm is
“… committed to the safety of patients who take part in our trials and upholds the highest
ethical standards in all of (its) research initiatives.”
In the words of a scholar who studies innovation: “R&D dollars by definition lead to
uncertain outcomes.” Because of the high levels of uncertainty associated with efforts to
develop products internally, a number of pharmaceutical companies use acquisitions to gain
access to new products and to a target firm’s capabilities. At this time, some believe that
the acquisitions taking place among these firms are “… reconfiguring the entire
pharmaceutical sector.”
Announced in early 2009, Pfizer’s horizontal acquisition of Wyeth for roughly $68 billion was
the largest transaction in the pharmaceutical industry in almost a decade. The purchase price
meant that Pfizer would pay a premium of approximately 29 percent to acquire Wyeth. As a
horizontal acquisition, this price suggested that Pfizer felt that the transaction would result in cost
and revenue synergies that at least equaled the amount of the premium it was willing to pay.
Why did Pfizer conclude that this acquisition was
in the best interests of its stakeholders—including its
shareholders? A key reason was that Wyeth had been
investing heavily in biotechnology and vaccines for
about three decades. In fact, Wyeth had become the
third-largest biotechnology company behind Amgen
Inc. and Genentech Inc. Pfizer wanted to gain access
to the new products that might flow from Wyeth’s
biotechnology-oriented R&D investments. Equally
important is the contribution Wyeth would make to
Pfizer’s sales revenue—revenue that was expected to
decline significantly after November 2011 when its
hugely successful Lipitor drug (a drug for patients to
control their high cholesterol) is scheduled to come off
patent. The impact of generic drugs being produced
to compete against Lipitor was potentially huge for
Pfizer in that this drug alone generates about
25 percent of the firm’s total revenue.
With the patent on Lipitor due to expire in
Analysts’ reactions to this acquisition were
2011 and generic competitors lining up,
mixed to negative. Some said that the core
Pfizer’s acquisition of Wyeth and its
problem is that although Wyeth’s sales revenue
pipeline of new products could help
replace anticipated lost revenue.
would help Pfizer replace the revenue it will lose
after Lipitor goes off patent, it does not deal
with the fact that Pfizer is struggling to develop new products in-house. One analyst said
that “Pfizer is spending $7.5 billion a year in research and producing almost nothing and
now it has to buy Wyeth. If its pipeline were producing it wouldn’t need to buy Wyeth.”
Evidence suggests that acquisitions in the pharmaceutical industry do tend to generate
cost savings through operational synergies. Accordingly, Pfizer’s intended acquisition of
Wyeth may achieve one of the benefits of a horizontal acquisition. Simultaneously
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though, Pfizer seeks to rely on Wyeth’s capabilities in the biotechnology space to develop
new products that the newly formed firm can quickly introduce to the market.
Sources: 2009, Pfizer’s acquisition of Wyeth brings scale but will fail to deliver sustainable sales growth, Trading Markets.
com, http://www.tradingmarkets.com, January 28; C. Arnst, 2009, The drug mergers’ harsh side effects, BusinessWeek
Online, http://www.businessweek.com, March 12; R. Jana, 2009, Do ideas cost too much? BusinessWeek, April 20,
46–58; J. Jannarone, 2009, Pfizer treatment is no cure, Wall Street Journal Online, http://www.wsj.com, January 24; S.
Pettyprice, T. Randall, & Z. Mider, 2009, Pfizer’s $68 billion Wyeth deal eases Lipitor loss, Bloomberg.com, http://www
.bloomberg.com, January 26.

Acquisition strategies can be used to support use of both unrelated and related diversification strategies (see Chapter 6).46 For example, United Technologies Corp. (UTC) uses
acquisitions as the foundation for implementing its unrelated diversification strategy.
Since the mid-1970s it has been building a portfolio of stable and noncyclical businesses
including Otis Elevator Co. (elevators, escalators, and moving walkways) and Carrier
Corporation (heating and air conditioning systems) in order to reduce its dependence on
the volatile aerospace industry. Pratt & Whitney (aircraft engines), Hamilton Sundstrand
(aerospace and industrial systems), Sikorsky (helicopters), UTC Fire & Security (fire
safety and security products and services), and UTC Power (fuel cells and power systems) are the other businesses in which UTC competes as a result of using its acquisition
strategy. While each business UTC acquires manufactures industrial and/or commercial
products, many have a relatively low focus on technology (e.g., elevators, air conditioners, and security systems).47 In contrast to UTC, Procter & Gamble (P&G) uses acquisitions to implement its related diversification strategy. Beauty, Health & Well-Being, and
Household Care are P&G’s core business segments. Gillette’s products are included in
the Beauty segment, where they are related to other products in this segment such as
cosmetics, hair care, and skin care. As noted earlier in the chapter, P&G completed a
horizontal acquisition of Gillette in 2006.
Firms using acquisition strategies should be aware that in general, the more related
the acquired firm is to the acquiring firm, the greater is the probability the acquisition
will be successful.48 Thus, horizontal acquisitions and related acquisitions tend to contribute more to the firm’s strategic competitiveness than do acquisitions of companies
operating in product markets that are quite different from those in which the acquiring
firm competes.49

Reshaping the Firm’s Competitive Scope
As discussed in Chapter 2, the intensity of competitive rivalry is an industry characteristic that affects the firm’s profitability.50 To reduce the negative effect of an intense rivalry
on their financial performance, firms may use acquisitions to lessen their dependence on
one or more products or markets. Reducing a company’s dependence on specific markets
shapes the firm’s competitive scope.
Each time UTC enters a new business (such as UTC Power, the firm’s latest business segment), the corporation reshapes its competitive scope. In a more subtle manner,
P&G’s acquisition of Gillette reshaped its competitive scope by giving P&G a stronger presence in some products for whom men are the target market. By merging their
operations, Towers Perrin and Watson Wyatt reshaped the scope of their formerly independent firms’ operations in that Towers was stronger in health care consulting while
Watson Wyatt was stronger in pension consulting. Thus, using an acquisition strategy
reshaped the competitive scope of each of these firms.

Learning and Developing New Capabilities
Firms sometimes complete acquisitions to gain access to capabilities they lack. For example, acquisitions may be used to acquire a special technological capability. Research shows
that firms can broaden their knowledge base and reduce inertia through acquisitions.51
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For example, research suggests that firms increase the potential of their capabilities when
they acquire diverse talent through cross-border acquisitions.52 Of course, firms are better able to learn these capabilities if they share some similar properties with the firm’s
current capabilities. Thus, firms should seek to acquire companies with different but
related and complementary capabilities in order to build their own knowledge base.53
A number of large pharmaceutical firms are acquiring the ability to create “large molecule” drugs, also known as biological drugs, by buying bio-technology firms. Thus, these
firms are seeking access to both the pipeline of possible drugs and the capabilities that
these firms have to produce them. Such capabilities are important for large pharmaceutical firms because these biological drugs are more difficult to duplicate by chemistry alone
(the historical basis on which most pharmaceutical firms have expertise). These capabilities will allow generic drug makers to be more successful after chemistry-based drug
patents expire. To illustrate the difference between these types of drugs, David Brennen,
CEO of British drug maker AstraZeneca, suggested, “Some of these [biological-based
drugs] have demonstrated that they’re not just symptomatic treatments but that they
actually alter the course of the disease.”54 Furthermore, biological drugs must clear more
regulatory barriers or hurdles which, when accomplished, add more to the advantage the
acquiring firm develops through successful acquisitions.

Problems in Achieving Acquisition Success
Acquisition strategies based on reasons described in this chapter can increase strategic competitiveness and help firms earn above-average returns. However, even when pursued for
value-creating reasons, acquisition strategies are not problem-free. Reasons for the use of
acquisition strategies and potential problems with such strategies are shown in Figure 7.1.
Research suggests that perhaps 20 percent of all mergers and acquisitions are
successful, approximately 60 percent produce disappointing results, and the remaining
20 percent are clear failures.55 In general, though, companies appear to be increasing
their ability to effectively use acquisition strategies. An investment banker representing
acquisition clients describes this improvement in the following manner: “I’ve been doing
this work for 20-odd years, and I can tell you that the sophistication of companies going
through transactions has increased exponentially.”56 Greater acquisition success accrues
to firms able to (1) select the “right” target, (2) avoid paying too high a premium (doing
appropriate due diligence), and (3) effectively integrate the operations of the acquiring
and target firms.57 In addition, retaining the target firm’s human capital is foundational
to efforts by employees of the acquiring firm to fully understand the target firm’s operations and the capabilities on which those operations are based.58 As shown in Figure 7.1,
several problems may prevent successful acquisitions.

Integration Difficulties
The importance of a successful integration should not be underestimated.59 As suggested
by a researcher studying the process, “Managerial practice and academic writings show that
the post-acquisition integration phase is probably the single most important determinant of
shareholder value creation (and equally of value destruction) in mergers and acquisitions.”60
Although critical to acquisition success, firms should recognize that integrating two
companies following an acquisition can be quite difficult. Melding two corporate cultures,
linking different financial and control systems, building effective working relationships (particularly when management styles differ), and resolving problems regarding the status of the
newly acquired firm’s executives are examples of integration challenges firms often face.61
Integration is complex and involves a large number of activities, which if overlooked
can lead to significant difficulties. For example, when United Parcel Service (UPS)
acquired Mail Boxes Etc., a large retail shipping chain, it appeared to be a merger that
would generate benefits for both firms. The problem is that most of the Mail Boxes Etc.
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outlets were owned by franchisees. Following the merger, the franchisees lost the ability
to deal with other shipping companies such as FedEx, which reduced their competitiveness. Furthermore, franchisees complained that UPS often built company-owned shipping
stores close by franchisee outlets of Mail Boxes Etc. Additionally, a culture clash evolved
between the free-wheeling entrepreneurs who owned the franchises of Mail Boxes Etc. and
the efficiency-oriented corporate approach of the UPS operation, which focused on managing a large fleet of trucks and an information system to efficiently pick up and deliver packages. Also, Mail Boxes Etc. was focused on retail traffic, whereas UPS was focused more on
the logistics of wholesale pickup and delivery. Although 87 percent of Mail Boxes Etc. franchisees decided to rebrand under the UPS name, many formed an owner’s group and even
filed suit against UPS in regard to the unfavorable nature of the franchisee contract.62
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Figure 7.1 Reasons for Acquisitions and Problems in Achieving Success

Part 2: Strategic Actions: Strategy Formulation

200

Inadequate Evaluation of Target
Due diligence is a process through which a potential acquirer evaluates a target firm
for acquisition. In an effective due-diligence process, hundreds of items are examined
in areas as diverse as the financing for the intended transaction, differences in cultures
between the acquiring and target firm, tax consequences of the transaction, and actions
that would be necessary to successfully meld the two workforces. Due diligence is commonly performed by investment bankers such as Deutsche Bank, Goldman Sachs, and
Morgan Stanley, as well as accountants, lawyers, and management consultants specializing in that activity, although firms actively pursuing acquisitions may form their own
internal due-diligence team.63
The failure to complete an effective due-diligence process may easily result in the
acquiring firm paying an excessive premium for the target company. Interestingly,
research shows that in times of high or increasing stock prices due diligence is relaxed;
firms often overpay during these periods and long-run performance of the newly formed
firm suffers.64 Research also shows that without due diligence, “the purchase price is
driven by the pricing of other ‘comparable’ acquisitions rather than by a rigorous assessment of where, when, and how management can drive real performance gains. [In these
cases], the price paid may have little to do with achievable value.”65
In addition, firms sometimes allow themselves to enter a “bidding war” for a target,
even though they realize that their current bids exceed the parameters identified through
due diligence. Earlier, we mentioned NetApp’s bid for Data Domain that represents a 419
percent premium. Commenting about this, an analyst said that “… NetApp wouldn’t be
the first company to stay in a bidding war even when discretion was the better part of
valor.”66 Rather than enter a bidding war, firms should only extend bids that are consistent with the results of their due diligence process.

Large or Extraordinary Debt
To finance a number of acquisitions completed during the 1980s and 1990s, some companies significantly increased their levels of debt. A financial innovation called junk
bonds helped make this possible. Junk bonds are a financing option through which risky
acquisitions are financed with money (debt) that provides a large potential return to
lenders (bondholders). Because junk bonds are unsecured obligations that are not tied
to specific assets for collateral, interest rates for these high-risk debt instruments sometimes reached between 18 and 20 percent during the 1980s.67 Some prominent financial
economists viewed debt as a means to discipline managers, causing them to act in the
shareholders’ best interests.68 Managers holding this view are less concerned about the
amount of debt their firm assumes when acquiring other companies.
Junk bonds are now used less frequently to finance acquisitions, and the conviction
that debt disciplines managers is less strong. Nonetheless, firms sometimes still take on
what turns out to be too much debt when acquiring companies. This may be the case for
Tata Motors. Some analysts describe Tata’s problems with debt this way: “Tata Motors’
troubles began last year when it paid $2.3bn for Jaguar and Land Rover and borrowed
$3bn to finance the transaction and provide additional working capital.”69 Because of
this, some felt that the firm was less capable of providing the capital its various units
required to remain competitive.
High debt can have several negative effects on the firm. For example, because high
debt increases the likelihood of bankruptcy, it can lead to a downgrade in the firm’s
credit rating by agencies such as Moody’s and Standard & Poor’s.70 In other instances,
a firm may have to divest some assets to relieve its debt burden. South Korea’s Kimho
Asiana Group’s decision to divest its Daewoo Engineering & Construction Co. may be
an example of this in that the firm’s liquidity was being questioned after acquiring both
Daewoo and Korea Express within a short time period.71 Thus, firms using an acquisition
strategy must be certain that their purchases do not create a debt load that overpowers
the company’s ability to remain solvent.
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Derived from synergos, a Greek word that means “working together,” synergy exists
when the value created by units working together exceeds the value those units could
create working independently (see Chapter 6). That is, synergy exists when assets are
worth more when used in conjunction with each other than when they are used separately. For shareholders, synergy generates gains in their wealth that they could not
duplicate or exceed through their own portfolio diversification decisions.72 Synergy is
created by the efficiencies derived from economies of scale and economies of scope and
by sharing resources (e.g., human capital and knowledge) across the businesses in the
merged firm.73
A firm develops a competitive advantage through an acquisition strategy only when
a transaction generates private synergy. Private synergy is created when combining
and integrating the acquiring and acquired firms’ assets yield capabilities and core
competencies that could not be developed by combining and integrating either
firm’s assets with another company. Private synergy is possible when firms’ assets are
complementary in unique ways; that is, the unique type of asset complementarity is not
possible by combining either company’s assets with another firm’s assets.74 Because of
its uniqueness, private synergy is difficult for competitors to understand and imitate.
However, private synergy is difficult to create.
A firm’s ability to account for costs that are necessary to create anticipated revenue- and cost-based synergies affects its efforts to create private synergy. Firms experience several expenses when trying to create private synergy through acquisitions. Called
transaction costs, these expenses are incurred when firms use acquisition strategies to
create synergy.75 Transaction costs may be direct or indirect. Direct costs include legal
fees and charges from investment bankers who complete due diligence for the acquiring firm. Indirect costs include managerial time to evaluate target firms and then to
complete negotiations, as well as the loss of key managers and employees following an
acquisition.76 Firms tend to underestimate the sum of indirect costs when the value of the
synergy that may be created by combining and integrating the acquired firm’s assets with
the acquiring firm’s assets is calculated.

Too Much Diversification
As explained in Chapter 6, diversification strategies can lead to strategic competitiveness
and above-average returns. In general, firms using related diversification strategies outperform those employing unrelated diversification strategies. However, conglomerates
formed by using an unrelated diversification strategy also can be successful, as demonstrated by United Technologies Corp.
At some point, however, firms can become overdiversified. The level at which overdiversification occurs varies across companies because each firm has different capabilities to manage diversification. Recall from Chapter 6 that related diversification
requires more information processing than does unrelated diversification. Because of
this additional information processing, related diversified firms become overdiversified
with a smaller number of business units than do firms using an unrelated diversification
strategy.77 Regardless of the type of diversification strategy implemented, however, overdiversification leads to a decline in performance, after which business units are often
divested.78 Commonly, such divestments, which tend to reshape a firm’s competitive
scope, are part of a firm’s restructuring strategy. (We discuss the strategy in greater detail
later in the chapter.)
Even when a firm is not overdiversified, a high level of diversification can have
a negative effect on its long-term performance. For example, the scope created by
additional amounts of diversification often causes managers to rely on financial rather
than strategic controls to evaluate business units’ performance (we define and explain
financial and strategic controls in Chapters 11 and 12). Top-level executives often rely
on financial controls to assess the performance of business units when they do not
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Inability to Achieve Synergy
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have a rich understanding of business units’ objectives and strategies. Using financial
controls, such as return on investment (ROI), causes individual business-unit managers
to focus on short-term outcomes at the expense of long-term investments. When longterm investments are reduced to increase short-term profits, a firm’s overall strategic
competitiveness may be harmed.79
Another problem resulting from too much diversification is the tendency for acquisitions to become substitutes for innovation. As we noted earlier, pharmaceutical firms
such as Pfizer must be aware of this tendency as they acquire other firms to gain access
to their products and capabilities. Typically, managers have no interest in acquisitions
substituting for internal R&D efforts and the innovative outcomes that they can produce.
However, a reinforcing cycle evolves. Costs associated with acquisitions may result in
fewer allocations to activities, such as R&D, that are linked to innovation. Without adequate support, a firm’s innovation skills begin to atrophy. Without internal innovation
skills, the only option available to a firm to gain access to innovation is to complete still
more acquisitions. Evidence suggests that a firm using acquisitions as a substitute for
internal innovations eventually encounters performance problems.80

Managers Overly Focused on Acquisitions

Brendan McDermid/Reuters/Landov

Typically, a considerable amount of managerial time and energy is required for acquisition
strategies to be used successfully. Activities with which managers become involved include
(1) searching for viable acquisition candidates, (2) completing
effective due-diligence processes, (3) preparing for negotiations,
and (4) managing the integration process after completing the
acquisition.
Top-level managers do not personally gather all of the data
and information required to make acquisitions. However, these
executives do make critical decisions on the firms to be targeted,
the nature of the negotiations, and so forth. Company experiences
show that participating in and overseeing the activities required for
making acquisitions can divert managerial attention from other
matters that are necessary for long-term competitive success, such
as identifying and taking advantage of other opportunities and
interacting with important external stakeholders.81
Both theory and research suggest that managers can become
overly involved in the process of making acquisitions.82 One
observer suggested, “Some executives can become preoccupied
with making deals—and the thrill of selecting, chasing and seizing a target.”83 The overinvolvement can be surmounted by learning from mistakes and by not having too much agreement in the
boardroom. Dissent is helpful to make sure that all sides of a
question are considered (see Chapter 10).84 When failure does
occur, leaders may be tempted to blame the failure on others
and on unforeseen circumstances rather than on their excessive
involvement in the acquisition process.
Actions taken at Liz Claiborne Inc. demonstrate the problem
of being overly focused on acquisitions. Over time, Claiborne
acquired a number of firms in sportswear apparel, growing from 16 to 36 brands in
the process of doing so. However, while its managers were focused on making acquisitions, changes were taking place in the firm’s external environment, including industry consolidation. Specifically, while most Claiborne sales were focused on traditional
department stores, consolidation through acquisitions in this sector left less room for as
many brands, given the purchasing practices of the large department stores. Additionally,
competitors were gaining favor with customers, leaving fewer sales for Claiborne’s

In response to a changing external environment, Liz Claiborne CEO
William McComb made
the decision to slow acquisitions and refocus on
key brands and driving
cost-efficiencies.
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Too Large
Most acquisitions create a larger firm, which should help increase its economies of scale.
These economies can then lead to more efficient operations—for example, two sales
organizations can be integrated using fewer sales representatives because such sales personnel can sell the products of both firms (particularly if the products of the acquiring
and target firms are highly related).86
Many firms seek increases in size because of the potential economies of scale and
enhanced market power (discussed earlier). At some level, the additional costs required
to manage the larger firm will exceed the benefits of the economies of scale and additional market power. The complexities generated by the larger size often lead managers
to implement more bureaucratic controls to manage the combined firm’s operations.
Bureaucratic controls are formalized supervisory and behavioral rules and policies
designed to ensure consistency of decisions and actions across different units of a firm.
However, through time, formalized controls often lead to relatively rigid and standardized managerial behavior. Certainly, in the long run, the diminished flexibility that
accompanies rigid and standardized managerial behavior may produce less innovation.
Because of innovation’s importance to competitive success, the bureaucratic controls
resulting from a large organization (i.e., built by acquisitions) can have a detrimental
effect on performance. As one analyst noted, “Striving for size per se is not necessarily going to make a company more successful. In fact, a strategy in which acquisitions
are undertaken as a substitute for organic growth has a bad track record in terms of
adding value.”87

Effective Acquisitions
Earlier in the chapter, we noted that acquisition strategies do not always lead to aboveaverage returns for the acquiring firm’s shareholders.88 Nonetheless, some companies
are able to create value when using an acquisition strategy.89 The probability of success
increases when the firm’s actions are consistent with the “attributes of successful acquisitions” shown in Table 7.1.
Cisco Systems is an example of a firm that appears to pay close attention to Table 7.1’s
attributes when using its acquisition strategy. In fact, Cisco is admired for its ability to complete successful acquisitions. A number of other network companies pursued acquisitions
to build up their ability to sell into the network equipment binge, but only Cisco retained
much of its value in the post-bubble era. Many firms, such as Lucent, Nortel, and Ericsson,
teetered on the edge of bankruptcy after the dot-com bubble burst. When it makes an acquisition, “Cisco has gone much further in its thinking about integration. Not only is retention
important, but Cisco also works to minimize the distractions caused by an acquisition. This
is important, because the speed of change is so great, that even if the target firm’s product
development teams are distracted, they will be slowed, contributing to acquisition failure. So,
integration must be rapid and reassuring.”90 For example, Cisco facilitates acquired employees’ transitions to their new organization through a link on its Web site called “Connection
for Acquired Employees.” This Web site has been specifically designed for newly acquired
employees and provides up-to-date materials tailored to their new jobs.91
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products. In response to these problems, CEO William McComb announced in July
2007 a “… framework of a new organizational structure that was a crucial step in making
Liz Claiborne Inc. into a more brand-focused and cost-effective business that (could)
successfully navigate a rapidly changing retail environment.” As a result of these actions,
Claiborne is less diversified in terms of brands and less focused on acquisitions. Today,
the firm has three distinct brand segments—domestic-based direct brands, internationalbased direct brands, and partnered brands.85
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Table 7.1 Attributes of Successful Acquisitions
Attributes

Results

1. Acquired firm has assets or resources that
are complementary to the acquiring firm’s
core business

1. High probability of synergy and
competitive advantage by maintaining
strengths

2. Acquisition is friendly

2. Faster and more effective integration and
possibly lower premiums

3. Acquiring firm conducts effective due
diligence to select target firms and
evaluate the target firm’s health (financial,
cultural, and human resources)

3. Firms with strongest complementarities are
acquired and overpayment is avoided

4. Acquiring firm has financial slack (cash or a
favorable debt position)

4. Financing (debt or equity) is easier and less
costly to obtain

5. Merged firm maintains low to moderate
debt position

5. Lower financing cost, lower risk (e.g., of
bankruptcy), and avoidance of trade-offs
that are associated with high debt

6. Acquiring firm has sustained and
consistent emphasis on R&D and
innovation

6. Maintain long-term competitive advantage
in markets

7. Acquiring firm manages change well and is
flexible and adaptable

7. Faster and more effective integration
facilitates achievement of synergy

Results from a research study shed light on the differences between unsuccessful
and successful acquisition strategies and suggest that a pattern of actions improves the
probability of acquisition success.92 The study shows that when the target firm’s assets
are complementary to the acquired firm’s assets, an acquisition is more successful. With
complementary assets, the integration of two firms’ operations has a higher probability
of creating synergy. In fact, integrating two firms with complementary assets frequently
produces unique capabilities and core competencies. With complementary assets, the
acquiring firm can maintain its focus on core businesses and leverage the complementary
assets and capabilities from the acquired firm. In effective acquisitions, targets are often
selected and “groomed” by establishing a working relationship prior to the acquisition.93
As discussed in Chapter 9, strategic alliances are sometimes used to test the feasibility of
a future merger or acquisition between the involved firms.94
The study’s results also show that friendly acquisitions facilitate integration of the
firms involved in an acquisition. Through friendly acquisitions, firms work together to
find ways to integrate their operations to create synergy.95 In hostile takeovers, animosity
often results between the two top-management teams, a condition that in turn affects
working relationships in the newly created firm. As a result, more key personnel in the
acquired firm may be lost, and those who remain may resist the changes necessary to
integrate the two firms.96 With effort, cultural clashes can be overcome, and fewer key
managers and employees will become discouraged and leave.97
Additionally, effective due-diligence processes involving the deliberate and careful
selection of target firms and an evaluation of the relative health of those firms (financial
health, cultural fit, and the value of human resources) contribute to successful acquisitions.98
Financial slack in the form of debt equity or cash, in both the acquiring and acquired
firms, also frequently contributes to acquisition success. Even though financial slack
provides access to financing for the acquisition, it is still important to maintain a low
or moderate level of debt after the acquisition to keep debt costs low. When substantial debt was used to finance the acquisition, companies with successful acquisitions
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reduced the debt quickly, partly by selling off assets from the acquired firm, especially
noncomplementary or poorly performing assets. For these firms, debt costs do not
prevent long-term investments such as R&D, and managerial discretion in the use of
cash flow is relatively flexible.
Another attribute of successful acquisition strategies is an emphasis on innovation,
as demonstrated by continuing investments in R&D activities. Significant R&D investments show a strong managerial commitment to innovation, a characteristic that is
increasingly important to overall competitiveness in the global economy as well as to
acquisition success.
Flexibility and adaptability are the final two attributes of successful acquisitions.
When executives of both the acquiring and the target firms have experience in managing change and learning from acquisitions, they will be more skilled at adapting their
capabilities to new environments.99 As a result, they will be more adept at integrating the two organizations, which is particularly important when firms have different
organizational cultures.
As we have learned, firms use an acquisition strategy to grow and achieve
strategic competitiveness. Sometimes, though, the actual results of an acquisition
strategy fall short of the projected results. When this happens, firms consider using
restructuring strategies.

Restructuring
Restructuring is a strategy through which a firm changes its set of businesses or its finan-

cial structure.100 Restructuring is a global phenomenon.101 From the 1970s into the 2000s,
divesting businesses from company portfolios and downsizing accounted for a large
percentage of firms’ restructuring strategies. Commonly, firms focus on a fewer number
of products and markets following restructuring. The words of an executive describe this
typical outcome: “Focus on your core business, but don’t be distracted, let other people
buy assets that aren’t right for you.”102
Although restructuring strategies are generally used to deal with acquisitions that
are not reaching expectations, firms sometimes use these strategies because of changes
they have detected in their external environment. For example, opportunities sometimes
surface in a firm’s external environment that a diversified firm can pursue because of the
capabilities it has formed by integrating firms’ operations. In such cases, restructuring
may be appropriate to position the firm to create more value for stakeholders, given the
environmental changes.103
As discussed next, firms use three types of restructuring strategies: downsizing,
downscoping, and leveraged buyouts.

Downsizing
Downsizing is a reduction in the number of a firm’s employees and, sometimes, in the
number of its operating units, but it may or may not change the composition of businesses in the company’s portfolio. Thus, downsizing is an intentional proactive management strategy whereas “decline is an environmental or organizational phenomenon
that occurs involuntarily and results in erosion of an organization’s resource base.”104
Downsizing is often a part of acquisitions that fail to create the value anticipated when
the transaction was completed. Downsizing is often used when the acquiring firm paid
too high of a premium to acquire the target firm.105 Once thought to be an indicator
of organizational decline, downsizing is now recognized as a legitimate restructuring
strategy.
Reducing the number of employees and/or the firm’s scope in terms of products produced and markets served occurs in firms to enhance the value being created as a result of

Restructuring is a
strategy through which
a firm changes its set
of businesses or its
financial structure.
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completing an acquisition. When integrating the operations of the acquired firm and the
acquiring firm, managers may not at first appropriately downsize. This is understandable
in that “no one likes to lay people off or close facilities.”106 However, downsizing may be
necessary because acquisitions often create a situation in which the newly formed firm
has duplicate organizational functions such as sales, manufacturing, distribution, human
resource management, and so forth. Failing to downsize appropriately may lead to too
many employees doing the same work and prevent the new firm from realizing the cost
synergies it anticipated. Managers should remember that as a strategy, downsizing will
be far more effective when they consistently use human resource practices that ensure
procedural justice and fairness in downsizing decisions.107

Downscoping

Colin Young-Wolff/PhotoEdit

Downscoping refers to divestiture, spin-off, or some other means of eliminating businesses that are unrelated to a firm’s core businesses. Downscoping has a more positive
effect on firm performance than does downsizing108 because firms commonly find that
downscoping causes them to refocus on their core business.109 Managerial effectiveness
increases because the firm has become less diversified, allowing the top management
team to better understand and manage the remaining businesses.110
Motorola Inc. is a firm that has struggled recently. With an
interest of refocusing on “technologies that can grow its business”
as one path to reversing the firm’s fortunes, Motorola is divesting assets that are not related to its core businesses. The recent
sale of its fiber-to-the-node product line to Communications Test
Design Inc., an engineering, repair, and logistics company, is an
example of Motorola’s use of a downscoping strategy.111 In mid2009, the McGraw-Hill Companies indicated that it was seeking a
buyer for BusinessWeek magazine. This magazine was one of the
products in McGraw’s Information and Media business unit (the
firm has two other business units). As was the case with many
other magazines during the global financial crisis, BusinessWeek
was being hurt “… by defections of readers and advertisers to
the Internet” as well as by the oversupply of business magazine titles.112 Divesting BusinessWeek would allow those leading
McGraw’s Information & Media unit to refocus on its other businesses, such as J.D. Power and Associates and the Aviation Week
Group. Previous to the announcement, McGraw had already
divested most of its periodicals.113
Firms often use the downscoping and the downsizing strategies simultaneously. However, when doing this, firms avoid layoffs of key employees, in that such layoffs might lead to a loss of
one or more core competencies. Instead, a firm that is simultaneously downscoping and downsizing becomes smaller by reducing the diversity of businesses in its portfolio.114
In general, U.S. firms use downscoping as a restructuring strategy more frequently
than do European companies—in fact, the trend in Europe, Latin America, and
Asia has been to build conglomerates. In Latin America, these conglomerates are
called grupos. Many Asian and Latin American conglomerates have begun to adopt
Western corporate strategies in recent years and have been refocusing on their
core businesses. This downscoping has occurred simultaneously with increasing
globalization and with more open markets that have greatly enhanced competition. By
downscoping, these firms have been able to focus on their core businesses and improve
their competitiveness.115

In response to increasingly negative sales
trends in print periodicals and to allow for
more internal focus on
growth-oriented services,
McGraw-Hill is selling
BusinessWeek which has
been in publication since
1929.
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Leveraged Buyouts
A leveraged buyout (LBO) is a restructuring strategy whereby a party (typically a
private equity firm) buys all of a firm’s assets in order to take the firm private. Once the
transaction is completed, the company’s stock is no longer traded publicly. Traditionally,
leveraged buyouts were used as a restructuring strategy to correct for managerial mistakes
or because the firm’s managers were making decisions that primarily served their own
interests rather than those of shareholders.116 However, some firms use buyouts to build
firm resources and expand rather than simply restructure distressed assets.117
Significant amounts of debt are commonly incurred to finance a buyout; hence, the
term leveraged buyout. To support debt payments and to downscope the company to concentrate on the firm’s core businesses, the new owners may immediately sell a number of
assets.118 It is not uncommon for those buying a firm through an LBO to restructure the
firm to the point that it can be sold at a profit within a five- to eight-year period.
Management buyouts (MBOs), employee buyouts (EBOs), and whole-firm buyouts, in which one company or partnership purchases an entire company instead of a
part of it, are the three types of LBOs. In part because of managerial incentives, MBOs,
more so than EBOs and whole-firm buyouts, have been found to lead to downscoping,
increased strategic focus, and improved performance.119 Research shows that management buyouts can lead to greater entrepreneurial activity and growth.120 As such, buyouts
can represent a form of firm rebirth to facilitate entrepreneurial efforts and stimulate
strategic growth.121

Restructuring Outcomes
The short- and long-term outcomes associated with the three restructuring strategies
are shown in Figure 7.2. As indicated, downsizing typically does not lead to higher firm
performance.122 In fact, some research results show that downsizing contributes to lower
returns for both U.S. and Japanese firms. The stock markets in the firms’ respective
Figure 7.2 Restructuring and Outcomes
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nations evaluated downsizing negatively, believing that it would have long-term negative
effects on the firm’s efforts to achieve strategic competitiveness. Investors also seem to
conclude that downsizing occurs as a consequence of other problems in a company.123
This assumption may be caused by a firm’s diminished corporate reputation when a
major downsizing is announced.124
The loss of human capital is another potential problem of downsizing (see Figure
7.2). Losing employees with many years of experience with the firm represents a major
loss of knowledge. As noted in Chapter 3, knowledge is vital to competitive success in
the global economy. Thus, in general, research evidence and corporate experience suggest that downsizing may be of more tactical (or short-term) value than strategic (or
long-term) value,125 meaning that firms should exercise caution when restructuring
through downsizing.
Downscoping generally leads to more positive outcomes in both the short and long
term than does downsizing or a leveraged buyout. Downscoping’s desirable long-term
outcome of higher performance is a product of reduced debt costs and the emphasis on
strategic controls derived from concentrating on the firm’s core businesses. In so doing,
the refocused firm should be able to increase its ability to compete.126
Although whole-firm LBOs have been hailed as a significant innovation in the financial restructuring of firms, they can involve negative trade-offs.127 First, the resulting
large debt increases the firm’s financial risk, as is evidenced by the number of companies
that filed for bankruptcy in the 1990s after executing a whole-firm LBO. Sometimes,
the intent of the owners to increase the efficiency of the bought-out firm and then sell
it within five to eight years creates a short-term and risk-averse managerial focus.128 As
a result, these firms may fail to invest adequately in R&D or take other major actions
designed to maintain or improve the company’s core competence.129 Research also suggests that in firms with an entrepreneurial mind-set, buyouts can lead to greater innovation, especially if the debt load is not too great.130 However, because buyouts more often
result in significant debt, most LBOs have been completed in mature industries where
stable cash flows are possible.

SUMMARY
•

Although the number of mergers and acquisitions completed declined in 2008 and early 2009, largely because of
the global financial crisis, merger and acquisition strategies
remain popular as a path to firm growth and earning of
strategic competitiveness. Globalization and deregulation of
multiple industries in many economies are two of the factors
making mergers and acquisitions attractive to large corporations and small firms.

•

Firms use acquisition strategies to (1) increase market power,
(2) overcome entry barriers to new markets or regions, (3)
avoid the costs of developing new products and increase the
speed of new market entries, (4) reduce the risk of entering a
new business, (5) become more diversified, (6) reshape their
competitive scope by developing a different portfolio of
businesses, and (7) enhance their learning as the foundation
for developing new capabilities.

•

Among the problems associated with using an acquisition
strategy are (1) the difficulty of effectively integrating the
firms involved, (2) incorrectly evaluating the target firm’s
value, (3) creating debt loads that preclude adequate

long-term investments (e.g., R&D), (4) overestimating the
potential for synergy, (5) creating a firm that is too diversified, (6) creating an internal environment in which managers
devote increasing amounts of their time and energy to analyzing and completing the acquisition, and (7) developing a
combined firm that is too large, necessitating extensive use
of bureaucratic, rather than strategic, controls.
•

Effective acquisitions have the following characteristics:
(1) the acquiring and target firms have complementary
resources that are the foundation for developing new
capabilities; (2) the acquisition is friendly, thereby facilitating integration of the firms’ resources; (3) the target firm is
selected and purchased based on thorough due diligence;
(4) the acquiring and target firms have considerable slack
in the form of cash or debt capacity; (5) the newly formed
firm maintains a low or moderate level of debt by selling
off portions of the acquired firm or some of the acquiring firm’s poorly performing units; (6) the acquiring and
acquired firms have experience in terms of adapting to
change; and (7) R&D and innovation are emphasized in the
new firm.
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Restructuring is used to improve a firm’s performance by
correcting for problems created by ineffective management.
Restructuring by downsizing involves reducing the number
of employees and hierarchical levels in the firm. Although it
can lead to short-term cost reductions, they may be realized
at the expense of long-term success, because of the loss of
valuable human resources (and knowledge) and overall corporate reputation.

•

The goal of restructuring through downscoping is to
reduce the firm’s level of diversification. Often, the
firm divests unrelated businesses to achieve this goal.
Eliminating unrelated businesses makes it easier for the
firm and its top-level managers to refocus on the core
businesses.

•

Through an LBO, a firm is purchased so that it can become
a private entity. LBOs usually are financed largely through
debt. Management buyouts (MBOs), employee buyouts
(EBOs), and whole-firm LBOs are the three types of LBOs.
Because they provide clear managerial incentives, MBOs
have been the most successful of the three. Often, the intent
of a buyout is to improve efficiency and performance to the
point where the firm can be sold successfully within five to
eight years.

•

Commonly, restructuring’s primary goal is gaining or reestablishing effective strategic control of the firm. Of the three
restructuring strategies, downscoping is aligned most closely
with establishing and using strategic controls and usually
improves performance more on a comparative basis.

REVIEW

QUESTIONS

1. Why are merger and acquisition strategies popular in many
firms competing in the global economy?

4. What are the attributes associated with a successful acquisition strategy?

2. What reasons account for firms’ decisions to use acquisition
strategies as a means to achieving strategic competitiveness?

5. What is the restructuring strategy, and what are its common
forms?

3. What are the seven primary problems that affect a firm’s
efforts to successfully use an acquisition strategy?

6. What are the short- and long-term outcomes associated with
the different restructuring strategies?

EXPERIENTIAL

EXERCISES

EXERCISE 1: HOW DID THE DEAL WORK OUT?
The text argues that mergers and acquisitions are a popular strategy for businesses both in the United States and abroad. However,
returns for acquiring firms do not always live up to expectations.
This exercise seeks to address this notion by analyzing, pre and
post hoc, the results of actual acquisitions. By looking at the notifications of a deal beforehand, categorizing that deal, and then
following it for a year, you will be able to learn about actual deals
and their implications for strategic leaders and their firms.
Working in teams, identify a merger or acquisition that was
completed in the last few years. This may be a cross-border
acquisition or one centered in the United States. A couple of possible sources for this information are Reuters’s Online M&A section or Yahoo! Finance’s U.S. Mergers and Acquisitions Calendar.
Each team must have its M&A choice approved in advance so as
to avoid duplicates.
To complete this assignment you should be prepared to
answer the following questions:
1. Describe the environment for the merger or acquisition you
identified at the time it was completed. Using concepts discussed in the text, focus on management’s representation to
shareholders, industry environment, and the overall rationale
for the transaction.
2. Did the acquirer pay a premium for the target firm? If so, how
much? In addition, search for investor comments regarding the

wisdom of the transaction. Attempt to identify how the market
reacted at the announcement of the transaction (LexisNexis
often provides an article that will address this issue).
3. Describe the transaction going forward. Use concepts from
the text such as, but not limited to:
•
•
•

The reason for the transaction (i.e., market power, overcoming entry barriers, etc.)
Any problems in achieving acquisition success
Whether the transaction has been a success or not and why.

Prepare a 10- to 15-minute presentation for the class describing your findings. Organize the presentation as if you were updating the shareholders of the newly formed firm.

EXERCISE 2: CADBURY SCHWEPPES
Cadbury and Schweppes are two prominent and long-established
companies. Cadbury was founded in 1824 and is the world’s
largest confectionary company. The bulk of Cadbury’s sales are
generated in Europe, with a substantially smaller presence in the
Americas. Schweppes was founded in 1783, when its founder
Jacob Schweppes invented a system to carbonate mineral water.
Its brands include 7-Up, Dr Pepper, Sunkist, Snapple, Schweppes,
and Mott’s. Cadbury and Schweppes merged in 1969. In 2008,
the combined firm posted approximately $32 billion in revenue
and an $8.8 billion loss. The firm employed 160,000 people at this
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time. In what is termed a “demerger,” the firm in 2008 spun off
its North American beverage unit (Dr Pepper Snapple Group) and
changed its name from Cadbury Schweppes to just Cadbury.
Working in teams, prepare a brief PowerPoint presentation to
address the following questions. You will need to consult the
company’s now separate Web sites http://www.drpeppersnap
plegroup.com/ and http://www.cadbury.com, as well as news
articles published about this event. Lexis Nexis is a good resource
for news on topics such as this.

1. Why did Cadbury decide to divest itself of the beverage
business?
2. What does it mean that Cadbury listed the separation as a
demerger?
3. What factors hindered the success of a combined Cadbury
Schweppes?
4. Do you feel that both the beverage and confectionary businesses are better or worse off being separated?

VIDEO
FOCUS ON WHY A DEAL IS DONE, NOT HOW

•

Stuart Grief/Vice President of Strategy and Development/
Textron

Questions

Stuart Grief, Vice President of Strategy and Development at
Textron, talks about the art of the deal and how the company he
represents goes through deal-making analysis. As you prepare for
the video, consider the concepts of negotiation and deal-making;
important ingredients of any M&A activity.
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts
•
•

M&A strategies
Reasons for acquisition

CASE

Problems in achieving success

1. Think through a deal or transaction you have recently made
or considered making (i.e., purchased a car, bought a new
computer, leased an apartment, took out a loan). Describe the
deal-making process and why you ultimately decided to either
make the deal or walk away from it.
2. How would you characterize Textron’s corporate-level strategy? Visit the firm’s Web site to see the various business units it
manages. Describe what you think are the criteria the firm uses
when evaluating targets for acquisition. Does it appear that
Textron is willing to acquire any type of firm in any industry?
3. Overall, how should a company plan and undertake its merger
and acquisition strategic initiatives?
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International
Strategy

Studying this chapter
hapter should provide you with the strategic
management knowledge
nowledge needed to:
1. Explain traditional
ditional and emerging motives for firms to pursue
international diversification.
2. Identify the four major benefits of an international strategy.
3. Explore the four
our factors that provide a basis for international businesslevel strategies.
ies.
4. Describe the
he three international corporate-level
multidomestic,
ic, global, and transnational.

strategies:

5. Discuss the environmental trends affecting international strategy,
especially liability of foreignness and regionalization.
6. Name and describe the five alternative modes for entering
international markets.
7. Explain the effects of international diversification on firm returns and
innovation.
8. Name and describe two major risks of international diversification.

ENTRY INTO CHINA BY
FOREIGN FIRMS AND
CHINESE FIRMS REACHING
FOR GLOBAL MARKETS

Peter Parks/AFP/Getty Images

Many foreign firms choose to operate in the
Chinese market because it is so large and
important. This is certainly the case for
automobile firms that have used China as a
base to both produce cars more cheaply and
expand their market by selling in China. In
particular General Motors (GM), through its partnership with Shanghai Automotive Industry
Corporation (SAIC), has created successful joint ventures. Because this venture continues
to be successful, Fritz Henderson, GM’s CEO since its bankruptcy filing, has indicated that
none of GM’s operations in China are for sale. In fact, GM is seeking to extend its operations in
China, possibly with new ventures. Volkswagen also has a joint venture with SAIC. Recently
SAIC has sought to introduce its own automobiles domestically and plans to participate in
global markets when possible. Similarly,
another GM partner in China, Liuzhou
Wuling Motors Co., is planning to develop
its own vehicles rather than through a GM
brand such as Chevrolet.
Because the U.S. auto market and
other auto markets elsewhere in the world
are experiencing substantially lower sales,
the Chinese market is becoming more
important. Porsche AG now owns 50.76
percent of Volkswagen and is launching
the first exposure of its new model, the
Panamera, in a Shanghai auto show in
April 2009. Although the U.S. market still
counts as the most important sale zone
for Porsche, China is expected to have
the largest auto market by sales volume
in 2009.
The Chinese market is not only
Models pose next to a Porsche Panamera, a
important for manufacturing such as the
new four-door sports car making its international
automobile industry, but also for service
debut at Auto Shanghai, China's largest auto
industries. For example, Google recently
show.
launched a music service supported by
the world’s four largest music labels: Warner Music Group Corp., Vivendi SA’s Universal
Music, EMI Group Ltd., and Sony Corp.’s Music Entertainment. Google and its partners
hope to draw users away from Google’s main Chinese competitors, especially Baidu Inc.
Baidu is the dominant market share holder, with approximately 62 percent of the search
market for Web downloads in China. Google increased its search engine market in China to
28 percent in 2008, up from 23 percent in 2007, but Baidu retained its dominance with a 62
percent market share, up from 59 percent in 2007.
Interestingly, some Chinese firms are more successful abroad than they are in their
home market. Huawei Technologies Co. Ltd. is making inroads in the U.S. market. Huawei,
a Chinese telecom equipment supplier, recently won a contract with Cox Communications,
a U.S. TV cable provider. Huawei is also in the running for a potentially bigger contract with
Clearwire Corporation. Clearwire is in the process of helping to build a wireless broadband
network that would serve 120 million people in the United States by 2010. Other finalists
for the contract include Motorola Inc., Samsung Electronics Co., and Nokia Siemens
Networks. More generally, other competitors include Alcatel-Lucent and Telefon AB L.M.
Ericsson. Another Chinese company, ZTE, competes with these firms as well. Although
Huwaei and ZTE have had more success in developing regions of the world, Huawei has
become a major vendor in Europe, where it has won numerous contracts with significant
telecom providers such as Vodaphone Group PLC and France Telecom SA’s Orange. Huawei
also has a foothold in Canada, where it is building a third-generation (3G) network for BCE
Inc.’s partners Bell Canada and Telus Corp.
Additionally, Huawei and ZTE were laggards in selling telephone equipment in their
home market against Telefon AB L.M. Ericsson, Alcatel-Lucent, and Nokia Siemens
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Networks (a joint venture of Nokia Corp. and Siemens AG), mainly because they were an
unknown company when the first wireless networks were developed in China. However,
thanks to government support for new wireless technology and an aggressive strategy of
deeply undercutting competitors’ prices, these two firms are beating out their rivals for an
estimated $59 billion of spending over the next three years for new 3G wireless networks.
China has approximately 659 million mobile subscribers, and the rollout of 3G is making
sales growth for these markets even more important. It is expected that Huawei and ZTE
will double their combined market share for 3G revenue with current wireless network
growth. Although Ericsson’s market share is remaining stable, market shares for AlcatelLucent and Nokia Siemens are expected to decline in China. Historically, Ericsson won the
lion’s share because Huawei and ZTE, as noted, were small when the existing network was
built in the 1990s. Both companies have access to large credit lines from China’s stateowned banks and other perks such as low cost land. This has allowed them to have more
flexibility in pricing and to operate with lower margins without shareholder pressure. It will
be interesting to see what happens when the fourth-generation (4G) networks are rolled out
in a few years.
Sources: A. Back & L. Chao, 2009, Google begins China music service; Partnership with record labels gives
users free access to licensed tracks, Wall Street Journal, March 30, B3; L. Chao, 2009, China’s telecom-gear
makers, once laggards at home, pass foreign rivals, Wall Street Journal, April 10, B1; K. Hille & A. Parker,
2009, Upwardly mobile Huawei, Financial Times, http://www.ft.com, March 20; K. Li, 2009, Google launches
China service, Financial Times, March 31, 20; C. Rauwald, 2009, Porsche chooses the China road; four-door
Panamera’s Shanghai debut signals focus on emerging markets, Wall Street Journal, April 20, B2; A. Sharma &
S. Silver, 2009, Huawei tries to crack U.S. market; Chinese telecom supplier wins Cox contract, is finalist for
Clearwire deal, Wall Street Journal, March 26, B2; N. Shirouzu, P. J. Ho, & K. Rapoza, 2009, Corporate news:
GM plans to retain China, Brazil units. Wall Street Journal June 3, B2; J. D. Stoll, 2009, Corporate news:
GM pushes the throttle in China—affiliate’s plan to expand into cars is seen as a key to growth in Asia, Wall
Street Journal, April 27, B3; M. B. Teagarden & D. H. Cai, 2009, Learning from dragons who are learning
from us; developmental lessons from China’s global companies, Organizational Dynamics, 38(1): 73; C.-C.
Tschang, 2009, Search engine squeeze? BusinessWeek, January 12, 21; E. Woyke, 2009, ZTE’s smart phone
ambitions, Forbes, http://www.forbes.com, March 16; B. Einhorn, 2008, Huawei, BusinessWeek, December 22,
51; S. Tucker, 2008, Case study: Huawei of China takes stock after frustrating year, Financial Times, http://www
.ft.com, November 25.

As the Opening Case indicates, firms are entering China because of its large market, but
China’s firms are building their competitive capabilities and also seeking to enter foreign
markets. China’s entrance into the World Trade Organization (WTO) brought change
not only to China and its trading partners but also to industries and firms throughout the
world. Despite its developing market and institutional environment, Chinese firms such as
Huawei Technologies Co. are taking advantage of the growing size of the Chinese market;
they had previously learned new technologies and managerial capabilities from foreign
partners and are now competing more strongly in domestic as well as foreign markets.1
Many firms choose direct investment in assets in foreign countries (e.g., establishing
new subsidiaries, making acquisitions, or building joint ventures) over indirect investment because it provides better protection for their assets.2 As indicated in the Opening
Case, Chinese firms are developing their manufacturing capabilities and building their
own branded products (e.g., Huawei and ZTE Corporation). As such, the potential global
market power of Chinese firms is astounding.3
As foreign firms enter China and as Chinese firms enter into other foreign markets,
both opportunities and threats for firms competing in global markets are exemplified.
This chapter examines opportunities facing firms as they seek to develop and exploit
core competencies by diversifying into global markets. In addition, we discuss different
problems, complexities, and threats that might accompany a firm’s international strategy.4
Although national boundaries, cultural differences, and geographic distances all pose barriers to entry into many markets, significant opportunities motivate businesses to enter
international markets. A business that plans to operate globally must formulate a successful
strategy to take advantage of these global opportunities.5 Furthermore, to mold their firms
into truly global companies, managers must develop global mind-sets.6 As firms move into
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international markets, they develop relationships with suppliers, customers, and partners
and learning from these relationships. For example, as the Opening Case illustrates, SAIC
learned new capabilities from its partnerships with GM and Volkswagen.
As illustrated in Figure 1.1, we discuss the importance of international strategy as a
source of strategic competitiveness and above-average returns. This chapter focuses on the
incentives to internationalize. After a firm decides to compete internationally, it must select
its strategy and choose a mode of entry into international markets. It may enter international markets by exporting from domestic-based operations, licensing some of its products
or services, forming joint ventures with international partners, acquiring a foreign-based
firm, or establishing a new subsidiary. Such international diversification can extend product life cycles, provide incentives for more innovation, and produce above-average returns.
These benefits are tempered by political and economic risks and the problems of managing
a complex international firm with operations in multiple countries.
Figure 8.1 provides an overview of the various choices and outcomes of strategic
competitiveness. The relationships among international opportunities, the resources and
capabilities that result from such strategies, and the modes of entry that are based on core
competencies are explored in this chapter.

Identifying International Opportunities:
Incentives to Use an International Strategy
An international strategy is a strategy through which the firm sells its goods or services
outside its domestic market.7 One of the primary reasons for implementing an international strategy (as opposed to a strategy focused on the domestic market) is that international markets yield potential new opportunities.8
Raymond Vernon captured the classic rationale for international diversification.9
He suggested that typically a firm discovers an innovation in its home-country market,
especially in an advanced economy such as that of the United States. Often demand for

An international
strategy is a strategy
through which the
firm sells its goods or
services outside its
domestic market.

Figure 8.1 Opportunities and Outcomes of International Strategy
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the product then develops in other countries, and exports are provided by domestic
operations. Increased demand in foreign countries justifies making investments in foreign operations, especially to fend off foreign competitors. Vernon, therefore, observed
that one reason why firms pursue international diversification is to extend a product’s
life cycle.
Another traditional motive for firms to become multinational is to secure needed
resources. Key supplies of raw material—especially minerals and energy—are important
in some industries. Other industries, such as clothing, electronics, and watchmaking,
have moved portions of their operations to foreign locations in pursuit of lower production costs. Clearly one of the reasons for Chinese firms to expand internationally is to
gain access to important resources.10
Although these traditional motives persist, other emerging motivations also drive
international expansion (see Chapter 1). For instance, pressure has increased for a global
integration of operations, mostly driven by more universal product demand. As nations
industrialize, the demand for some products and commodities appears to become more
similar. This borderless demand for globally branded products may be due to similarities in lifestyle in developed nations. Increases in global communication media also
facilitate the ability of people in different countries to visualize and model lifestyles in
different cultures.11 IKEA, for example, has become a global brand by selling furniture in 44 countries through more than 300 stores that it owns and operates through
franchisees. All of its furniture is sold in components that can be packaged in flat packs
and assembled by the consumer after purchase. This arrangement has allowed for easier
shipping and handling than fully assembled units and has facilitated the development
of the global brand. Because of its low-cost approach, sales are increasing even during
the economic downturn.12
In some industries, technology drives globalization because the economies of scale
necessary to reduce costs to the lowest level often require an investment greater than that
needed to meet domestic market demand. Companies also experience pressure for cost
reductions, achieved by purchasing from the lowest-cost global suppliers. For instance,
research and development expertise for an emerging business startup may not exist in the
domestic market, but as foreign firms locate in the domestic market learning spillovers
occur for domestic firms.13
New large-scale, emerging markets, such as China and India, provide a strong internationalization incentive based on their high potential demand for consumer products
and services.14 Because of currency fluctuations, firms may also choose to distribute their
operations across many countries, including emerging ones, in order to reduce the risk
of devaluation in one country.15 However, the uniqueness of emerging markets presents both opportunities and challenges.16 Even though India, for example, differs from
Western countries in many respects, including culture, politics, and the precepts of its
economic system, it also offers a huge potential market and its government is becoming
more supportive of foreign direct investment.17 However, the differences between China,
India, and Western countries pose serious challenges to Western competitive paradigms
that emphasize the skills needed to manage financial, economic, and political risks.18
Employment contracts and labor forces differ significantly in international markets.
For example, it is more difficult to lay off employees in Europe than in the United States
because of employment contract differences. In many cases, host governments demand
joint ownership with a local company in order to invest in local operations; this allows
the foreign firm to avoid tariffs. Also, host governments frequently require a high percentage of procurements, manufacturing, and R&D to use local sources.19 These issues
increase the need for local investment and responsiveness as opposed to seeking global
economies of scale.
We’ve discussed incentives that influence firms to use international strategies. When
these strategies are successful, firms can derive four basic benefits: (1) increased market
size; (2) greater returns on major capital investments or on investments in new products
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Increased Market Size
Firms can expand the size of their potential market—sometimes dramatically—by moving into international markets. Pharmaceutical firms have been doing significant foreign
direct investment into both developed and emerging markets in an attempt to increase
the market potential for new drugs. For example, when Japanese pharmaceutical firms
made acquisitions of international rivals in 2008, one analyst noted: “One factor [driving the trend for outbound M&A] is that there are limited domestic growth opportunities… [These Japanese] companies are cash-rich and are in a good position to conduct
acquisitions.”21 Indeed, Japan’s large pharmaceutical firms collectively paid more than
$20 billion during 2008 to buy overseas firms.
Although seeking to manage different consumer tastes and practices linked to cultural values or traditions is not simple, following an international strategy is a particularly attractive option to firms competing in domestic markets that have limited growth
opportunities. For example, firms in the domestic soft drink industry have been searching for growth in foreign markets for some time now. Major competitors Pepsi and
Coca-Cola have had relatively stable market shares in the United States for several years.
Most of their sales growth has come from foreign markets. Coke, for instance, has used a
strategy of buying overseas bottlers or expanding into other beverages such as fruit juice.
However, a recent acquisition attempt of China’s largest fruit-juice producer, China
Huiyuan Juice Group Ltd., was turned down by Beijing regulators claiming that it would
crowd out smaller players and increase consumer prices. China is Coke’s fourth largest
market by volume after the United States, Mexico, and Brazil. As with other emerging
markets, it is growing faster than the U.S. market.22
The size of an international market also affects a firm’s willingness to invest in R&D to
build competitive advantages in that market. Larger markets usually offer higher potential returns and thus pose less risk for a firm’s investments. The strength of the science
base of the country in question also can affect a firm’s foreign R&D investments.23 Most
firms prefer to invest more heavily in those countries with the scientific knowledge and
talent to produce value-creating products and processes from their R&D activities.24

Return on Investment
Large markets may be crucial for earning a return on significant investments, such as
plant and capital equipment or R&D. Therefore, most R&D-intensive industries such
as electronics are international. In addition to the need for a large market to recoup
heavy investment in R&D, the development pace for new technology is increasing. New
products become obsolete more rapidly, and therefore investments need to be recouped
more quickly. Moreover, firms’ abilities to develop new technologies are expanding, and
because of different patent laws across country borders, imitation by competitors is more
likely. Through reverse engineering, competitors are able to disassemble a product, learn
the new technology, and develop a similar product. Because competitors can imitate new
technologies relatively quickly, firms need to recoup new product development costs
even more rapidly. Consequently, the larger markets provided by international expansion are particularly attractive in many industries such as pharmaceutical firms, because
they expand the opportunity for the firm to recoup significant capital investments and
large-scale R&D expenditures.25
Regardless of other motives however, the primary reason for investing in international
markets is to generate above-average returns on investments. Still, firms from different
countries have different expectations and use different criteria to decide whether to invest
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and processes; (3) greater economies of scale, scope, or learning; and (4) a competitive
advantage through location (e.g., access to low-cost labor, critical resources, or customers).
We examine these benefits in terms of both their costs (such as higher coordination
expenses and limited access to knowledge about host country political influences)20 and
their managerial challenges.
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in international markets, such as industry conditions and the potential for knowledge
transfer.26

Economies of Scale and Learning
By expanding their markets, firms may be able to enjoy economies of scale, particularly
in their manufacturing operations. To the extent that a firm can standardize its products across country borders and use the same or similar production facilities, thereby
coordinating critical resource functions, it is more likely to achieve optimal economies
of scale.27
Economies of scale are critical in the global auto industry. China’s decision to
join the World Trade Organization has allowed carmakers from other countries to
enter their market and for lower tariffs to be charged (in the past, Chinese carmakers
have had an advantage over foreign carmakers due to tariffs). Ford, Honda, General
Motors, and Volkswagen are each producing an economy car to compete with the
existing cars in China. Because of global economies of scale (allowing them to price
their products competitively) and local investments in China, all of these companies
are likely to obtain significant market share in China. Alternatively, SAIC is developing its branded vehicles to compete with the foreign automakers. SAIC’s joint ventures with both GM and Volkswagen have been highly successful (as explained in the
Opening Case). However, as also explained in the Opening Case, Porsche is seeking to
market its vehicles in China to extend its scale economies, while Chinese firms are seeking to begin exporting vehicles overseas and perhaps enter foreign markets in other ways,
such as through acquisitions.28
Firms may also be able to exploit core competencies in international markets through
resource and knowledge sharing between units and network partners across country borders.29 This sharing generates synergy, which helps the firm produce higher-quality goods
or services at lower cost. In addition, working across international markets provides the
firm with new learning opportunities.30 Multinational firms have substantial occasions
to learn from the different practices they encounter in separate international markets.
However, research finds that to take advantage of international R&D investments, firms
need to already have a strong R&D system in place to absorb the knowledge.31

Location Advantages
Firms may locate facilities in other countries to lower the basic costs of the goods or services they provide. These facilities may provide easier access to lower-cost labor, energy,
and other natural resources. Other location advantages include access to critical supplies
and to customers. Once positioned favorably with an attractive location, firms must
manage their facilities effectively to gain the full benefit of a location advantage.32
Such location advantages can be influenced by costs of production and transportation
requirements as well as by the needs of the intended customers.33 Cultural influences may
also affect location advantages and disadvantages. If there is a strong match between the
cultures in which international transactions are carried out, the liability of foreignness
is lower than if there is high cultural distance.34 Research also suggests that regulation
distances influence the ownership positions of multinational firms as well as their
strategies for managing local and expatriate human resources.35
As suggested in the Opening Case, General Motors (GM) entered international markets to expand its market size. While GM has lost its position as the world’s largest automaker after 76 years, even in bankruptcy it has expansion plans for its China ventures.36
Still, GM faces a number of challenges from domestic Chinese competitors, such as its
partners, SAIC and Liuzhou Wuling Motors Co., and from foreign competitors, such as
Toyota and Volkswagen. It will have to formulate and implement a successful strategy
for the Chinese market to maintain a competitive advantage there. Interestingly, given
the downturn in sales, China may overtake the United States in domestic sales. An article
in the Wall Street Journal noted: “China is expected to become the world’s number one
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International Strategies
Firms choose to use one or both of two basic types of international strategies:
business-level international strategy and corporate-level international strategy. At the
business level, firms follow generic strategies: cost leadership, differentiation, focused
cost leadership, focused differentiation, or integrated cost leadership/differentiation. The
three corporate-level international strategies are multidomestic, global, or transnational
(a combination of multidomestic and global). To create competitive advantage, each
strategy must utilize a core competence based on difficult-to-imitate resources and
capabilities.38 As discussed in Chapters 4 and 6, firms expect to create value through the
implementation of a business-level strategy and a corporate-level strategy.

International Business-Level Strategy
Each business must develop a competitive strategy focused on its own domestic market.
We discussed business-level strategies in Chapter 4 and competitive rivalry and competitive dynamics in Chapter 5. International business-level strategies have some unique
features. In an international business-level strategy, the home country of operation is
often the most important source of competitive advantage.39 The resources and capabilities established in the home country frequently allow the firm to pursue the strategy into
markets located in other countries.40 However, research indicates that as a firm continues
its growth into multiple international locations, the country of origin is less important
for competitive advantage.41
Michael Porter’s model, illustrated in Figure 8.2, describes the factors contributing
to the advantage of firms in a dominant global industry and associated with a specific
home country or regional environment.42 The first dimension in Porter’s model is
the factors of production. This dimension refers to the inputs necessary to compete
in any industry—labor, land, natural resources, capital, and infrastructure (such as
transportation, postal, and communication systems). There are basic factors (for
example, natural and labor resources) and advanced factors (such as digital
communication systems and a highly educated workforce). Other production
factors are generalized (highway systems and the supply of debt capital) and specialized
(skilled personnel in a specific industry, such as the workers in a port that specialize in
handling bulk chemicals). If a country has both advanced and specialized production
factors, it is likely to serve an industry well by spawning strong home-country
competitors that also can be successful global competitors.
Ironically, countries often develop advanced and specialized factors because they lack
critical basic resources. For example, some Asian countries, such as South Korea, lack
abundant natural resources but offer a strong work ethic, a large number of engineers,
and systems of large firms to create an expertise in manufacturing. Similarly, Germany
developed a strong chemical industry, partially because Hoechst and BASF spent years
creating a synthetic indigo dye to reduce their dependence on imports, unlike Britain,
whose colonies provided large supplies of natural indigo.43
The second dimension in Porter’s model, demand conditions, is characterized by
the nature and size of buyers’ needs in the home market for the industry’s goods or
services. A large market segment can produce the demand necessary to create scaleefficient facilities.
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vehicle producer this year [2009], surpassing Japan. Mr. Young [chief financial officer
of GM] said he is starting to think China could outmuscle the United States this year as
the number one market for vehicle sales. GM had been predicting China would surpass
the United States in 2015, but Chinese sales leapfrogged those in the United States in the
first quarter [2009].”37
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Figure 8.2 Determinants of National Advantage
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Source: Reprinted with the permission of The Free Press, a division of Simon & Schuster Adult Publishing Group, from
Competitive Advantage of Nations, by Michael E. Porter, 72. Copyright © 1990, 1998 by Michael E. Porter. All rights reserved.

Chinese manufacturing companies have spent years focused on building their businesses in China, but are now beginning to look at markets beyond their borders, as
described in the Opening Case about SAIC. As mentioned, SAIC (along with other
Chinese firms) has begun the challenging process of building its brand equity in China
but especially in other countries. In doing so, most Chinese firms begin in the Far East
with the intention to move into Western markets when ready. Companies such as SAIC
have been helped by China’s entry to the World Trade Organization. Of course, companies such as SAIC are interested in entering international markets to increase their
market share and profits.
Related and supporting industries are the third dimension in Porter’s model. Italy
has become the leader in the shoe industry because of related and supporting industries;
a well-established leather-processing industry provides the leather needed to construct
shoes and related products. Also, many people travel to Italy to purchase leather goods,
providing support in distribution. Supporting industries in leather-working machinery
and design services also contribute to the success of the shoe industry. In fact, the design
services industry supports its own related industries, such as ski boots, fashion apparel,
and furniture. In Japan, cameras and copiers are related industries. Similarly, it is argued
that the creative resources associated with “popular cartoons such as Manga and the
animation sector along with technological knowledge from the consumer electronics
industry facilitated the emergence of a successful video game industry in Japan.”44
Firm strategy, structure, and rivalry make up the final country dimension and also
foster the growth of certain industries. The types of strategy, structure, and rivalry
among firms vary greatly from nation to nation. The excellent technical training system
in Germany fosters a strong emphasis on continuous product and process improvements. In Japan, unusual cooperative and competitive systems have facilitated the crossfunctional management of complex assembly operations. In Italy, the national pride of
the country’s designers has spawned strong industries in sports cars, fashion apparel,
and furniture. In the United States, competition among computer manufacturers and
software producers has contributed to the development of these industries.
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The four basic dimensions of the “diamond”
model in Figure 8.2 emphasize the environmental or structural attributes of a national economy
that contribute to national advantage. Government
policy also clearly contributes to the success and
failure of many firms and industries. For example,
as illustrated in the Strategic Focus, the Chinese
government has provided incentives for SunTech,
a Chinese firm focused on creating solar power for
utilities around the world, particularly in Europe.45
SunTech is a “born global” firm that went directly
into international markets that were emerging
within the solar power industry. It has been successful so far because of the low-cost manufacturing
and the high levels of engineering talent available in
China. Likewise, Yandex in Russia (see the Strategic
Focus) was successful because it found a way to
meet the complexities of developing a search tool
for the complex Russian language, which turned
out to be an advantage in global competition.46 Also,
Yandex had strong demand conditions in Russia
for Internet service and has been able to maintain
its market share against strong competition from
Google. Yandex is now entering the U.S. market and establishing a research base near Google’s
headquarters.
Although each firm must create its own
success, not all firms will survive to become global
competitors—not even those operating with the
same country factors that spawned other successful
firms. The actual strategic choices managers make
may be the most compelling reasons for success or failure. Accordingly, the factors
illustrated in Figure 8.2 are likely to produce competitive advantages only when the firm
develops and implements an appropriate strategy that takes advantage of distinct country
factors. Thus, these distinct country factors must be given thorough consideration when
making a decision regarding the business-level strategy to use (i.e., cost leadership,
differentiation, focused cost leadership, focused differentiation, and integrated cost
leadership/differentiation, discussed in Chapter 4) in an international context. However,
pursuing an international strategy leads to more adjustment and learning as the firm
adjusts to competition in the host country. Such adjustments are continuous as illustrated
by SunTech’s operations, given the steep decline in demand for solar facilities in the
economic downturn. It must adapt to the increasing competition from other startups and
its major competitors in global markets.

International Corporate-Level Strategy
The international business-level strategies are based at least partially on the type of international corporate-level strategy the firm has chosen. Some corporate strategies give
individual country units the authority to develop their own business-level strategies;
other corporate strategies dictate the business-level strategies in order to standardize the
firm’s products and sharing of resources across countries.47 International corporate-level
strategy focuses on the scope of a firm’s operations through both product and geographic
diversification.48 International corporate-level strategy is required when the firm operates
in multiple industries and multiple countries or regions.49 The headquarters unit guides
the strategy, although business- or country-level managers can have substantial strategic
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Few firms from large emerging economies
have been more successful than SunTech
Power Holdings, which manufactures solar
panels in China for the global electric utilities
industry. It was a “born global” firm founded
in China and quickly began competing with large firms that dominated the industry such as
Sharpe, Siemens, and BP Solar. It was initiated by Shi Zhengrong and he is still the CEO.
He was allocated $6 million startup money from the government of Wuxi in China’s Jiangsu
province. Shi was trained in Australia at the University of New South Wales in Sydney, where
he earned his Ph.D.
SunTech’s biggest markets for solar panels and modules are in Europe, with German
companies providing its largest amount of revenue. It is listed on the U.S. stock exchange
with an all-time stock price high of $85 in 2007. There was overcapacity in the industry
in 2009, partly because SunTech spawned lots of imitators; however, iSuppli, a research
company that provides analytical data for the solar industry, suggests that there will be 11.1
gigawatts of panels produced in 2009, which is up 62 percent from 7.7 gigawatts in 2008.
SunTech itself produces one gigawatt and hoped to produce 1.4 gigawatts by the end of
2009 and two gigawatts by 2010. However, SunTech’s expansion plans are currently on
hold until the financial crisis is over and the markets improve; in fact, SunTech had to lay
off 800 employees in 2008.
The big advantage that SunTech has is its low-cost
production system in China. It hopes to have “grid
parity,” which means that the cost of producing solar
energy is at the point where there is no difference
between competing fossil fuels such as coal and
natural gas relative to that produced by solar panels.
Currently SunTech is producing at a cost of $.35
per kilowatt hour whereas the grid parity cost is
near $.14. Although this suggests that the firm has
a long way to go to realize grid parity, Shi believes
it can be realized in several years given its low cost
of production and improvements in technological
efficiency. The company has improved the collective
power of its solar panels primarily through advancements in silicon technology. Shi predicts that with the
Fomichev Mikhail/ITAR-TASS/Landov new Obama administration the subsidies will improve
and stimulate demand, and that striving to reach grid
parity will also help the company as it moves toward a “post carbon” future.
Russia’s largest online search company, Yandex, is equivalent to Google in the United
States. Interestingly, Yandex started in the 1980s, long before Google’s founders Sergey
Brin and Larry Page had envisioned their company. Yandex arguably has superior search
technology because of the peculiarities of the Russian language. Russian words often have
20 different endings that indicate their relationship to one another and make the language
much more precise, but at the same time it makes searching for Russian words much more
difficult than searching for English words. However, Yandex found a way to catch all of this
phraseology and as such it controls 56 percent of the search engine market share in Russia
compared to Google’s 23 percent. More impressively, it has two thirds of all of the revenue
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from the search ads and draws three billion hits a month. Because of this FireFox has
dropped Google as its default search engine in Russia in favor of Yandex.
Nonetheless, Yandex realizes that it must continue to innovate. For instance, it has an
image search engine that eliminates repeated images and filters out faces, thus it provides
better search capabilities for imaging. In addition, as mentioned in the chapter, Yandex
has opened labs not far from Google’s headquarters in Mountain View, California, with
a staff of 20 or more engineers who index pages for a Russian audience but also keep
abreast of technology developments that surface near Silicone Valley. According to Arkady
Volozh, CEO of Yandex, Yahoo!, Microsoft, and Google have made repeated buyout offers
for Yandex. Such offers suggest that Google and other companies would be interested
in increasing their market share in Russia. One reason for this interest is that Russia has
the fastest-growing Internet population in Europe. Google has increased its market share
from 6 percent in 2001 to 23 percent in 2009; most likely because it hired engineers who
understand the Russian language. One analyst indicated that due to the high demand for
Internet service “Russia is a pivotal country for Google.”
Yandex is one of the few high tech companies that was home-grown in Russia and
is successful. The Russians are proud of this fact. The company hopes to continue to be
successful and possibly even compete for market share in the United States. Yandex has
been given the opportunity to list on the Nasdaq Exchange; however, it has put off doing
an IPO because of the financial crisis.
Sources: J. Ioffe, 2009, The Russians are coming, Fortune, February 16, 36–38; B. Powell, 2009, China’s new king of
solar, Fortune, February 16, 94–97; G. L. White, 2009, Russia Web firm negotiates autonomy, Wall Street Journal,
April 22, A10; 2008, China-based SunTech plans to triple U.S. sales through acquisitions, residential sales, FinancialWire,
http://www.financialwire.net, October 2; J. Bush, 2008, Where Google isn’t Goliath: Russia’s Yandex—set to go public
on Nasdaq—is innovating in a hurry to hold off the U.S. giant, BusinessWeek, http://www.businessweek.com, June 26;
P. Ghemawat & T. Hout, 2008, Tomorrow’s global giants: Not the usual suspects, Harvard Business Review, 86(11): 80–88.

input, depending on the type of international corporate-level strategy followed. The three
international corporate-level strategies are multidomestic, global, and transnational, as
shown in Figure 8.3.
Multidomestic Strategy
A multidomestic strategy is an international strategy in which strategic and operating decisions are decentralized to the strategic business unit in each country so as
to allow that unit to tailor products to the local market.50 A multidomestic strategy
focuses on competition within each country. It assumes that the markets differ and
therefore are segmented by country boundaries. The multidomestic strategy uses
a highly decentralized approach, allowing each division to focus on a geographic
area, region, or country. 51 In other words, consumer needs and desires, industry
conditions (e.g., the number and type of competitors), political and legal structures, and social norms vary by country. With multidomestic strategies, the country
managers have the autonomy to customize the firm’s products as necessary to meet
the specific needs and preferences of local customers. Therefore, these strategies
should maximize a firm’s competitive response to the idiosyncratic requirements
of each market.52
The use of multidomestic strategies usually expands the firm’s local market share
because the firm can pay attention to the needs of the local clientele.53 However, the
use of these strategies results in less knowledge sharing for the corporation as a whole
because of the differences across markets, decentralization, and the different strategies
employed by local country units.54 Moreover, multidomestic strategies do not allow
the development of economies of scale and thus can be more costly. As a result, firms
employing a multidomestic strategy decentralize their strategic and operating decisions
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Figure 8.3 International Corporate-Level Strategies
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to the business units operating in each country. Historically, Unilever, a large European
consumer products firm, has had a highly decentralized approach to managing its
international operations. This approach allows regional managers considerable autonomy
to adapt the product offerings to fit the market needs. However, more recently it has
sought to have better coordination between its independent country subsidiaries and
develop a strong global brand presence.55

A global strategy is an
international strategy
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strategy being dictated by
the home office.

Global Strategy
In contrast to a multidomestic strategy, a global strategy assumes more standardization
of products across country markets.56 As a result, a global strategy is centralized and
controlled by the home office. The strategic business units operating in each country
are assumed to be interdependent, and the home office attempts to achieve integration
across these businesses.57 The firm uses a global strategy to offer standardized products
across country markets, with competitive strategy being dictated by the home office.
Thus, a global strategy emphasizes economies of scale and offers greater opportunities to
take innovations developed at the corporate level or in one country and utilize them in
other markets.58 Improvements in global accounting and financial reporting standards
are facilitating this strategy.59
Although a global strategy produces lower risk, it may cause the firm to forgo growth
opportunities in local markets, either because those markets are less likely to be identified as opportunities or because the opportunities require that products be adapted to the
local market.60 The global strategy is not as responsive to local markets and is difficult
to manage because of the need to coordinate strategies and operating decisions across
country borders. Yahoo! and eBay experienced these challenges when they moved into
specific Asian markets. For example, eBay was unsuccessful in both the Japanese and
Chinese markets when attempting to export its business model and approach from
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Transnational Strategy
A transnational strategy is an international strategy through which the firm seeks to
achieve both global efficiency and local responsiveness. Realizing these goals is difficult: One requires close global coordination while the other requires local flexibility. “Flexible coordination”—building a shared vision and individual commitment
through an integrated network—is required to implement the transnational strategy.
Such integrated networks allow a firm to manage its connections with customers, suppliers, partners, and other parties more efficiently rather than using arm’s-length transactions.65 The transnational strategy is difficult to use because of its conflicting goals
(see Chapter 11 for more on the implementation of this and other corporate-level
international strategies). On the positive side, the effective implementation of a transnational strategy often produces higher performance than does the implementation of
either the multidomestic or global international corporate-level strategies, although it
is difficult to accomplish.66
Transnational strategies are challenging to implement but are becoming increasingly
necessary to compete in international markets. The growing number of global competitors
heightens the requirement to hold costs down. However, the increasing sophistication of
markets with greater information flow (e.g., based on the diffusion of the Internet) and
the desire for specialized products to meet consumers’ needs pressures firms to differentiate and even customize their products in local markets. Differences in culture and institutional environments also require firms to adapt their products and approaches to local
environments. However, some argue that most multinationals pursue more regional
strategies and as such transnational strategies and structures may not be as necessary as
once thought.67
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North America to these two countries. It has reentered China but Meg Whitman, former
CEO of eBay, suggested that she had no plans to reenter the Japanese market. Yahoo! has
had rough times in China, going through several CEOs and trying to find the right formula to compete effectively in the Chinese market.61 Also, as the Opening Case indicates,
Google has had difficulty penetrating foreign markets such as China and competing
against local competitors such as Baidu.
Achieving efficient operations with a global strategy requires sharing resources and
facilitating coordination and cooperation across country boundaries, which in turn
require centralization and headquarters control. Furthermore, research suggests that
the performance of the global strategy is enhanced if it deploys in areas where regional
integration among countries is occurring, such as the European Union.62 Many Japanese
firms have successfully used the global strategy.63
CEMEX is the third largest cement company in the world, behind France’s Lafarge
and Switzerland’s Holcim, and is the largest producer of ready mix, a prepackaged product that contains all the ingredients needed to make localized cement products.
CEMEX has strong market power in the Americas as well as in Europe. CEMEX
serves customers in more than 50 countries with more than 50,000 employees globally.
Because CEMEX pursues a global strategy effectively, its centralization process has facilitated the integration of several businesses it acquired in the United States, Europe, and
Asia. To integrate its businesses globally, CEMEX uses the Internet to improve logistics and manage an extensive supply network, thereby increasing revenue and reducing
costs. Connectivity between the operations in different countries and universal standards
dominates its approach. However, because of its recent acquisition of Ringer, a large
Australian cement producer, it took on too much debt during the downturn and has had
a very difficult time meeting its debt obligations.64 Because of increasing global competition
and the need to be cost efficient while simultaneously providing high-quality differentiated products, a number of firms have begun to pursue the transnational strategy,
which is described next.
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Environmental Trends
Although the transnational strategy is difficult to implement, emphasis on global
efficiency is increasing as more industries begin to experience global competition. To
add to the problem, an increased emphasis on local requirements means that global
goods and services often demand some customization to meet government regulations
within particular countries or to fit customer tastes and preferences. In addition, most
multinational firms desire coordination and sharing of resources across country markets
to hold down costs, as illustrated by the CEMEX example.68 Furthermore, some products
and industries may be more suited than others for standardization across country
borders.
As a result, some large multinational firms with diverse products employ a
multidomestic strategy with certain product lines and a global strategy with others.
Many multinational firms may require this type of flexibility if they are to be strategically
competitive, in part due to trends that change over time. Two important trends are the
liability of foreignness, which has increased since the terrorist attacks and the war in Iraq,
and regionalization.

Liability of Foreignness
The dramatic success of Japanese firms such as Toyota and Sony in the United States and
other international markets in the 1980s was a powerful jolt to U.S. managers and awakened them to the importance of international competition in markets that were rapidly
becoming global markets. In the twenty-first century, China, India, Brazil, and Russia represent major international market opportunities for firms from many countries, including
the United States, Japan, Korea, and the European Union.69 However, there are legitimate concerns about the relative attractiveness of global strategies, due to the extra costs
incurred to pursue internationalization, or the liability of foreignness relative to domestic competitors in a host country.70 This is illustrated by the experience of Walt Disney
Company in opening theme parks in foreign countries. For example, Disney suffered
“lawsuits in France, at Disneyland Paris, because of the lack of fit between its transferred
personnel policies and the French employees charged to enact them.”71 Disney executives
learned from this experience in building the firm’s newest theme park in Hong Kong.
Research shows that global strategies are not as prevalent as they once were and are
still difficult to implement, even when using Internet-based strategies.72 In addition, the
amount of competition vying for a limited amount of resources and customers can limit
firms’ focus to regional rather than global markets. A regional focus allows firms to marshal their resources to compete effectively in regional markets rather than spreading their
limited resources across many international markets.73
As such, firms may focus less on truly global markets and more on regional adaptation. Although parallel developments in the Internet and mobile telecommunication
facilitate communications across the globe, as noted earlier, the implementation of Webbased strategies also requires local adaptation. The globalization of businesses with local
strategies is demonstrated by the strategy that Google is using (see the Opening Case) by
developing an online music download business in China.

Regionalization
Regionalization is a second trend that has become more common in global markets.
Because a firm’s location can affect its strategic competitiveness,74 it must decide whether
to compete in all or many global markets, or to focus on a particular region or regions.
Competing in all markets provides economies that can be achieved because of the combined market size. Research suggests that firms that compete in risky emerging markets
can also have higher performance.75
However, a firm that competes in industries where the international markets differ
greatly (in which it must employ a multidomestic strategy) may wish to narrow its focus
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to a particular region of the world. In so doing, it can better understand the cultures,
legal and social norms, and other factors that are important for effective competition
in those markets. For example, a firm may focus on Far East markets only rather than
competing simultaneously in the Middle East, Europe, and the Far East. Or the firm may
choose a region of the world where the markets are more similar and some coordination
and sharing of resources would be possible. In this way, the firm may be able not only to
better understand the markets in which it competes, but also to achieve some economies,
even though it may have to employ a multidomestic strategy. For instance, research suggests that most large retailers are better at focusing on a particular region rather than
being truly global.76 Firms commonly focus much of their international market entries
into countries adjacent to their home country, which might be referred to as their home
region.77
Countries that develop trade agreements to increase the economic power of their
regions may promote regional strategies. The European Union (EU) and South America’s
Organization of American States (OAS) are country associations that developed trade
agreements to promote the flow of trade across country boundaries within their respective
regions.78 Many European firms acquire and integrate
their businesses in Europe to better coordinate panEuropean brands as the EU creates more unity in
European markets. With this process likely to continue
as new countries are added to the agreement, some
international firms may prefer to pursue regional
strategies versus global strategies because the size of the
market is increasing.79
The North American Free Trade Agreement
(NAFTA), signed by the United States, Canada, and
Mexico, facilitates free trade across country borders
in North America. NAFTA loosens restrictions
on international strategies within this region and
provides greater opportunity for regional international
strategies.80 NAFTA does not exist for the sole purpose
of U.S. businesses moving across its borders. In fact,
Mexico is the number two trading partner of the
United States, and NAFTA greatly increased Mexico’s
exports to the United States. Research suggests that
managers of small- and medium-sized firms are
influenced by the strategy they implement (those
with a differentiation strategy are more positively
disposed to the agreement than are those pursuing a
cost leadership strategy) and by their experience and
rivalry with exporting firms.81
Most firms enter regional markets sequentially, beginning in markets with which they
are more familiar. They also introduce their largest and strongest lines of business into
these markets first, followed by their other lines of business once the first lines achieve
success. They also usually invest in the same area as their original investment location.82
However, research also suggests that the size of the market and industry characteristics
can influence this decision.83
After the firm selects its international strategies and decides whether to employ them
in regional or world markets, it must choose a market entry mode.84

Choice of International Entry Mode
International expansion is accomplished by exporting products, participating in licensing
arrangements, forming strategic alliances, making acquisitions, and establishing new
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wholly owned subsidiaries. These means of entering international markets and their
characteristics are shown in Table 8.1. Each means of market entry has its advantages
and disadvantages. Thus, choosing the appropriate mode or path to enter international
markets affects the firm’s performance in those markets.

Exporting
Many industrial firms begin their international expansion by exporting goods or services
to other countries.85 Exporting does not require the expense of establishing operations in
the host countries, but exporters must establish some means of marketing and distributing their products. Usually, exporting firms develop contractual arrangements with
host-country firms.
The disadvantages of exporting include the often-high costs of transportation and tariffs placed on some incoming goods. Furthermore, the exporter has less control over the
marketing and distribution of its products in the host country and must either pay the
distributor or allow the distributor to add to the price to recoup its costs and earn a profit.
As a result, it may be difficult to market a competitive product through exporting
or to provide a product that is customized to each international market.86 However,
evidence suggests that cost leadership strategies enhance the performance of exports in
developed countries, whereas differentiation strategies with larger scale are more successful in emerging economies.87
Firms export mostly to countries that are closest to their facilities because of the lower
transportation costs and the usually greater similarity between geographic neighbors. For
example, United States’ NAFTA partners Mexico and Canada account for more than half
of the goods exported from Texas. The Internet has also made exporting easier. Even small
firms can access critical information about foreign markets, examine a target market,
research the competition, and find lists of potential customers.88 Governments also use the
Internet to facilitate applications for export and import licenses. Although terrorist threat
is likely to slow its progress, high-speed technology is still the wave of the future.89
Small businesses are most likely to use the exporting mode of international entry; up
to 50 percent of small U.S. firms will be involved in international trade by 2018, most of
them through export.90 Currency exchange rates are one of the most significant problems
faced by small businesses. The United States in recent years has supported a weak dollar against the euro, which makes imports to the United States more expensive to U.S.
consumers and U.S. goods less costly to foreign buyers, thus providing some economic
relief for U.S. exporters.91

Licensing
Licensing is an increasingly common form of organizational network, particularly among
smaller firms.92 A licensing arrangement allows a foreign company to purchase the right
Table 8.1 Global Market Entry: Choice of Entry
Type of Entry

Characteristics

Exporting

High cost, low control

Licensing

Low cost, low risk, little control, low returns

Strategic alliances

Shared costs, shared resources, shared risks, problems of integration
(e.g., two corporate cultures)

Acquisition

Quick access to new market, high cost, complex negotiations,
problems of merging with domestic operations

New wholly owned
subsidiary

Complex, often costly, time consuming, high risk, maximum control,
potential above-average returns
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Strategic Alliances
In recent years, strategic alliances have become a popular means of international
expansion.102 Strategic alliances allow firms to share the risks and the resources required to
enter international markets.103 Moreover, strategic alliances can facilitate the development
of new core competencies that contribute to the firm’s future strategic competitiveness.104
As explained in the Opening Case, GM formed a joint venture with SAIC. This venture produced Buick and Cadillac automobiles for the Chinese market. The alliance
has been highly successful for both firms. Similar to this example, most international
strategic alliances are formed with a host-country firm that knows and understands the
competitive conditions, legal and social norms, and cultural idiosyncrasies of the country, which helps the expanding firm manufacture and market a competitive product.

Chapter 8: International Strategy

to manufacture and sell the firm’s products within a host country or set of countries.93
The licensor is normally paid a royalty on each unit produced and sold. The licensee
takes the risks and makes the monetary investments in facilities for manufacturing, marketing, and distributing the goods or services. As a result, licensing is possibly the least
costly form of international expansion.
China is a large and growing market for cigarettes, while the U.S. market is shrinking
due to health concerns. But U.S. cigarette firms have had trouble entering the Chinese
market because state-owned tobacco firms have lobbied against such entry. As such, cigarette company Philip Morris International (PMI), which was separated from its former
parent company Altria, had an incentive to form a deal with these state-owned firms.
Such an agreement provides the state-owned firms access to the most famous brand in the
world, Marlboro. Accordingly, both the Chinese firms and PMI have formed a licensing
agreement to take advantage of the opportunity as China opens its markets more fully.94
Because it is a licensing agreement rather than a foreign direct investment by PMI,
China maintains control of the distribution. However, the Chinese state-owned tobacco
monopoly, as part of the agreement, also gets to have PMI’s help to distribute its own
brands in select foreign markets. “The question is whether it can pluck three cigarette
brands—RGD, Harmony and Dubliss—from relative obscurity and elevate them to an
international, or at least regional, presence.”95
Licensing is also a way to expand returns based on prior innovations.96 Even if product
life cycles are short, licensing may be a useful tool. For instance, because the toy industry
faces relentless change and unpredictable buying patterns, licensing is used and contracts
are often completed in foreign markets where labor may be less expensive.97 Google, as
the Opening Case illustrates, facilitated license agreements with the top four music producers in support of its strategy to gain more market share from Baidu in China.
Licensing also has disadvantages. For example, it gives the firm little control over
the manufacture and marketing of its products in other countries. Thus, license deals
must be structured properly.98 In addition, licensing provides the least potential returns,
because returns must be shared between the licensor and the licensee. Additionally, the
international firm may learn the technology and produce and sell a similar competitive
product after the license expires. Komatsu, for example, first licensed much of its technology from International Harvester, Bucyrus-Erie, and Cummins Engine to compete
against Caterpillar in the earthmoving equipment business. Komatsu then dropped these
licenses and developed its own products using the technology it had gained from the
U.S. companies.99 Like most global hotel chains, Starwood Hotels & Resorts Worldwide
Inc. uses a franchise licensing arrangement and does not own most of its hotels. While
focusing on other brands, it has let its Sheraton brand slip in quality. Given the current
economic downturn, it is going to be difficult to get the owners to invest in needed
design improvements and upgrades, especially given the owner differences in varying
geographic markets.100 Thus licensing can also lead to inflexibilities, and as such it is
important that a firm think ahead and consider the consequences of each entry, especially in international markets.101

Often, firms in emerging economies want to form international alliances and ventures
to gain access to sophisticated technologies that are new to them. Gaining access to
new technologies and markets is one of ZTE’s goals in seeking alliances with the mobile
phone systems of Sprint, AT&T, and Verizon. ZTE, as introduced in the Opening Case,
is a telecommunications network gear producer; it also produces mobile phones. It now
is working on agreements with these three phone companies to produce “smartphones”
for 3G and 4G systems to advance its product portfolio.105 This type of arrangement can
also benefit the non-emerging economy firm, in that it gains access to a new market and
does not have to pay tariffs to do so (because it is partnering with a local company). In
return, the host-country firm may find its new access to the expanding firm’s technology
and innovative products attractive.
Each partner in an alliance brings knowledge or resources to the partnership. Indeed,
partners often enter an alliance with the purpose of learning new capabilities.106 Common
among those desired capabilities are technological
skills. However, for technological knowledge to
be transferred in an alliance usually requires trust
between the partners.107 Managing these expectations can facilitate improved performance.
The alliance between GM and SAIC has been
successful over the years because of the way it is
managed. In fact, both firms are pleased with the
outcomes. Research suggests that company executives need to know their own firm well, understand
factors that determine the norms in different countries, know how the firm is seen by other partners
in the venture, and learn to adapt while remaining
consistent with their own company cultural values. Such a multifaceted and versatile approach has
helped the GM and SAIC alliance succeed.
Not all alliances are successful; in fact, many fail.108 The primary reasons for failure
include incompatible partners and conflict between the partners. International strategic
alliances are especially difficult to manage. Several factors may cause a relationship to
sour. Trust between the partners is critical and is affected by at least four fundamental
issues: the initial condition of the relationship, the negotiation process to arrive at an
agreement, partner interactions, and external events.109 Trust is also influenced by the
country cultures involved in the alliance or joint venture.110
Research has shown that equity-based alliances, over which a firm has more control,
tend to produce more positive returns.111 (Strategic alliances are discussed in greater depth
in Chapter 9.) However, if trust is required to develop new capabilities in a research collaboration, equity can serve as a barrier to the necessary relationship building. If conflict
in a strategic alliance or joint venture is not manageable, an acquisition may be a better
option.112 Alliances can also lead to an acquisition, which is discussed next.
Xinhua /Landov
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ZTE Corporation,
one of the largest Chinese
telecommunication
equipment manufacturers,
has set the goal of
becoming the third
largest global provider of
handsets by 2014 based
on sales of its newly
unveiled portfolio of
smartphones and other
wireless devices.

Acquisitions
As free trade has continued to expand in global markets, cross-border acquisitions have
also been increasing significantly. In 2008, cross-border acquisitions comprised about
40 percent of all acquisitions completed worldwide, down from 45 percent in previous years.113 As explained in Chapter 7, acquisitions can provide quick access to a new
market. In fact, acquisitions often provide the fastest and the largest initial international
expansion of any of the alternatives.114 Thus, entry is much quicker than by other modes.
For example, Wal-Mart entered Germany and the United Kingdom by acquiring local
firms. Later, Wal-Mart withdrew from Germany.115
Although acquisitions have become a popular mode of entering international markets,
they are not without costs. International acquisitions carry some of the disadvantages
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of domestic acquisitions (see Chapter 7). In addition, they can be expensive and also
often require debt financing, which carries an extra cost. International negotiations
for acquisitions can be exceedingly complex and are generally more complicated than
domestic acquisitions. For example, acquisitions are being used by firms in emerging
economies to enter developed economies. China has been buying firms in foreign
countries that have assets in natural resources. For instance, China Minmetals, a stateowned mining firm, tried to acquire Oz Minerals, the world’s second largest zinc miner
based in Australia. However, this acquisition, like many others, has been opposed by the
government because of the potential for a sovereign power to take control of important
natural resources.116
Interestingly, acquirers make fewer acquisitions in countries with significant corruption.
They choose to use international joint ventures instead. However, these ventures fail
more often, although this is moderated by the acquiring firms’ past experience with such
deals. When acquisitions are made in such countries, acquirers commonly pay smaller
premiums to buy the target firms.117
Dealing with the legal and regulatory requirements in the target firm’s country and
obtaining appropriate information to negotiate an agreement are frequent problems.
Finally, the merging of the new firm into the acquiring firm is often more complex than
in domestic acquisitions. The acquiring firm must deal not only with different corporate
cultures, but also with potentially different social cultures and practices.118 These
differences make the integration of the two firms after the acquisition more challenging;
it is difficult to capture the potential synergy when integration is slowed or stymied
because of cultural differences.119 Therefore, while international acquisitions have been
popular because of the rapid access to new markets they provide, they also carry with
them important costs and multiple risks.
SAIC acquired assets of the MG Rover Group, the British auto producer, which was
insolvent at the time. This acquisition gave the Chinese firm an entry point into Europe
and an opportunity to establish its own brand through the MG Rover label. SAIC previously considered a joint venture but decided to make the acquisition bid, worth $104
million. However, SAIC experienced formidable government opposition in the United
Kingdom and had to clear extra regulatory hurdles to receive approval. By 2008 it had not
produced one of the MG roadsters that it had intended because of “quality issues.”120

New Wholly Owned Subsidiary
The establishment of a new wholly owned subsidiary is referred to as a greenfield
venture. The process of creating such ventures is often complex and potentially costly,
but it affords maximum control to the firm and has the most potential to provide
above-average returns. This potential is especially true of firms with strong intangible
capabilities that might be leveraged through a greenfield venture.121 A firm maintains
full control of its operations with a greenfield venture. More control is especially
advantageous if the firm has proprietary technology. Research also suggests that “wholly
owned subsidiaries and expatriate staff are preferred” in service industries where
“close contacts with end customers” and “high levels of professional skills, specialized
know-how, and customization” are required.122 Other research suggests that greenfield
investments are more prominent where physical capital-intensive plants are planned and
that acquisitions are more likely preferred when a firm is human capital intensive—that
is, where a strong local degree of unionization and high cultural distance would cause
difficulty in transferring knowledge to a host nation through a greenfield approach.123
The risks are also high, however, because of the costs of establishing a new business
operation in a new country. The firm may have to acquire the knowledge and expertise
of the existing market by hiring either host-country nationals, possibly from competitors, or through consultants, which can be costly. Still, the firm maintains control over
the technology, marketing, and distribution of its products. Furthermore, the company
must build new manufacturing facilities, establish distribution networks, and learn and
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implement appropriate marketing strategies to compete in the new market.124 Research
also suggests that when the country risk is high, firms prefer to enter with joint ventures
instead of greenfield investments in order to manage the risk. However, if they have
previous experience in a country, they prefer to use a wholly owned greenfield venture
rather than a joint venture.125
The globalization of the air cargo industry has implications for companies such as
UPS and FedEx. The impact of this globalization is especially pertinent to China and
the Asia Pacific region. China’s air cargo market is expected to grow 11 percent per year
through 2023. Accordingly, in 2008, both UPS and FedEx opened new hub operations
in Shanghai and Gangzhou, respectively; each firm has about 6,000 employees in China.
These hubs facilitated their distribution and logistics business during the Olympics in
Beijing. These investments are wholly owned because these firms need to maintain the
integrity of their IT and logistics systems in order to maximize efficiency. Greenfield
ventures also help the firms to maintain the proprietary nature of their systems.126

Dynamics of Mode of Entry
A firm’s mode of entry into international markets is affected by a number of factors.127
Initially, market entry is often achieved through export, which requires no foreign
manufacturing expertise and investment only in distribution. Licensing can facilitate the
product improvements necessary to enter foreign markets, as in the Komatsu example.
Strategic alliances have been popular because they allow a firm to connect with an
experienced partner already in the targeted market. Strategic alliances also reduce risk
through the sharing of costs. Therefore, all three modes—export, licensing, and strategic
alliance—are good tactics for early market development. Also, the strategic alliance is
often used in more uncertain situations, such as an emerging economy where there is
significant risk, such as Venezuela or Colombia.128 However, if intellectual property rights
in the emerging economy are not well protected, the number of firms in the industry is
growing fast, and the need for global integration is high, a joint venture or wholly owned
subsidiary entry mode is preferred.129
To secure a stronger presence in international markets, acquisitions or greenfield
ventures may be required. Aerospace firms Airbus and Boeing have used joint ventures,
especially in large markets, to facilitate entry, while military equipment firms such as Thales
SA have used acquisitions to build a global presence. Japanese auto manufacturers, such
as Toyota, have gained a presence in the United States through both greenfield ventures
and joint ventures. Because of Toyota’s highly efficient manufacturing process, it wants
to maintain control over its auto manufacturing when possible. It has engaged in a joint
venture in the United States with General Motors,130 but most of its manufacturing facilities
are greenfield investments. It opened a new plant in Canada in 2008 and plans on opening a
new plant in Mississippi in 2010, although this project may be delayed or postponed given
the economic downturn.131 Therefore, Toyota uses some form of foreign direct investment
(e.g., greenfield ventures and joint ventures) rather than another mode of entry (although
it may use exporting in new markets as it did in China). Both acquisitions and greenfield
ventures are likely to come at later stages in the development of an international strategy.
Large diversified business groups, often found in emerging economies, not only gain
resources through diversification but also have specialized abilities in managing differences in inward and outward flows of foreign direct investment.132 For instance, in India
such groups have facilitated the development of a thriving pharmaceutical industry.133
Thus, to enter a global market, a firm selects the entry mode that is best suited to the
situation at hand. In some instances, the various options will be followed sequentially,
beginning with exporting and ending with greenfield ventures. In other cases, the firm
may use several, but not all, of the different entry modes, each in different markets.
The decision regarding which entry mode to use is primarily a result of the industry’s
competitive conditions, the country’s situation and government policies, and the firm’s
unique set of resources, capabilities, and core competencies.
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Strategic Competitive Outcomes
After its international strategy and mode of entry have been selected, the firm turns its
attention to implementation issues (see Chapter 11). Implementation is highly important, because international expansion is risky, making it difficult to achieve a competitive
advantage (see Figure 8.1). The probability the firm will be successful with an international strategy increases when it is effectively implemented.

International Diversification and Returns
Firms have numerous reasons to diversify internationally.134 International diversification
is a strategy through which a firm expands the sales of its goods or services across the
borders of global regions and countries into different geographic locations or markets.
Because of its potential advantages, international diversification should be related positively
to firms’ returns. Research has shown that, as international diversification increases, firms’
returns decrease initially but then increase quickly as firms learn to manage international
expansion.135 In fact, the stock market is particularly sensitive to investments in international markets. Firms that are broadly diversified into multiple international markets usually achieve the most positive stock returns, especially when they diversify geographically
into core business areas.136 Many factors contribute to the positive effects of international
diversification, such as private versus government ownership, potential economies of scale
and experience, location advantages, increased market size, and the opportunity to stabilize
returns. The stabilization of returns helps reduce a firm’s overall risk.137 All of these outcomes can be achieved by smaller and newer ventures, as well as by larger and established
firms.
Toyota has found that international diversification allows it to better exploit its core
competencies, because sharing knowledge resources across subsidiaries can produce
synergy. Also, a firm’s returns may affect its decision to diversify internationally. For
example, poor returns in a domestic market may encourage a firm to expand internationally in order to enhance its profit potential. In addition, internationally diversified
firms may have access to more flexible labor markets, as the Japanese do in the United
States, and may thereby benefit from scanning international markets for competition and
market opportunities. Also, through global networks with assets in many countries, firms
can develop more flexible structures to adjust to changes that might occur. “Offshore
outsourcing” has created significant value-creation opportunities for firms engaged in
it, especially as firms move into markets with more flexible labor markets. Furthermore,
offshoring increases exports to firms that receive the offshoring contract.138

International Diversification and Innovation
In Chapter 1, we indicated that the development of new technology is at the heart of strategic competitiveness. As noted in Porter’s model (see Figure 8.2), a nation’s competitiveness
depends, in part, on the capacity of its industry to innovate. Eventually and inevitably, competitors outperform firms that fail to innovate and improve their operations and products.
Therefore, the only way to sustain a competitive advantage is to upgrade it continually.139
International diversification provides the potential for firms to achieve greater returns on
their innovations (through larger or more numerous markets) and reduces the often substantial
risks of R&D investments. Therefore, international diversification provides incentives for firms
to innovate. Additionally, the firm uses its primary resources and capabilities to diversify internationally and thus earn further returns on these capabilities (e.g., capability to innovate).140
In addition, international diversification may be necessary to generate the resources
required to sustain a large-scale R&D operation. An environment of rapid technological obsolescence makes it difficult to invest in new technology and the capital-intensive
operations necessary to compete in this environment. Firms operating solely in domestic
markets may find such investments difficult because of the length of time required to
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recoup the original investment. If the time is extended, it may not be possible to recover
the investment before the technology becomes obsolete. However, international diversification improves a firm’s ability to appropriate additional returns from innovation before
competitors can overcome the initial competitive advantage created by the innovation.
In addition, firms moving into international markets are exposed to new products and
processes. If they learn about those products and processes and integrate this knowledge
into their operations, further innovation can be developed. To incorporate the learning
into their own R&D processes, firms must manage those processes effectively in order to
absorb and use the new knowledge to create further innovations.141
The relationship among international diversification, innovation, and returns is complex. Some level of performance is necessary to provide the resources to generate international diversification, which in turn provides incentives and resources to invest in research
and development. The latter, if done appropriately, should enhance the returns of the
firm, which then provides more resources for continued international diversification and
investment in R&D. Of course, these relationships have to be managed well by a firm’s
top level managers. Evidence suggests that more culturally diverse top management teams
often have a greater knowledge of international markets and their idiosyncrasies, but their
orientation to expand internationally can be affected by the nature of their compensation.142 (Top management teams are discussed further in Chapter 12.) Moreover, managing the diverse business units of a multinational firm requires skill, not only in managing
a decentralized set of businesses, but also coordinating diverse points of view derived from
regionalized businesses without descending into chaos. Firms that are able to do this will
challenge the best global industry incumbents.143 This topic will be addressed next.

Complexity of Managing Multinational Firms
Although firms can realize many benefits by implementing an international strategy,
doing so is complex and can produce greater uncertainty.144 For example, multiple risks
are involved when a firm operates in several different countries. Firms can grow only so
large and diverse before becoming unmanageable, or before the costs of managing them
exceed their benefits. Managers are constrained by the complexity and sometimes by
the culture and institutional systems within which they must operate.145 The complexities
involved in managing diverse international operations are shown in the problems experienced by even high-performing firms such as Toyota. Toyota became overly focused
on sales in the North American market and began to experience quality problems (i.e.,
increased number of recalls) and reduced customer satisfaction. It also was late in entering
the Chinese market with manufacturing and as a result, it was behind the market leaders,
Volkswagen and GM. However, by 2008 it had recovered and actually was outselling both
firms in China, but only in passenger cars.146 Other complexities include the highly competitive nature of global markets, multiple cultural environments, potentially rapid shifts in
the value of different currencies, and the instability of some national governments.

Risks in an International Environment
International diversification carries multiple risks. Because of these risks, international
expansion is difficult to implement and manage. The chief risks are political and economic.
Specific examples of political and economic risks are shown in Figure 8.4.

Political Risks
Political risks are risks related to instability in national governments and to war, both
civil and international. Instability in a national government creates numerous problems,
including economic risks and uncertainty created by government regulation; the
existence of many, possibly conflicting, legal authorities or corruption; and the potential
nationalization of private assets.147 Foreign firms that invest in another country may have
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War in Iraq and Afghanistan following the
September 11, 2001, terrorist attacks

Political Risks

Continual warfare between the Palestinians
and Israel
Potential of war between Pakistan and India

The challenge of integrating former Eastern European
Block countries into the European Union and the Soviet
reaction
Protectionist political trends as the economic downturn
worsens

Failure of countries to pay debt obligations and the
devaluation of their currencies in the economic downturn
Challenges for China in implementing the World
Trade Organization agreements
Economic Risks

The proposed constitution as well as entry of new countries
into the European Union strengthening the euro currency
and uniting Europe more tightly with existing and new
partner countries
Success and failure of privatization and firm
restructuring among Eastern European countries

The increased trend of counterfeit products and the lack
of global policing of these products

Sources: 2009, Euro-Zone PPI posts biggest annual drop in 22 years, Wall Street Journal, http://www.online.wsj.com, May 5; 2009, The nuts and bolts come
apart: As global demand contracts, trade is slumping and protectionism rising, Economist, http://www.economist.com, March 26; 2009, New fund, old fundamentals: Has the IMF changed or has the world? Economist, http://www.economist.com, April 30; 2009, Competitive devaluations, Financial Times, http://www
.ft.com, March 14; D. Bilefsky, 2009, A crisis is separating Eastern Europe’s strong from its weak, New York Times, http://www.nytimes.com, February 23;
I. Dreyer, 2009, Mending EU-China trade ties, Wall Street Journal, http://www.online.wsj.com, May 6; J. Garten, 2009, The dangers of turning inward, Wall
Street Journal, http://www.online.wsj.com, March 5; S. Levine, 2009, Emergency loans for European banks: Three international development banks pledged
nearly $30 billion to shore up the troubled Eastern European banking system, BusinessWeek, http://www.businessweek.com, February 28; M. Singh, 2009,
India launches a toy trade war with China, Time, http://www.time.com, February 6; 2008, The best way to do business with Russia, Financial Times, http://
www.ft.com, August 21; 2008, Strong dollar, weak dollar, Russia Today, http://www.russiatoday.com, October 28; J. Barnham, 2008, China’s pirates move up
value chain, Security Management, June 44; L. Burkitt, 2008, Fighting fakes, Forbes, August 11, 44; B. Szlanko, 2008, Will the crisis spur Hungary to reform?
BusinessWeek, http://www.businessweek.com, November, 13; B. Szlanko, Europe: Tougher than it looks on Russia, BusinessWeek, http://www.businessweek
.com, September 4; C.-C. Tschang, 2008, Currency stalemate at U.S.-China meeting, BusinessWeek, http://www.businessweek.com, December 5.

concerns about the stability of the national government and the effects of unrest and
government instability on their investments or assets.148
Russia has experienced a relatively high level of institutional instability in the years
following its revolutionary transition to a more democratic government. Decentralized
political control and frequent changes in policies created chaos for many, but especially
for those in the business landscape. In an effort to regain more central control and
reduce the chaos, Russian leaders took actions such as prosecuting powerful private
firm executives, seeking to gain state control of firm assets, and not approving some
foreign acquisitions of Russian businesses. The initial institutional instability, followed
by the actions of the central government, caused some firms to have delayed or negated
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significant foreign direct investment in Russia. Although leaders in Russia have tried to
reassure potential investors about their property rights, prior actions, the fact that other
laws (e.g., environmental and employee laws) are weak, and the fact that government
corruption is common makes firms leery of investing in Russia.149

Economic Risks
As illustrated in the example of Russian institutional instability and property rights, economic
risks are interdependent with political risks. If firms cannot protect their intellectual property, they are highly unlikely to make foreign direct investments. Countries therefore need
to create and sustain strong intellectual property rights and enforce them in order to attract
desired foreign direct investment. As noted in the Strategic Focus, there is a growing problem
with the continuing trend of counterfeit or fake products, especially as the market for these
products becomes globalized. Firms like eBay get caught up in the struggle when authentic
producers desire to punish the counterfeit producers for selling products on the Internet.
Another economic risk is the perceived security risk of a foreign firm acquiring firms
that have key natural resources or firms that may be considered strategic in regard to
intellectual property. For instance, many Chinese firms have been buying natural resource
firms in Australia and Latin America as well as manufacturing assets in the United States.
This has made the governments of the key resource firms nervous about such strategic
assets falling under the control of state-owned Chinese firms.150 Terrorism has also been
of concern. Indonesia has difficulty competing for investment against China and India,
countries that are viewed to have fewer security risks.
As noted earlier, foremost among the economic risks of international diversification are the differences and fluctuations in the value of different currencies.151 The value
of the dollar relative to other currencies determines the value of the international assets
and earnings of U.S. firms; for example, an increase in the value of the U.S. dollar can
reduce the value of U.S. multinational firms’ international assets and earnings in other
countries. Furthermore, the value of different currencies can also, at times, dramatically
affect a firm’s competitiveness in global markets because of its effect on the prices of
goods manufactured in different countries.152 An increase in the value of the dollar can
harm U.S. firms’ exports to international markets because of the price differential of the
products. Thus, government oversight and control of economic and financial capital in
the country affect not only local economic activity, but also foreign investments in the
country. Certainly, the political and policy changes in Eastern Europe have stimulated
much more FDI due to the significant changes there since the early 1990s.153
Google is the market leader in the Internet search markets in the United States and
Europe. However, its expansion into Russia and Asian countries has experienced difficulties. As noted earlier, in the Strategic Focus, it has dominant competitors in Russia
(Yandex) and China (Baidu). It learned from its previous difficulties and is managing with
a persistent strategy, but these competitors are dominating, especially given the additional
support that they receive from their local governments, formally and informally.

Limits to International Expansion:
Management Problems
After learning how to operate effectively in international markets, firms tend to earn positive returns on international diversification. But, the returns often level off and become
negative as the diversification increases past a certain point.154 Several reasons explain the
limits to the positive effects of international diversification. First, greater geographic dispersion across country borders increases the costs of coordination between units and the
distribution of products. Second, trade barriers, logistical costs, cultural diversity, and other
differences by country (e.g., access to raw materials and different employee skill levels)
greatly complicate the implementation of an international diversification strategy.
Institutional and cultural factors can present strong barriers to the transfer of a firm’s
competitive advantages from one country to another. Marketing programs often have to be
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The International Anti-Counterfeiting Coalition
has estimated that counterfeit or fake products
make up 7 percent of the world’s goods. This
is an issue of growing importance, especially
for firms competing on a more global basis
and for firms that have significant profit margins associated with intellectual property
rights, such as software makers, entertainment content businesses (i.e., music producers),
and branded products. As businesses or governments implement solutions to overcome
counterfeit products, the “pirates” often move up the value chain to copy more high-tech,
high-margin products. China’s rock bottom production costs have turned it into the “world’s
workshop and [have] empowered an economic boom;” however, China’s environment,
because of lax legal enforcement, creates an incentive for counterfeit product makers to
create fake products and software and also to supply “nonstandard” electronic components,
which are less traceable.
For example, Philip Morris has filed a compliant with
the International Trade Commission (ITC) to stop illegal
import of “gray market” cigarettes from China and
other regions bearing Philip Morris USA’s trademarks,
including Marlboro. Charlie Whitaker, the vice president
of compliance and brand integrity for Philip Morris USA,
suggests that “our brands are among our company’s most
valuable assets and we take many steps to protect them.”
The firm complains that Internet-based cigarette vendors
are selling Philip Morris–labeled products in violation of
U.S. intellectual property laws and the Lanham Act.
Many of the counterfeit products are sold on the
Internet, similar to the cigarette example. French
perfume producer L’Oréal has mounted a legal
challenge to eBay for sales of fake products using its
brand. L’Oréal argues that by failing to police fake
products, eBay is in fact acting in concert with the sellers
of those goods. Of course, eBay denies the claim saying
that it is simply providing a trading platform and that
the responsibility for looking after L’Oréal’s trademarks
should rest with L’Oréal. Interestingly, luxury good
manufacturers LVMH and Hermes have won rulings in
French courts on similar issues against eBay, but eBay
has triumphed in other cases, such as one in a Belgium
court.
Some counterfeit products are more than just a
nuisance—they are dangerous. One firm identified
bogus pesticides used to treat crops that could create
health risks and reduce farmers’ livelihoods. Additionally,
the U.S. military is facing a growing threat from fatal
Brooklyn district attorney displays
equipment failures and even foreign espionage through
seized counterfeit goods as evidence
computer components that might be embedded in war
for court proceedings.
planes, ships, and communication networks. For instance,
BEA Systems experienced field failures of some military equipment with bogus parts, and
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some defense contractors have traced Chinese producers to fake microchips as well as tiny
electronic circuits found in computer equipment and other electric gear. Because of these
threats, the Pentagon has established more secure buying procedures to prevent the spread
of counterfeit military-grade chips as aging equipment needs updating.
These and other problems illustrate the importance of protecting intellectual property
and the risks associated with pursuing global trade and production. Firms might pursue
legal challenges, but this is often difficult in emerging economies such as China and Russia,
where there is weak legal protection. Some products such as fashion and clothing items
can be protected with more sophisticated labels that guard against counterfeiters. As firms
pursue international strategies by using strategies based on intellectual property and which
require significant R&D investments, the loss of such intellectual property to counterfeiting
increases and proactive strategies must be taken to protect against significant losses.
Sources: M. Murphy & N. Tait, 2009, L’Oréal mounts legal challenges over eBay sales, Financial Times, March 10, 4;
J. Barnham, 2008, China’s pirates move up value chain, Security Management, June 44; L. Burkitt, 2008, Fighting fakes,
Forbes, August 11, 44; M. Fairley, 2008, Brand protection: Label makers become vital security link in anti-counterfeiting,
Converting Magazine, August, 20; B. Grow, C.-C. Tschang, B. Burnsed, & K. Epstein, 2008, Dangerous fakes,
BusinessWeek, October 13, 34–37; J. Slota & M. Humphreys, 2008, Connect the dots, Pharmaceutical Executive, July
67–70; 2008, Alarm at flood of bogus pesticides, Financial Times, May 20, 12.
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redesigned and new distribution networks established when firms expand into new countries.
In addition, firms may encounter different labor costs and capital charges. In general, it is difficult to effectively implement, manage, and control a firm’s international operations.
The amount of international diversification that can be managed varies from firm to
firm and according to the abilities of each firm’s managers. The problems of central coordination and integration are mitigated if the firm diversifies into more friendly countries
that are geographically close and have cultures similar to its own country’s culture. In
that case, the firm is likely to encounter fewer trade barriers, the laws and customs are
better understood, and the product is easier to adapt to local markets.155 For example,
U.S. firms may find it less difficult to expand their operations into Mexico, Canada, and
Western European countries than into Asian countries.
Management must also be concerned with the relationship between the host government and the multinational corporation.156 Although government policy and regulations
are often barriers, many firms, such as Toyota and General Motors, have turned to strategic alliances, as they did in China, to overcome those barriers. By forming interorganizational networks, such as strategic alliances (see Chapter 9), firms can share resources and
risks but also build flexibility. However, large networks can be difficult to manage.157

SUMMARY
•

•

The use of international strategies is increasing. Traditional
motives include extending the product life cycle, securing key resources, and having access to low-cost labor.
Emerging motives include the integration of the Internet
and mobile telecommunications, which facilitates global
transactions. Also, firms experience increased pressure for
global integration as the demand for commodities becomes
borderless, and yet they feel simultaneous pressure for local
country responsiveness.
An international strategy is commonly designed primarily to
capitalize on four benefits: increased market size; earning a

return on large investments; economies of scale and learning;
and advantages of location.
•

International business-level strategies are usually grounded in
one or more home-country advantages, as Porter’s model suggests. Porter’s model emphasizes four determinants: factors of
production; demand conditions; related and supporting industries; and patterns of firm strategy, structure, and rivalry.

•

There are three types of international corporate-level strategies. A multidomestic strategy focuses on competition within
each country in which the firm competes. Firms using a
multidomestic strategy decentralize strategic and operating
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•

Although the transnational strategy’s implementation is a challenge, environmental trends are causing many multinational
firms to consider the need for both global efficiency and local
responsiveness. Many large multinational firms, particularly
those with many diverse products, use a multidomestic strategy with some product lines and a global strategy with others.

•

The threat of wars and terrorist attacks increases the risks
and costs of international strategies. Furthermore, research
suggests that the liability of foreignness is more difficult to
overcome than once thought.

•

Some firms decide to compete only in certain regions of
the world, as opposed to viewing all markets in the world
as potential opportunities. Competing in regional markets
allows firms and managers to focus their learning on specific
markets, cultures, locations, resources, and other factors.

•

Firms may enter international markets in one of several ways,
including exporting, licensing, forming strategic alliances, making acquisitions, and establishing new wholly owned subsidiaries,

often referred to as greenfield ventures. Most firms begin with
exporting or licensing, because of their lower costs and risks,
but later they might use strategic alliances and acquisitions to
expand internationally. The most expensive and risky means of
entering a new international market is through the establishment of a new wholly owned subsidiary. On the other hand,
such subsidiaries provide the advantages of maximum control
by the firm and, if it is successful, the greatest returns.
•

International diversification facilitates innovation in a firm,
because it provides a larger market to gain more and faster
returns from investments in innovation. In addition, international diversification may generate the resources necessary
to sustain a large-scale R&D program.

•

In general, international diversification is related to aboveaverage returns, but this assumes that the diversification is
effectively implemented and that the firm’s international operations are well managed. International diversification provides
greater economies of scope and learning which, along with
greater innovation, help produce above-average returns.

•

Several risks are involved with managing multinational
operations. Among these are political risks (e.g., instability of
national governments) and economic risks (e.g., fluctuations
in the value of a country’s currency).

•

Some limits also constrain the ability to manage international
expansion effectively. International diversification increases
coordination and distribution costs, and management problems are exacerbated by trade barriers, logistical costs, and
cultural diversity, among other factors.

REVIEW
1. What are the traditional and emerging motives that cause
firms to expand internationally?
2. What are the four primary benefits of an international strategy?
3. What four factors provide a basis for international businesslevel strategies?
4. What are the three international corporate-level strategies?
How do they differ from each other? What factors lead to
their development?

EXPERIENTIAL

QUESTIONS

5. What environmental trends are affecting international strategy?
6. What five modes of international expansion are available,
and what is the normal sequence of their use?
7. What is the relationship between international diversification
and innovation? How does international diversification affect
innovation? What is the effect of international diversification
on a firm’s returns?
8. What are the risks of international diversification? What are
the challenges of managing multinational firms?

EXERCISES

EXERCISE 1: MCDONALD’S: GLOBAL,
MULTICOUNTRY, OR TRANSNATIONAL
STRATEGY?
McDonald’s is one of the world’s best-known brands: the company has approximately 31,000 restaurants located in more
than 118 countries and serves 58 million customers every day.
McDonald’s opened its first international restaurant in Japan in
1971. Its Golden Arches are featured prominently in two former

bastions of communism: Puskin Square in Moscow and Tiananmen
Square in Beijing, China.
What strategy has McDonald’s used to achieve such visibility?
For this exercise, each group will be asked to conduct some background research on the firm and then make a brief presentation
to identify the international strategy (i.e., global, multidomestic,
or transnational) McDonald’s is implementing.

Chapter 8: International Strategy

decisions to the business units operating in each country, so
that each unit can tailor its goods and services to the local
market. A global strategy assumes more standardization of
products across country boundaries; therefore, a competitive
strategy is centralized and controlled by the home office. A
transnational strategy seeks to integrate characteristics of
both multidomestic and global strategies to emphasize both
local responsiveness and global integration and coordination. This strategy is difficult to implement, requiring an integrated network and a culture of individual commitment.
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Individual
Use the Internet to find examples of menu variations in different
countries. How much do menu items differ for a McDonald’s in the
United States from other locations outside the United States?

Groups
Review the characteristics of global, multidomestic, and transnational strategies. Conduct additional research to assess what
strategy best describes the one McDonald’s is using. Prepare
a flip chart with a single page of bullet points to explain your
reasoning.

To begin this assignment, each team must prepare a
strategy for expansion. Using information gleaned from the 2008
annual report; identify Chipotle’s main strategies for growth. For
instance, what is their position on franchise vs. company-owned
stores (this helps determine cash needs)? What are their most
significant needs for expansion regarding resources? (Hint: Think
through their “Food with Integrity” program.)
Conduct research on your team’s selected area for expansion on
the following criteria:
•

Whole Class

Economic characteristics: Gross national product, wages,
unemployment, inflation, and so on. Trend analysis of these
data (e.g., are wages rising or falling, rate of change in wages,
etc.) is preferable to single point-in-time snapshots.
Social characteristics: Life expectancy, education norms,
income distributions, literacy, and so on.
Risk factors: Economic and political risk assessment.

Each group should have five to seven minutes to explain its reasoning. Following Q&A for each group, ask class members to
vote for the respective strategy choices.

•

EXERCISE 2: DOES THE WORLD NEED
MORE BURRITOS?

The following Internet resources may be useful in your
research:

Chipotle Mexican Grill (CMG) is a public company listed on the
NYSE, founded in 1993. The highly recognizable brand is prolific in the United States with 837 company-operated units as of
the end of 2008. There is one operating store in Toronto as of
this time, which represents the only non–U.S. concern. There are
plans to open about 120 new stores in 2009. Even though there
are quite a few U.S. states in which the firm has no locations, the
management team has been seriously considering an international expansion program.
For purposes of this exercise, assume you have been retained
by the top management team of Chipotle to evaluate its international expansion options. Management has concluded that the
following options are the most promising:

•
•
•

1.
2.
3.
4.

•

Continue expansion throughout the United States.
Expand into Mexico.
Increase expansion throughout Canada.
Expand to the United Kingdom.

Part One
Working in teams, select one of the four options above as
approved by the instructor. Next, with Porter’s determinates of
national advantage as a foundation, identify the factors that work
either in favor of or against your strategy.

•

•
•
•

•

The Library of Congress has a collection of country studies.
BBC News offers country profiles online.
The Economist Intelligence Unit (http://www.eiu.com) offers
country profiles.
Both the United Nations and International Monetary Fund
provide statistics and research reports.
The CIA World Factbook has profiles of different regions.
The Global Entrepreneurship Monitor provides reports with
detailed information about economic conditions and social
aspects for a number of countries.
Links can be found at http://www.countryrisk.com to a number of resources that assess both political and economic risk
for individual countries.
For U.S. data, see http://www.census.gov.

Part Two
Based on your research, each team is to prepare a presentation
(10 to 15 minutes) highlighting the strategic advantages and
disadvantages of their assigned country’s opportunities and
threats as regards expansion potential. Each team must also
decide which corporate level strategy should be utilized if their
country expansion were chosen and why.
Next, as a class, be prepared to discuss what the overall consensus would be if you were making the decision at Chipotle.

VIDEO

CASE

UNDERSTAND THE DIFFERENCES WHEN
DOING BUSINESS ABROAD

Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Andrew Sherman/Co-Founder/Grow Fast Grow Right

Concepts

Andrew Sherman, cofounder of Grow Fast Grow Right, suggests that global business strategy is like the pizza business.
There are four key elements: crust; cheese; sauce; and toppings.
Further, he argues that only one of those four should vary by
international location, the toppings.

•
•
•
•
•

International expansion
Cultural differences
Risks
Organizational size
Transnational strategy
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1. Given the international experience you have had or observed,
do you also feel that Mr. Sherman’s pizza analogy is appropriately applied to international strategy?
2. What do you consider some of the mistakes that might occur
when companies go international?

3. How can a company better understand the cultures and
methods of business when entering a new location?
4. Is it harder or easier for a small entrepreneurial firm to go
international than a large firm?
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Cooperative
Strategy

Studying this chapter
hapter should provide you with the strategic
management knowledge
nowledge needed to:
1. Define cooperative
erative strategies and explain why firms use them.
2. Define and discuss three types of strategic alliances.
3. Name the business-level
usiness-level cooperative strategies and describe their
use.
se of corporate-level cooperative strategies in diversified
4. Discuss the use
firms.
5. Understand the importance of cross-border strategic alliances as an
international cooperative strategy.
6. Explain cooperative strategies’ risks.
7. Describe two approaches used to manage cooperative strategies.

USING COOPERATIVE
STRATEGIES AT IBM

Alessandro Della Bella/Keystone/Landor

A company widely known throughout the
world, IBM, has over 350,000 employees working
in design, manufacturing, sales, and service
advanced information technologies such as computer systems, storage systems, software,
and microelectronics. The firm’s extensive lineup of products and services is grouped into
three core business units—Systems and Financing, Software, and Services.
As is true for all companies, IBM uses three means to grow—internal developments
(primarily through innovation), mergers and acquisitions (such as the recent purchase of
France-based ILOG, which produces software tools to automate and speed up a firm’s
decision-making process), and cooperative strategies. Interestingly, IBM had a ten-year
partnership with ILOG before making the acquisition. By cooperating with other companies,
IBM is able to leverage its core competencies to grow and improve its performance.
Through cooperative strategies (e.g., strategic alliances and joint ventures, both of
which are defined and discussed in this chapter), IBM finds itself working with a variety of
firms in order to deliver
products and services.
However, IBM has specific
performance-related
objectives it wants to
accomplish as it engages
in an array of cooperative
arrangements. For
example, with regard to
its systems business,
IBM works to develop
leading-edge chip
technology. In order to
do this it has formed
five separate alliances
to develop the most
advanced semiconductor
research and expand its
facilities by purchasing
the latest chip-making
equipment. These allies
provide brainpower,
including more than 250
scientists and engineers
IBM works in collaboration with several
that work along with IBM’s engineers and scientists
to foster innovation. Some of these innovations come companies in Europe such as CEA, a
French public research and technology
through new advances in materials and chemistry.
organization focused on semiconductor
For instance, IBM signed an agreement with Japan’s
JSR, a Japanese firm engaged in materials science,
and nano-electronics technology.
to develop materials and processes for circuitry
necessary to advance futuristic semiconductors.
Even during the economic downturn, IBM’s business analytics business is growing. The
ILOG acquisition, noted previously, is an example of IBM’s thrust into this area. IBM has
created a new unit called IBM Business Analytics and Optimization Services. This business
provides software solutions to help a firm better analyze data and make smarter decisions.
It has 4,000 consultants who examine IBM’s research and software divisions for algorithms,
applications, and other innovations to help provide solutions to companies. This is just
one aspect of the services business that IBM pursues with its consulting services. Of
course it needs software to produce the solutions. Many of these solutions come through
partnerships with small providers that IBM manages through cooperative agreements
and often these cooperative agreements lead to an acquisition (see for instance the ILOG
acquisition noted earlier).
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However, other firms are entering into this space through their own acquisitions or
alliances. For instance, Sun Microsystems had an alliance with IBM to produce software
in competition with Hewlett-Packard. IBM bid for Sun in an acquisition attempt but was
bested by Oracle, which won with a $7.3 billion bid. Thus the competition for the solutions
service and network business has heated up through acquisitions and especially through
partnerships, which IBM has used to facilitate its change from solely producing hardware
to adding solution services and software. One study concluded that IBM was able to make
this significant shift by managing its alliance of networks according to three principles.
First, that company alliance networks may be used not just for individual projects but to
facilitate strategic change inside a company; second, that two principal mechanisms can
bring about this change: (1) increasing speed of change through partners and (2) finding
partners in areas outside existing competencies; and finally, that companies can shape their
alliance networks by conscious actions. Other firms are observing IBM’s actions and learning
and seeking to catch up fast through their own partnerships, as illustrated by a recent
partnership between Cisco and the Japanese firm Fujitsu. These two firms are traditionally
hardware firms that build networks, such as for phone companies, but are moving to
increase their service options, especially among mobile telephone providers.
As one might anticipate, a firm as large and diverse as IBM is involved with a number of
cooperative relationships. Given the challenges associated with achieving and maintaining
superior performance, and in light of its general success with cooperative relationships, IBM
will likely continue to use cooperative strategies as a path toward growth and enhanced
performance.
Sources: R. Agarwal & C. E. Helfat, 2009, Strategic renewal of organizations, Organization Science, 20(2):
281–293; W. M. Bulkeley, 2009, Corporate news: IBM buoyed by its balance of business, Wall Street Journal,
April 20, B3; W. M. Bulkeley, 2009, IBM results are clouded by Oracle’s deal for Sun, Wall Street Journal, April
21, B1; S. Hamm, 2009, Big blue goes into analysis, BusinessWeek, April 27, 16; J. Menn, 2009, IBM focuses on
software and services to meet targets, Financial Times, April 21, 19; J. M. O’Brien, 2009, IBM’s grand plan to
save the planet, Fortune, May 4, 84–91; 2009, IBM completes acquisition of ILOG, 2009 Journal OR-MS Today,
36(1): 60; W. M. Bulkeley, 2008, Business technology, A service rival looms for IBM; H-P deal for EDS to pose
challenge for big blue unit, Wall Street Journal, May 20, B6; K. Dittrich, G. Duysters, & A.-P. de Man, 2007,
Strategic repositioning by means of alliance networks: The case of IBM, Research Policy, 36: 1496–1511;
S. Hamm, 2007, Radical collaboration: Lessons from IBM’s innovation factory, BusinessWeek, September 10, 16.

A cooperative strategy
is a strategy in which firms
work together to achieve a
shared objective.

As noted in the Opening Case, firms use three means to grow and improve their
performance—internal development, mergers and acquisitions, and cooperation. In each
of these cases, the firm seeks to use its resources in ways that will create the greatest
amount of value for stakeholders.1
Recognized as a viable engine of firm growth,2 a cooperative strategy is a means
by which firms work together to achieve a shared objective.3 Thus, cooperating with
other firms is another strategy firms use to create value for a customer at a lower cost
than it would to do it by the firm itself and thereby establish a favorable position relative
to competition.4
As explained in the Opening Case, IBM is involved with a number of cooperative
arrangements. The intention of serving customers better than its competitors serve
them and of gaining an advantageous position relative to competitors drive this firm’s
use of cooperative strategies. IBM’s corporate-level cooperative strategy in services
and software finds it seeking to deliver server technologies in ways that maximize customer value while improving the firm’s position relative to competitors. For example,
Hewlett-Packard recently bought EDS to battle IBM for the leadership position in
the global services market.5 IBM has many business-level alliances with partner firms
focusing on what they believe are better ways to improve services for customer firms,
such as the cooperative agreements that IBM has through its new division in business
analytics.6 The objectives IBM and its various partners seek by working together highlight the reality that in the twenty-first century landscape, firms must develop the skills
required to successfully use cooperative strategies as a complement to their abilities to
grow and improve performance through internally developed strategies and mergers
and acquisitions.7
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We examine several topics in this chapter. First, we define and offer examples of
different strategic alliances as primary types of cooperative strategies. Next, we discuss
the extensive use of cooperative strategies in the global economy and reasons for them.
In succession, we describe business-level (including collusive strategies), corporate-level,
international, and network cooperative strategies. The chapter closes with discussion of
the risks of using cooperative strategies as well as how effective management of them can
reduce those risks.
As you will see, we focus on strategic alliances in this chapter because firms use them
more frequently than other types of cooperative relationships. Although not frequently
used, collusive strategies are another type of cooperative strategy discussed in this chapter. In a collusive strategy, two or more firms cooperate to increase prices above the fully
competitive level.8

Strategic Alliances as a Primary Type
of Cooperative Strategy
A strategic alliance is a cooperative strategy in which firms combine some of their
resources and capabilities to create a competitive advantage.9 Thus, strategic alliances
involve firms with some degree of exchange and sharing of resources and capabilities to
co-develop, sell, and service goods or services.10 Strategic alliances allow firms to leverage
their existing resources and capabilities while working with partners to develop additional resources and capabilities as the foundation for new competitive advantages.11 To
be certain, the reality today is that “strategic alliances have become a cornerstone of many
firms’ competitive strategy.”12
Consider the case of Kodak. CEO Antonio Perez stated, “Kodak today is involved
with partnerships that would have been unthinkable a few short years ago.”13 His comment suggests the breadth and depth of cooperative relationships with which the firm is
involved. Each of the cooperative relationships is intended to lead to a new competitive
advantage as a source of growth and performance improvement. Kodak has changed
from a firm rooted in film and imaging into a digital technology–oriented company.14
A competitive advantage developed through a cooperative strategy often is called
a collaborative or relational advantage.15 As previously discussed, particularly in
Chapter 4, competitive advantages enhance the firm’s marketplace success. Rapid technological changes and the global economy are examples of factors challenging firms
to constantly upgrade current competitive advantages while they develop new ones to
maintain strategic competitiveness.16
Many firms, especially large global competitors, establish multiple strategic alliances.
Although we discussed only a few of them in the Opening Case, the reality is that IBM has
formed hundreds of partnerships through cooperative strategies. IBM is not alone in its
decision to frequently use cooperative strategies as a means of competition. Focusing on
developing advanced technologies, Lockheed Martin has formed more than 250 alliances
with firms in more than 30 countries as it concentrates on its primary business of defense
modernization and serving the needs of the air transportation industry. For instance,
Lockheed Martin recently entered into an alliance with Northrop Grumman Corp. and
Alliant Techsystems Inc. These three firms are contracted to develop multirole missiles
which have both air-to-air and air-to-ground capabilities. This missile would give aircraft
much more flexibility in pursuing either air or ground targets and thus boost the target
efficiency of each flight sortie.17 For all cooperative arrangements, including those we are
describing here, success is more likely when partners behave cooperatively. Actively solving problems, being trustworthy, and consistently pursuing ways to combine partners’
resources and capabilities to create value are examples of cooperative behavior known to
contribute to alliance success.18
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A strategic alliance is
a cooperative strategy
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Three Types of Strategic Alliances

A joint venture is a
strategic alliance in which
two or more firms create
a legally independent
company to share some
of their resources and
capabilities to develop a
competitive advantage.
An equity strategic
alliance is an alliance in
which two or more firms
own different percentages
of the company they have
formed by combining
some of their resources
and capabilities to create
a competitive advantage.
A nonequity strategic
alliance is an alliance in
which two or more firms
develop a contractual
relationship to share some
of their unique resources
and capabilities to create
a competitive advantage.

The three major types of strategic alliances include joint venture, equity strategic alliance,
and nonequity strategic alliance. These alliance types are classified by their ownership
arrangements; later, we classify alliances by strategic categorizations.
A joint venture is a strategic alliance in which two or more firms create a legally
independent company to share some of their resources and capabilities to develop
a competitive advantage. Joint ventures, which are often formed to improve firms’
abilities to compete in uncertain competitive environments,19 are effective in establishing long-term relationships and in transferring tacit knowledge. Because it can’t
be codified, tacit knowledge is learned through experiences such as those taking
place when people from partner firms work together in a joint venture.20 As discussed in Chapter 3, tacit knowledge is an important source of competitive advantage
for many firms.21
Typically, partners in a joint venture own equal percentages and contribute equally
to the venture’s operations. Germany’s Siemens AG and Japan’s Fujitsu Ltd. equally
own the joint venture Fujitsu Siemens Computers. Although the joint venture has been
losing money, Fujitsu has decided that it wants to increase its market share from 4 to
10 percent, so it is taking over the joint venture. The new entity will be called Fujitsu
Technology Solutions.22 Overall, evidence suggests that a joint venture may be the optimal type of cooperative arrangement when firms need to combine their resources and
capabilities to create a competitive advantage that is substantially different from any they
possess individually and when the partners intend to enter highly uncertain markets.23
These conditions influenced the two independent companies’ decision to form Fujitsu
Siemens Computers.
An equity strategic alliance is an alliance in which two or more firms own different percentages of the company they have formed by combining some of their resources
and capabilities to create a competitive advantage. Many foreign direct investments, such
as those made by Japanese and U.S. companies in China, are completed through equity
strategic alliances.24
Interestingly, as many banks have suffered poor results in the United States, foreign
banks have been creating equity alliances to provide U.S. banks with the necessary capital to survive and expand. For instance, 21 percent of Morgan Stanley’s ownership was
sold to Mitsubishi UFJ Financial Group in 2008. As a result, Nobuyuki Hirano, a senior
executive for Mitsubishi, took a seat on the board of directors of Morgan Stanley. This
will enhance Mitsubishi’s understanding of Morgan Stanley’s U.S. strategy. The relationship may move towards combining Mitsubishi’s and Morgan Stanley Japan’s Securities
Corporation into a single entity in Japan.25
A nonequity strategic alliance is an alliance in which two or more firms develop
a contractual relationship to share some of their unique resources and capabilities to
create a competitive advantage.26 In this type of alliance, firms do not establish a separate independent company and therefore do not take equity positions. For this reason,
nonequity strategic alliances are less formal and demand fewer partner commitments
than do joint ventures and equity strategic alliances, though research evidence indicates
that they create value for the firms involved.27 The relative informality and lower commitment levels characterizing nonequity strategic alliances make them unsuitable for
complex projects where success requires effective transfers of tacit knowledge between
partners.28
Forms of nonequity strategic alliances include licensing agreements, distribution
agreements, and supply contracts. Hewlett-Packard (HP), which actively “partners to
create new markets … and new business models,” licenses some of its intellectual property
through strategic alliances.29 Typically, outsourcing commitments are specified in the
form of a nonequity strategic alliance. (Discussed in Chapter 3, outsourcing is the purchase of a value-creating primary or support activity from another firm.) Dell Inc. and
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Reasons Firms Develop Strategic Alliances
As our discussion to this point implies, cooperative strategies are an integral part of the
competitive landscape and are quite important to many companies and even to educational institutions. In fact, many firms are cooperating with educational institutions
to help commercialize ideas coming from basic research at universities.31 In for-profit
organizations, many executives believe that strategic alliances are central to their firm’s
success.32 One executive’s position that “you have to partner today or you will miss the
next wave … and that … you cannot possibly acquire the technology fast enough, so
partnering is essential”33 highlights this belief.
Among other benefits, strategic alliances allow partners to create value that they
couldn’t develop by acting independently and to enter markets more quickly and with
greater market penetration possibilities.34 Moreover, most (if not all) firms lack the full
set of resources and capabilities needed to reach their objectives, which indicates that
partnering with others will increase the probability of reaching firm-specific performance objectives.35 Dow Jones & Co., the publisher of Wall Street Journal and owned by
News Corp., is forming a joint venture with SBI Holdings Inc. to create a Japanese edition
of the Wall Street Journal’s Web site. It will primarily feature Japanese translations of
news articles, videos, multimedia print, and other features of online editions of the Wall
Street Journal. In particular this venture will develop mobile products and services in
conjunction with the Web site. This is the second news Web site launched by Dow Jones
in Asia; the first was launched in China in 2002.36
The effects of the greater use of cooperative strategies—particularly in the form of strategic alliances—are noticeable. In large firms, for example, alliances can account for 25 percent
or more of sales revenue. Many executives believe that alliances are a prime vehicle for firm
growth.37 In some industries, alliance versus alliance is becoming more prominent than firm
versus firm as a point of competition. In the global airline industry, for example, competition
is increasingly between large alliances rather than between airlines.38
In summary, we can note that firms form strategic alliances to reduce competition,
enhance their competitive capabilities, gain access to resources, take advantage of opportunities, build strategic flexibility, and innovate. To achieve these objectives, they must
select the right partners and develop trust.39 Thus, firms attempt to develop a network
portfolio of alliances in which they create social capital that affords them flexibility.40
Because of the social capital, they can call on their partners for help when needed. Of
course, social capital means reciprocity exists: Partners can ask them for help as well (and
they are expected to provide it).41
The individually unique competitive conditions of slow-cycle, fast-cycle, and
standard-cycle markets42 find firms using cooperative strategies to achieve slightly different objectives (see Table 9.1). We discussed these three market types in Chapter 5 while
examining competitive rivalry and competitive dynamics. Slow-cycle markets are markets
where the firm’s competitive advantages are shielded from imitation for relatively long
periods of time and where imitation is costly. These markets are close to monopolistic conditions. Railroads and, historically, telecommunications, utilities, and financial
services are examples of industries characterized as slow-cycle markets. In fast-cycle
markets, the firm’s competitive advantages are not shielded from imitation, preventing
their long-term sustainability. Competitive advantages are moderately shielded from
imitation in standard-cycle markets, typically allowing them to be sustained for a longer
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most other computer firms outsource most or all of their production of laptop computers and often form nonequity strategic alliances to detail the nature of the relationship
with firms to whom they outsource. Interestingly, many of these firms that outsource
introduce modularity that prevents the contracting partner or outsourcee from gaining
too much knowledge or from sharing certain aspects of the business the outsourcing firm
does not want revealed.30
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Table 9.1 Reasons for Strategic Alliances by Market Type
Market

Reason

Slow-Cycle

• Gain access to a restricted market
• Establish a franchise in a new market
• Maintain market stability (e.g., establishing standards)

Fast-Cycle

•
•
•
•
•
•

Speed up development of new goods or services
Speed up new market entry
Maintain market leadership
Form an industry technology standard
Share risky R&D expenses
Overcome uncertainty

Standard-Cycle

•
•
•
•
•

Gain market power (reduce industry overcapacity)
Gain access to complementary resources
Establish better economies of scale
Overcome trade barriers
Meet competitive challenges from other competitors

• Pool resources for very large capital projects
• Learn new business techniques

period of time than in fast-cycle market situations, but for a shorter period of time than
in slow-cycle markets.
Slow-Cycle Markets
Firms in slow-cycle markets often use strategic alliances to enter restricted markets or to
establish franchises in new markets. For example, because of consolidating acquisitions
that have occurred over the last dozen or so years, the American steel industry has only
two remaining major players: U.S. Steel and Nucor. To improve their ability to compete
successfully in the global steel market, these companies are forming cooperative relationships. They have formed strategic alliances in Europe and Asia and are invested in ventures in South America and Australia. Most recently Nucor has established a 50/50 joint
venture with Duferco Group’s subsidiary Duferdofin to produce steel joists and beams in
Italy and then to distribute these products in Europe and North Africa. Duferco has been
seeking alliances with major players in order to continue operating on a global basis.43
Simultaneously however, companies around the world, especially in China, are forming
or expanding alliances in order to establish supply sources that are important for steelmaking, in particular coal and iron ore. In 2008 Sinosteel Corp., a Chinese state-owned
steelmaker, boosted its ownership in Midwest Corp. to 44 percent. Midwest Corp. is an
Australian iron ore producer. The reason for this is that the raw materials account for 50
percent of the selling price where as a decade ago iron ore accounted for about 15 percent of the selling price.44 Although 2009 commodity prices were depressed due to the
economic downturn, it is expected that commodity prices will go higher as the economy
improves and the partnering and joint venturing pace will increase.
The truth of the matter is that slow-cycle markets are becoming rare in the twentyfirst century competitive landscape for several reasons, including the privatization of
industries and economies, the rapid expansion of the Internet’s capabilities for the quick
dissemination of information, and the speed with which advancing technologies make
quickly imitating even complex products possible.45 Firms competing in slow-cycle markets, including steel manufacturers, should recognize the future likelihood that they’ll
encounter situations in which their competitive advantages become partially sustainable
(in the instance of a standard-cycle market) or unsustainable (in the case of a fast-cycle
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Fast-Cycle Markets
Fast-cycle markets are unstable, unpredictable, and complex; in a word, “hypercompetitive” (a concept that was discussed in
Chapter 5).47 Combined, these conditions
virtually preclude establishing long-lasting
competitive advantages, forcing firms to
constantly seek sources of new competitive advantages while creating value by
using current ones. “You are looking at the
future, when U.S. companies will be competing not only with European, Japanese,
South Korean and Chinese companies but
also with highly competitive companies
from every corner of the world: Argentina,
Brazil, Chile, Egypt, Hungary, India,
Indonesia, Malaysia, Mexico, Poland,
Russia, Thailand, Turkey, Vietnam and places you’d never expect.”48 Alliances between
firms with current excess resources and capabilities and those with promising capabilities
help companies compete in fast-cycle markets to effectively transition from the present
to the future and to gain rapid entry into new markets. As such a “collaboration mindset”
is paramount.49
The entertainment business is fast becoming a new digital marketplace as television
content is now available on the Web. This has led the entertainment business into a fastcycle market where collaboration is important not only to succeed but to survive. Many
of the firms that have digital video content have also sought to make a profit through
digital music and have had difficulties in extracting profits from their earlier ventures.
In 2007 GE’s NBC Universal and News Corp.’s FOX formed a new website named
http://www.Hulu.com. Walt Disney Corporation in 2009 became a third partner contributing content and capital in this joint venture along with an investment stake held
by private equity firm Providence Equity Partners. Thus this Web site will be co-owned
by direct competitors. ABC (owned by Disney) will shift much of its content to the Hulu
site and viewers will be able to stream ABC TV shows such as Lost and Grey’s Anatomy.
CBS will be the only major network not participating in the Hulu venture with NBC
Universal, FOX, and ABC. As digital video content moves onto the Web, it will be interesting to see how the competition and cooperation between all of these firms evolve.50
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market). Cooperative strategies can be helpful to firms transitioning from relatively sheltered markets to more competitive ones.46

Standard-Cycle Markets
In standard-cycle markets, alliances are more likely to be made by partners
with complementary resources and capabilities. Even though airline alliances
were originally set up to increase revenue,51 airlines have realized that they can
also be used to reduce costs. SkyTeam (chaired by Delta and Air France) developed an
internal Web site to speed up joint purchasing and to swap tips on pricing. Managers
at Oneworld (American Airlines and British Airways) say the alliance’s members have
already saved more than $200 million through joint purchasing, and Star Alliance (United
and Lufthansa) estimates that its member airlines save up to 25 percent on joint orders.
Given the geographic areas where markets are growing, these global alliances are
adding partners from Asia. In recent years, China Southern Airlines joined the SkyTeam
alliance, Air China and Shanghai Airlines were added to the Star Alliance, and Dragonair
joined as an affiliate of Oneworld. One of the competitive difficulties with the airline
alliances is that major partners often switch between airlines. For instance, Continental

The rapidly evolving
media landscape lead
competitors ABC, FOX,
and NBC Universal to
be cooperative in the
development and launch
of Hulu.com where many
of their top rated shows
can be watched online.
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Airlines, which was part of SkyTeam, recently switched to the Star Alliance with
United Airlines, Air Canada, and Lufthansa. Although this move has been approved by
the U.S. Department of Transportation, it still lacks approval from the European Union
regulators.52 The fact that Oneworld, SkyTeam, and Star Alliance account for more than
60 percent of the world’s airline capacity suggests that firms participating in these alliances have gained scale economies.

Business-Level Cooperative Strategy
A firm uses a business-level cooperative strategy to grow and improve its performance in individual product markets. As discussed in Chapter 4, business-level strategy
details what the firm intends to do to gain a competitive advantage in specific product
markets. Thus, the firm forms a business-level cooperative strategy when it believes that
combining its resources and capabilities with those of one or more partners will create
competitive advantages that it can’t create by itself and will lead to success in a specific
product market. The four business-level cooperative strategies are listed in Figure 9.1.

Complementary Strategic Alliances
Complementary strategic alliances are business-level alliances in which firms share
some of their resources and capabilities in complementary ways to develop competitive
advantages.53 Vertical and horizontal are the two types of complementary strategic alliances (see Figure 9.1).
Vertical Complementary Strategic Alliance
In a vertical complementary strategic alliance, firms share their resources and capabilities from different stages of the value chain to create a competitive advantage (see
Figure 9.2).54 Oftentimes, vertical complementary alliances are formed to adapt to environmental changes;55 sometimes the changes represent an opportunity for partnering
firms to innovate while adapting.56
The Strategic Focus on complementary alliances discusses what is happening with
vertical alliances given the downturn in the world economy. In particular, it points out
that economic pressures are creating stress in the vertical alliance relationships between
buyers and suppliers in the grocery and apparel retail industry supply chains. However,
in other industries it is leading to new partnerships where complementary strategic alliances are more likely to increase, such as in the steelmaking industry.
Another example of a vertical complementary alliance is Nintendo and its need for
additional software and games for its Wii game console. To fulfill this need Nintendo has
developed a partnership with Electronic Arts. Through this partnership, it will release two
sports games prior to the release of its brand new hardware: Tiger Woods PGA Tour 10
Figure 9.1 Business-Level Cooperative Strategies
A firm uses a businesslevel cooperative
strategy to grow and
improve its performance
in individual product
markets.
Complementary strategic
alliances are businesslevel alliances in which
firms share some of their
resources and capabilities
in complementary ways
to develop competitive
advantages.

• Complementary strategic alliances
• Vertical
• Horizontal
• Competition response strategy
• Uncertainty-reducing strategy
• Competition-reducing strategy
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Figure 9.2 Vertical and Horizontal Complementary Strategic Alliances
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and Grand Slam Tennis. Nintendo is allowing these games to be sold even before it
releases more of its own games. Previously, Nintendo trailed other game platforms in its
production of new releases because it stressed its own games over those of other game
software producers and would not release its hardware details to them in advance. It has
changed its policy to encourage more vertical relationships with game software producing firms such as Electronic Arts and Activision Blizzard, Inc.57
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HOW COMPLEMENTARY
ALLIANCES ARE AFFECTED
BY THE GLOBAL
ECONOMIC DOWNTURN

AP Photo/Shoun Hill

Supply chain management principles have
changed over the last decade as suppliers
have sought to work more closely with buyers.
Traditionally a company’s purchasing office dealt
with a relatively small group of suppliers and
had the overall goal of obtaining as many price cuts as possible. This changed, however,
because as globalization and outsourcing increased the supply chain decision-making
process involved a greater network of partners around the world. This drove companies to
collaborate with suppliers and develop stronger relationships to reduce waste and develop
products more quickly. As such, supply chain managers have had to shoulder a lot more
responsibility, which has required much more emphasis on collaborative skills.
In the economic downturn, however, many of these collaborative relationships and
partnerships—which are complementary by nature, especially in the vertical supply chain—
have been strained. Large retailers have been squeezing their vendors in order to survive the
requirement for heavy sales promotions and lower prices to sell their apparel products. This
strategy has affected firms like Liz Claiborne, Phillips-Van Heusen, and Jones Apparel Group.
Because large stores such as Macy’s have many vendors to choose from, they have power to
force price cuts from their suppliers. Macy’s has power over Liz Claiborne because it buys in
large volume. However, this has strained their relationship because both companies “require
long-term, healthy partners to operate efficiently.” Hartmarx Corp., a men’s clothing
producer whose main customers are Dillard’s, Nordstrom, and Bloomingdale’s (owned
by Macy’s), has been forced to file for Chapter 11 bankruptcy court protection due to the
pressure. On the other hand, JCPenney has had
long-term relationships with its vendors and its
spokesperson noted, “We don’t view ‘squeezing’
of vendors to protect our bottom line as a viable
long-term strategy.”
Similar events are happening in the grocery
industry. For example, Unilever has been trying
to stop its price margins from shrinking by
forcing price increases on retailers such as the
Belgian supermarket chain Delhaize Group
SA. Delhaize operates the Food Lion chain
and other grocery stores in the United States.
In 2008, Unilever pushed worldwide price
increases of more than 9 percent. Because
of the price increases forced on Delhaize, it
banished products by Unilever such as Dove
Shoppers at Food Lion found Axe
soap and Axe deodorant from its U.S. stores.
and other Unilever products off
At the same time, commodity prices dropped
the shelves as Delhaize, operator
and British retailer Tesco PLC urged suppliers to
of the supermarket, responded
pass onto stores the recent drops in prices for
to price increases passed on from
commodities and oil that are used to produce
the manufacturer.
food products. In response, firms like Wal-Mart
(Great Value) have started to freshen up their
in-house brands. As such, when large food producers such as Unilever do not respond
appropriately, Wal-Mart can cut back on stocking national brands.
While the downturn has put stress on some vertical alliances as previously noted, it has
also created opportunities for new partnerships in other areas. For example, many private
equity firms have experienced a significant decrease in the amount of funds invested in the

United States. Blackstone Group has formed global joint ventures to increase its fund supply.
It has formed a joint venture with Bank Larrain Vial in Latin America and Och-Ziff Capital
Management. In Latin America in particular there is a large opportunity in Chile, where private
pension funds hold $82 billion in assets due to a pioneering program that places 12.3 percent
of all payroll into private pension accounts. This complementary alliance would most likely
not have occurred if the economy did not turn for the worse. Blackstone Group will also help
diversify pension funds by investing in private equity and hedge funds. South and Central
America have almost $200 billion in assets under management, which is comparable to the
California Public Employees Retirement System (CalPERS). This is a significant opportunity for
private equity funds such as the Blackstone Group to increase their supply of capital.
Sources: M. Arnold, 2009, Private equity boost for Latin America, Financial Times, May 12, 6; L. C. Gunipero, R. V.
Handfield, & D. L. Johansen, 2008, Beyond buying: Supply chain managers used to have one main job: Purchasing stuff
cheaply, Wall Street Journal, March 10, R8; P. Lattman, 2009, Schwarzman’s Latin sojourn, Wall Street Journal, May 22,
C2; S. Pignal, 2009, Delhaize shrugs off Unilever clash, Financial Times, March 13, 18; C. Rohwedder, A. O. Patrick, &
T. W. Martin, 2009, Big grocers pulls Unilever items over pricing, Wall Street Journal, February 11, D1, B5l; K. Talley,
2009, Retailers, apparel firms tussle over tough deals, Wall Street Journal, February 11, B6.

Horizontal Complementary Strategic Alliance
A horizontal complementary strategic alliance is an alliance in which firms share some of
their resources and capabilities from the same stage (or stages) of the value chain to create
a competitive advantage (see Figure 9.2). Commonly, firms use complementary strategic
alliances to focus on joint long-term product development and distribution opportunities.58 As previously noted in the example regarding www.Hulu.com, GE’s Universal
Pictures, Disney’s ABC, and News Corp’s FOX Video Production have formed a joint
Web site to distribute video content. Recently, pharmaceutical companies have been pursuing horizontal alliances as well. As healthcare reform takes place in the United States,
large pharmaceutical firms are seeking relationships with generic drug producers. For
example, Pfizer has reached marketing agreements with two Indian makers of generic
drugs: Aurobindo Pharma Ltd. and Claris Lifesciences Ltd. These two firms produce and
sell 60 and 15 off-patent drugs and injectables, respectively. Similarly, Novartis AG is
acquiring Ebewe Pharma, an Austrian drugmaker, which will partner with the Novartis
generic drug subsidiary, Sandoz. These moves are targeted to tap into the growing generic
drug market, which was $3.5 billion in 2008 and is expected to be $9 billion by 2015.59
The automotive manufacturing industry is one in which many horizontal complementary strategic alliances are formed. In fact, virtually all global automobile manufacturers use cooperative strategies to form scores of cooperative relationships. The
Renault-Nissan alliance, signed in March 1999, is a prominent example of a horizontal
complementary strategic alliance. Thought to be successful, the challenge is to integrate
the partners’ operations to create value while maintaining their unique cultures.

Competition Response Strategy
As discussed in Chapter 5, competitors initiate competitive actions to attack rivals and
launch competitive responses to their competitors’ actions. Strategic alliances can be used
at the business level to respond to competitors’ attacks. Because they can be difficult to
reverse and expensive to operate, strategic alliances are primarily formed to take strategic
rather than tactical actions and to respond to competitors’ actions in a like manner.
Many complementary horizontal alliances are created in response to heavy competition. For instance, digital music producers have been trying to extract more value from
their products beyond what they can collect through middle-men such as Apple’s iTunes
distribution outlet. Many music producers have sought to develop their own distribution
outlets through joint partnership, in response to Apple’s success, such as Blue Matter
Press, Jimmy and Doug’s Farmclub, and eMusic, but most have failed. Now many of
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them are seeking online advertisements through Web sites that distribute music and
video. For instance, Warner Music has invested in LaLa Media and a startup company
called imeem, Inc. because MySpace Music, a joint venture among four major labels and
News Corp., was not generating enough advertising revenue. In response to the focus
on advertising, Universal Music, a division of Vivendi SA, through a joint venture with
Google has created a new online site for music videos called VEVO. Most of these actions
are attempts to bolster revenue because digital music downloads are increasing, but not
quickly enough to offset the steep decline in CD sales.60

Uncertainty-Reducing Strategy
Some firms use business-level strategic alliances to hedge against risk and uncertainty,
especially in fast-cycle markets.61 These strategies are also used where uncertainty exists,
such as in entering new product markets or emerging economies.
As large global auto firms manufacture more hybrid vehicles, there is insufficient
capacity in the battery industry to meet future demand. Volkswagen AG is partnering
with China’s BYD Co. to produce hybrid and electric vehicles powered by lithium batteries. BYD is the one of the world’s largest cell phone battery producers and is also a
fledgling auto producer as it moves to launch a plug-in car before more established rival
firms. Volkswagen has also made agreements with Samuel Electric and Toshiba Corp. of
Japan to reduce the uncertainty about the insufficient capacity for lithium-ion batteries
used in hybrid vehicles.62

Competition-Reducing Strategy
Used to reduce competition, collusive strategies differ from strategic alliances in that collusive strategies are often an illegal type of cooperative strategy. Two types of collusive
strategies are explicit collusion and tacit collusion.
When two or more firms negotiate directly with the intention of jointly agreeing
about the amount to produce and the price of the products that are produced, explicit
collusion exists.63 Explicit collusion strategies are illegal in the United States and most
developed economies (except in regulated industries).
Firms that use explicit collusion strategies may find others challenging their competitive actions. In early 2009, for example, the U.S. Department of Justice joined forces
with European officials to investigate alleged “price coordination” among three air cargo
carriers. Luxembourg’s Cargolux, Japan’s Nippon Cargo Airlines, and Korea’s Asiana
Airlines plead guilty and paid criminal fines of $214 million for their role in a global
conspiracy to fix prices on air freight. This investigation began in 2001 and prosecution
began in 2006. Throughout the history of the investigation more than 15 air cargo airlines have been prosecuted and fined over $1.6 billion. The investigation continues in the
air freight industry and is one of the world’s biggest cartel probes by competition officials
around the world.64 As this example suggests, any firm that may use explicit collusion as
a strategy should recognize that competitors and regulatory bodies might challenge the
acceptability of their competitive actions.
Tacit collusion exists when several firms in an industry indirectly coordinate their
production and pricing decisions by observing each other’s competitive actions and
responses.65 Tacit collusion results in production output that is below fully competitive
levels and above fully competitive prices. Unlike explicit collusion, firms engaging in tacit
collusion do not directly negotiate output and pricing decisions. However, research suggests that joint ventures or cooperation between two firms can lead to less competition
in other markets in which both firms operate.66
Tacit collusion tends to be used as a business-level, competition-reducing strategy
in highly concentrated industries, such as airlines and breakfast cereals. Research in the
airline industry suggests that tacit collusion reduces service quality and on-time performance.67 Firms in these industries recognize that they are interdependent and that
their competitive actions and responses significantly affect competitors’ behavior toward
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Assessment of Business-Level
Cooperative Strategies
Firms use business-level strategies to develop competitive advantages that can contribute
to successful positions and performance in individual product markets. To develop a
competitive advantage using an alliance, the resources and capabilities that are integrated
through the alliance must be valuable, rare, imperfectly imitable, and nonsubstitutable
(see Chapter 3).
Evidence suggests that complementary business-level strategic alliances, especially vertical ones, have the greatest probability of creating a sustainable competitive advantage.74
Horizontal complementary alliances are sometimes difficult to maintain because they are
often between rivalrous competitors. In this instance, firms may feel a “push” toward and a
“pull” from alliances. Airline firms, for example, want to compete aggressively against others serving their markets and target customers. However, the need to develop scale economies and to share resources and capabilities (such as scheduling systems) dictates that
alliances be formed so the firms can compete by using cooperative actions and responses
while they simultaneously compete against one another through competitive actions and
responses. As noted previously, this has led to many changes in the large airline alliances—
for instance, with Continental recently aligning with United and Lufthansa rather than
Delta and AirFrance-KLM.75 The challenge in these instances is for each firm to find ways
to create the greatest amount of value from both their competitive and cooperative actions.
It seems that Nissan and Renault have learned how to achieve this balance.
Although strategic alliances designed to respond to competition and to reduce uncertainty can also create competitive advantages, these advantages often are more temporary
than those developed through complementary (both vertical and horizontal) strategic
alliances. The primary reason is that complementary alliances have a stronger focus on
creating value than do competition-reducing and uncertainty-reducing alliances, which
are formed to respond to competitors’ actions or reduce uncertainty rather than to attack
competitors.
Of the four business-level cooperative strategies, the competition-reducing strategy
has the lowest probability of creating a sustainable competitive advantage. For example,
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them. Understanding this interdependence and carefully observing competitors can lead
to tacit collusion.
Four firms (Kellogg’s, General Mills, Post, and Quaker) have accounted for as much
as 80 percent of sales volume in the ready-to-eat segment of the U.S. cereal market.68
Some believe that this high degree of concentration results in “prices for branded cereals that are well above [the] costs of production.”69 The Wall Street Journal reported in
2008 that prices for breakfast cereals were among the easiest to inflate when there are
commodity shortages.70 Prices above the competitive level in this industry suggest the
possibility that the dominant firms use a tacit collusion cooperative strategy.
Discussed in Chapter 6, mutual forbearance is a form of tacit collusion in which firms
do not take competitive actions against rivals they meet in multiple markets. Rivals learn
a great deal about each other when engaging in multimarket competition, including how
to deter the effects of their rival’s competitive attacks and responses. Given what they
know about each other as a competitor, firms choose not to engage in what could be
destructive competitions in multiple product markets.71
In general, governments in free-market economies need to determine how rivals can
collaborate to increase their competitiveness without violating established regulations.72
However, this task is challenging when evaluating collusive strategies, particularly tacit
ones. For example, regulation of pharmaceutical and biotech firms who collaborate to
meet global competition might lead to too much price fixing and, therefore, regulation
is required to make sure that the balance is right, although sometimes the regulation
gets in the way of efficient markets.73 Individual companies must analyze the effect of a
competition-reducing strategy on their performance and competitiveness.
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research suggests that firms following a foreign direct investment strategy using alliances
as a follow-the-leader imitation approach may not have strong strategic or learning
goals. Thus, such investment could be attributable to tacit collusion among the participating firms rather than to forming a competitive advantage (which should be the core
objective).

Corporate-Level Cooperative Strategy
A firm uses a corporate-level cooperative strategy to help it diversify in terms of
products offered or markets served, or both. Diversifying alliances, synergistic alliances,
and franchising are the most commonly used corporate-level cooperative strategies (see
Figure 9.3).
Firms use diversifying alliances and synergistic alliances to grow and improve performance by diversifying their operations through a means other than a merger or an
acquisition.76 When a firm seeks to diversify into markets in which the host nation’s
government prevents mergers and acquisitions, alliances become an especially appropriate option. Corporate-level strategic alliances are also attractive compared with
mergers and particularly acquisitions, because they require fewer resource commitments77 and permit greater flexibility in terms of efforts to diversify partners’ operations.78 An alliance can be used as a way to determine whether the partners might
benefit from a future merger or acquisition between them. This “testing” process often
characterizes alliances formed to combine firms’ unique technological resources and
capabilities.79

Diversifying Strategic Alliance
A diversifying strategic alliance is a corporate-level cooperative strategy in which
firms share some of their resources and capabilities to diversify into new product or market areas. The spread of high-speed wireless networks and devices with global positioning chips and the popularity of Web site applications running on Apple’s iPhone and
Research in Motion’s BlackBerry (and other smartphones) shows that consumers are
increasingly accessing mobile information. Equipped with this knowledge, Alcatel-Lucent
is entering the market through mobile advertising, which will allow a cell phone carrier
to alert customers about the location of a favorite store or the closest ATM. It is pursuing
this diversification alliance with 1020 Placecast, a California-based developer of cell phone
online ads associated with user locations. Hyatt, FedEx, and Avis are especially interested
in using the service. The ads will also include a link to coupons or other promotions.
Other mobile phone producers have started to sell mobile phone display ads in other metropolitan areas through Nokia Phones. These networks are trying to gain a share of the
profits that would normally be out of their reach through revenue-sharing models with
companies that are advertising as well as the ad-producing service companies.80
A firm uses a corporatelevel cooperative
strategy to help it
diversify in terms of
products offered or
markets served, or both.
A diversifying strategic
alliance is a corporatelevel cooperative strategy
in which firms share some
of their resources and
capabilities to diversify
into new product or
market areas.

Figure 9.3 Corporate-Level Cooperative Strategies

• Diversifying alliances
• Synergistic alliances
• Franchising
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It should be noted that highly diverse networks of alliances
can lead to poorer performance by partner firms.81 However,
cooperative ventures are also used to reduce diversification in firms
that have overdiversified.82 Japanese chipmakers Fujitsu, Mitsubishi
Electric, Hitachi, NEC, and Toshiba have been using joint ventures
to consolidate and then spin off diversified businesses that were
performing poorly. For example, Fujitsu, realizing that memory chips
were becoming a financial burden, dumped its flash memory business
into a joint venture company controlled by Advanced Micro Devices.
This alliance helped Fujitsu refocus on its core businesses.83

Synergistic Strategic Alliance

AP Photo/M. Spencer Green

A synergistic strategic alliance is a corporate-level cooperative
strategy in which firms share some of their resources and capabilities
to create economies of scope. Similar to the business-level horizontal
complementary strategic alliance, synergistic strategic alliances create synergy across multiple functions or multiple businesses between
partner firms. The most recent development for Disney’s media segment, and ABC in particular, is a partnership with Google’s YouTube
that will allow it to advertise its movies and products by showing
short clips and selling ads.84 This is an example of a synergistic diversification alliance.
In recent years, there has been much more competitive interaction between hardware and software firms. Cisco, traditionally a network telecommunications equipment manufacturer, is moving into computers—in particular, servers. After HP moved
into selling network equipment, Cisco decided to move more fully into developing its
server business. To drive its computer business Cisco needs to develop a service segment, although it is not trying to upset its historical partners, HP and IBM, which
have large service businesses. Both IBM and HP have large service businesses. As
such, Cisco developed partnership agreements with Accenture Ltd. and India-based
Tata Consulting Services Ltd. to help market Cisco’s products to businesses around
the world. These were synergistic alliances to foster this diversification move by Cisco
into services.85

With apps like the
Slacker personalized
radio and hundreds of
others available for the
BlackBerry and iPhone,
companies are already
looking at these devices
as a means of conveying
personalized advertising
as well.

Franchising
Franchising is a corporate-level cooperative strategy in which a firm (the franchisor)
uses a franchise as a contractual relationship to describe and control the sharing of its
resources and capabilities with partners (the franchisees).86 A franchise is a “contractual
agreement between two legally independent companies whereby the franchisor grants
the right to the franchisee to sell the franchisor’s product or do business under its trademarks in a given location for a specified period of time.”87 Success is often determined
in these strategic alliances by how well the franchisor can replicate its success across
multiple partners in a cost-effective way.88 Research suggests that too much innovation
results in difficulties for replicating this success.89
Franchising is a popular strategy. In the United States alone, more than 2,500 franchise systems are located in more than 75 industries; and those operating franchising
outlets generate roughly one-third of all U.S. retail sales.90 Already frequently used in
developed nations, franchising is also expected to account for significant portions of
growth in emerging economies in the twenty-first century.91 As with diversifying and
synergistic strategic alliances, franchising is an alternative to pursuing growth through
mergers and acquisitions. McDonald’s, Hilton International, Marriott International,

A synergistic strategic
alliance is a corporatelevel cooperative strategy
in which firms share some
of their resources and
capabilities to create
economies of scope.
Franchising is a
corporate-level
cooperative strategy
in which a firm (the
franchisor) uses a
franchise as a contractual
relationship to describe
and control the sharing
of its resources and
capabilities with partners
(the franchisees).
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Mrs. Fields Cookies, Subway, and Ace Hardware are well-known examples of firms using
the franchising corporate-level cooperative strategy.
Franchising is a particularly attractive strategy to use in fragmented industries, such
as retailing, hotels and motels, and commercial printing. In fragmented industries, a large
number of small and medium-sized firms compete as rivals; however, no firm or small
set of firms has a dominant share, making it possible for a company to gain a large market
share by consolidating independent companies through contractual relationships.
In the most successful franchising strategy, the partners (the franchisor and the franchisees) work closely together.92 A primary responsibility of the franchisor is to develop
programs to transfer to the franchisees the knowledge and skills that are needed to successfully compete at the local level.93 In return, franchisees should provide feedback to
the franchisor regarding how their units could become more effective and efficient.94
Working cooperatively, the franchisor and its franchisees find ways to strengthen the
core company’s brand name, which is often the most important competitive advantage
for franchisees operating in their local markets.95

Assessment of Corporate-Level Cooperative
Strategies
Costs are incurred with each type of cooperative strategy.96 Compared with those at the
business level, corporate-level cooperative strategies commonly are broader in scope and
more complex, making them relatively more costly. Those forming and using cooperative strategies, especially corporate-level ones, should be aware of alliance costs and carefully monitor them.
In spite of these costs, firms can create competitive advantages and value when they
effectively form and use corporate-level cooperative strategies.97 When successful alliance experiences are internalized, it is more likely that the strategy will attain the desired
advantages. In other words, those involved with forming and using corporate-level
cooperative strategies can also use them to develop useful knowledge about how to succeed in the future. To gain maximum value from this knowledge, firms should organize
it and verify that it is always properly distributed to those involved with forming and
using alliances.98
We explain in Chapter 6 that firms answer two questions to form a corporate-level
strategy—in which businesses will the diversified firm compete and how will those
businesses be managed? These questions are also answered as firms form corporatelevel cooperative strategies. Thus, firms able to develop corporate-level cooperative
strategies and manage them in ways that are valuable, rare, imperfectly imitable, and
nonsubstitutable (see Chapter 3) develop a competitive advantage that is in addition
to advantages gained through the activities of individual cooperative strategies.
(Later in the chapter, we further describe alliance management as another potential
competitive advantage.)

International Cooperative Strategy
A cross-border strategic
alliance is an international
cooperative strategy
in which firms with
headquarters in different
nations decide to combine
some of their resources
and capabilities to create
a competitive advantage.

A cross-border strategic alliance is an international cooperative strategy in which
firms with headquarters in different nations decide to combine some of their resources
and capabilities to create a competitive advantage. Taking place in virtually all industries,
the number of cross-border alliances continues to increase.99 These alliances too are
sometimes formed instead of mergers and acquisitions (which can be riskier).100 Even
though cross-border alliances can themselves be complex and hard to manage,101 they
have the potential to help firms use their resources and capabilities to create value in
locations outside their home market.
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IMG Worldwide, Inc. is one of the largest producers and distributors of sports
entertainment in the world. It pursues its strategy through international joint ventures with other broadcasting firms. The events that it currently broadcasts include
two tennis “Grand Slam” events, Wimbledon and the Australian Open. In an effort
to expand into emerging economies, IMG recently signed a 20-year sporting event
partnership with China Central Television, the main Chinese broadcasting organization. A national broadcast of this size could have an audience of 740 million viewers
daily. The first two events that will be broadcast through this venture are the China
Open Tennis Tournament in Beijing and the Chengdu Open Tennis Tournament
in 2009. The top 50 women players in the world are expected to play in the China
Open tournament. Through this strategic alliance, IMG will substantially broaden its
international reach.102
Several reasons explain the increasing use of cross-border strategic alliances, including the fact that in general, multinational corporations outperform domestic-only
firms.103 What takes place with a cross-border alliance is that a firm leverages core competencies that are the foundation of its domestic success in international markets.104
Nike provides an example as it leverages its core competence with celebrity marketing
to expand globally with its diverse line of athletic goods and apparel. With a $2 billion
celebrity endorsement budget, Nike has formed relationships with athletes who have
global appeal. Tiger Woods, Michael Phelps, and LeBron James are recent endorsers, while seven-time Tour de France winner Lance Armstrong, Michael Jordan, and
Magic Johnson are historic examples of these types of individuals. In addition, Nike
has endorsement relationships with star athletes and organizations outside the United
States, such as Brazilian soccer star Ronaldo and Manchester United, the world’s most
popular soccer team.105 Coupling these alliances with Nike’s powerful global brand
name helps the firm apply its marketing competencies in foreign markets. However, the
downturn in the economy is causing problems such that even these relationships are not
protecting sales declines.106
Limited domestic growth opportunities and foreign government economic policies are additional reasons firms use cross-border alliances. As discussed in Chapter
8, local ownership is an important national policy objective in some nations. In India
and China, for example, governmental policies reflect a strong preference to license
local companies. Thus, in some countries, the full range of entry mode choices that
we described in Chapter 8 may not be available to firms seeking to diversify internationally. Indeed, investment by foreign firms in these instances may be allowed only
through a partnership with a local firm, such as in a cross-border alliance. Especially
important, strategic alliances with local partners can help firms overcome certain liabilities of moving into a foreign country, such as lack of knowledge of the local culture
or institutional norms.107 A cross-border strategic alliance can also be helpful to foreign
partners from an operational perspective, because the local partner has significantly
more information about factors contributing to competitive success such as local markets, sources of capital, legal procedures, and politics.108 Interestingly, recent research
suggests that firms with foreign operations have longer survival rates than domesticonly firms, although this is reduced if there are competition problems between foreign
subsidiaries.109
In general, cross-border alliances are more complex and risky than domestic
strategic alliances, especially in emerging economies.110 However, the fact that firms
competing internationally tend to outperform domestic-only competitors suggests
the importance of learning how to diversify into international markets. Compared
with mergers and acquisitions, cross-border alliances may be a better way to learn this
process, especially in the early stages of the firms’ geographic diversification efforts.
Starbucks is a case in point.
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When Starbucks sought overseas expansion, it wanted to do so quickly as a means
of supporting its strong orientation to continuous growth. Thus, it agreed to a complex
series of joint ventures in many countries in the interest of speed. While the company
receives a percentage of the revenues and profits as well as licensing fees for supplying its
coffee, controlling costs abroad is more difficult than in the United States. Starbucks is
learning from the results achieved from the collaborative relationships it initially established. In light of what it has learned, the firm continues to collaborate with others in
different countries including China. At Starbuck’s 10-year anniversary mark in China, one
analyst noted that “China, conventionally a coffee exporter, may become a net importer
in 2009 with demand outpacing supply, as Starbucks Coffee Co. and other coffee chains
mushroom around the country.”111 Among other actions, Starbucks is taking larger equity
positions in some of the joint ventures with which it is now involved in different countries
(such as China).

Network Cooperative Strategy
In addition to forming their own alliances with individual companies, a growing number
of firms are joining forces in multiple networks.112 A network cooperative strategy
is a cooperative strategy wherein several firms agree to form multiple partnerships to
achieve shared objectives. As noted, Cisco has multiple cooperative arrangements with
IBM and HP, and with service providers Accenture Ltd. and Tata Consulting Services
Ltd. Demonstrating the complexity of network cooperative strategies is the fact that
Cisco has a set of unique collaborations with both IBM and HP, but is also competing
with them as they move into servers. The fact is that the number of network cooperative
strategies being formed today continues to increase as firms seek to find the best ways
to create value by offering multiple goods and services in multiple geographic (domestic
and international) locations.
A network cooperative strategy is particularly effective when it is formed by geographically clustered firms,113 as in California’s Silicon Valley (where “the culture of
Silicon Valley encourages collaborative webs”114) and Singapore’s Biopolis (in the
bio-medical sciences) and the new fusionopolis (collaborations in “physical sciences
and engineering to tackle global science and technology challenges”).115 Effective
social relationships and interactions among partners while sharing their resources
and capabilities make it more likely that a network cooperative strategy will be
successful,116 as does having a productive strategic center firm (we discuss strategic
center firms in detail in Chapter 11). Firms involved in networks gain information
and knowledge from multiple sources. They can use these heterogeneous knowledge
sets to produce more and better innovation. As a result, firms involved in networks
of alliances tend to be more innovative.117 However, there are disadvantages to participating in networks as a firm can be locked into its partnerships, precluding the
development of alliances with others. In certain types of networks, such as Japanese
keiretsus, firms in the network are expected to help other firms in the network whenever they need aid. Such expectations can become a burden and reduce the focal
firm’s performance over time.118

Alliance Network Types
A network cooperative
strategy is a cooperative
strategy wherein several
firms agree to form
multiple partnerships to
achieve shared objectives.

An important advantage of a network cooperative strategy is that firms gain access to
their partners’ other partners. Having access to multiple collaborations increases the
likelihood that additional competitive advantages will be formed as the set of shared
resources and capabilities expands.119 In turn, being able to develop new capabilities
further stimulates product innovations that are critical to strategic competitiveness in
the global economy.120
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The set of strategic alliance partnerships resulting from the use of a network cooperative strategy is commonly called an alliance network. The alliance networks that
companies develop vary by industry conditions. A stable alliance network is formed in
mature industries where demand is relatively constant and predictable. Through a stable
alliance network, firms try to extend their competitive advantages to other settings while
continuing to profit from operations in their core, relatively mature industry. Thus,
stable networks are built primarily to exploit the economies (scale and/or scope) that
exist between the partners such as in the airline industry.121 Dynamic alliance networks
are used in industries characterized by frequent product innovations and short product
life cycles.122 For instance, the pace of innovation in the information technology (IT)
industry (as well as other industries that are characterized by fast-cycle markets) is too
fast for any one company to be successful across time if it only competes independently.
Another example is the movie industry, which has a lot of collaborative ventures and
networked firms to produce and distribute movies.123 In dynamic alliance networks,
partners typically explore new ideas and possibilities with the potential to lead to product innovations, entries to new markets, and the development of new markets.124 Often,
large firms in such industries as software and pharmaceuticals create networks of relationships with smaller entrepreneurial startup firms in their search for innovation-based
outcomes.125 An important outcome for small firms successfully partnering with larger
firms in an alliance network is the credibility they build by being associated with their
larger collaborators.126

Competitive Risks with Cooperative
Strategies
Stated simply, many cooperative strategies fail. In fact, evidence shows that two-thirds
of cooperative strategies have serious problems in their first two years and that as many
as 50 percent of them fail. This failure rate suggests that even when the partnership has
potential complementarities and synergies, alliance success is elusive.127 Although failure
is undesirable, it can be a valuable learning experience, meaning that firms should carefully study a cooperative strategy’s failure to gain insights with respect to how to form
and manage future cooperative arrangements.128 We show prominent cooperative strategy risks in Figure 9.4.

Figure 9.4 Managing Competitive Risks in Cooperative Strategies

Competitive Risks

• Inadequate contracts
• Misrepresentation of
competencies
• Partners fail to use their
complementary resources
• Holding alliance partner's
specific investments hostage

Risk and Asset Management
Approaches

• Detailed contracts and
monitoring
• Developing trusting
relationships

Desired Outcome

• Creating value
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One cooperative strategy risk is that a partner may act opportunistically.
Opportunistic behaviors surface either when formal contracts fail to prevent them or
when an alliance is based on a false perception of partner trustworthiness. Not infrequently, the opportunistic firm wants to acquire as much of its partner’s tacit knowledge as it can.129 Full awareness of what a partner wants in a cooperative strategy
reduces the likelihood that a firm will suffer from another’s opportunistic actions.130
The Strategic Focus on TNK-BP, a 50/50 joint venture between three Russian oil
tycoons and British Petroleum, demonstrates potential opportunistic actions by parties involved and some of the potential risks of joint ventures, especially in an emerging economy like Russia.
Some cooperative strategies fail when it is discovered that a firm has misrepresented the competencies it can bring to the partnership. The risk of competence misrepresentation is more common when the partner’s contribution is grounded in some
of its intangible assets. Superior knowledge of local conditions is an example of an
intangible asset that partners often fail to deliver. An effective way to deal with this
risk may be to ask the partner to provide evidence that it does possess the resources
and capabilities (even when they are largely intangible) it will share in the cooperative
strategy.131
Another risk is a firm failing to make available to its partners the resources and capabilities (such as the most sophisticated technologies) that it committed to the cooperative
strategy. For example, in the Strategic Focus, TNK-BP did not meet agreed-upon targets
and this put them in a situation of weakness relative to both its powerful partners and
the Russian government. This risk surfaces most commonly when firms form an international cooperative strategy, especially in emerging economies.132 In these instances,
different cultures and languages can cause misinterpretations of contractual terms or
trust-based expectations.
A final risk is that one firm may make investments that are specific to the alliance
while its partner does not. For example, the firm might commit resources and capabilities to develop manufacturing equipment that can be used only to produce items coming
from the alliance. If the partner isn’t also making alliance-specific investments, the firm
is at a relative disadvantage in terms of returns earned from the alliance compared with
investments made to earn the returns. This is certainly an issue in the TNK-BP alliance
in which BP is continuing to make investments, although it is losing control in managing
those investments.

Managing Cooperative Strategies
Although cooperative strategies are an important means of firm growth and enhanced
performance, managing these strategies is challenging. However, learning how to effectively manage cooperative strategies is important such that it can be a source of competitive advantage.133 Because the ability to effectively manage cooperative strategies is
unevenly distributed across organizations in general, assigning managerial responsibility
for a firm’s cooperative strategies to a high-level executive or to a team improves the likelihood that the strategies will be well managed.
Those responsible for managing the firm’s set of cooperative strategies should take
the actions necessary to coordinate activities, categorize knowledge learned from previous
experiences, and make certain that what the firm knows about how to effectively form and
use cooperative strategies is in the hands of the right people at the right time. Firms must
also learn how to manage both the tangible and intangible assets (such as knowledge)
that are involved with a cooperative arrangement. Too often, partners concentrate on
managing tangible assets at the expense of taking action to also manage a cooperative
relationship’s intangible assets.134

TROUBLES IN THE RUSSIAN
OIL JOINT VENTURE, TNK-BP

Sergei Kappukhin/Reuters/Landov

The situation in 2009 with the joint venture
that British Petroleum (BP) formed in 2003
with three Russian oil tycoons, Mikhail
Fridman, Viktor Vekselberg, and Leonard Blavatnik, demonstrates opportunistic behavior
as well as political risks. These three oil oligarchs own 50 percent of the venture labeled
TNK-BP, and BP owns the remaining 50 percent. The venture gave a Western company
unprecedented access to vital Russian oil and gas resources. However, the Kremlin is
becoming increasingly involved in the nation’s energy production activities and it has
claimed that TNK-BP failed to fulfill all terms of its license regarding a particular oil field
(the Kovykta field). This claim threatens the joint venture’s viability. Part of the problem is
that members of the Kremlin feel uncomfortable with the Russian tycoons having control
of the state-owned assets and are even more uncomfortable with the fact that BP officials
head the joint venture. It has been speculated that Gazprom, the state-run gas giant,
may join the venture as a partner to improve the production deficit in the main oil field. If
Gazprom does indeed become part owner, it is questionable what it will compensate BP
for its ownership position. Over the years, BP has tried to develop a good relationship with
the Russian government and demonstrate its commitment by investing billions of dollars.
BP has also invested in other Russian ventures to drill in other oil fields, for instance, as a
minority stakeholder with Rosneft.
This situation culminated with a battle over who
would run TNK-BP, the third largest oil operation in
Russia with 17 percent of Russia’s reserves. The Russian
shareholders charged that BP was running TNK-BP
as a BP subsidiary and thereby depressing its values.
BP officials considered the conflict as an attempt at
“corporate raiding,” accusing the rich Russian partners
of hardball tactics. For example, Robert Dudley, the
nominated chief executive of TNK-BP, was unable to
get a visa and subsequently was banned by Russian
courts from serving as CEO. BP officials suspected
that this “paper-work problem” was orchestrated by
Russian shareholders.
Fridman, one of the Russian owners, was appointed
as the interim CEO, and all officials agreed to hire
a new CEO that must be fluent in Russian and have
business experience in Russia. New members were
appointed to help keep the peace on the board,
The fate of the second biggest
including former German Chancellor Gerhard Schroder.
foreign investment company in Russia
Not only did Dudley leave from the BP side, but the
and one of the world’s biggest oil
chief financial officer also felt pressure and resigned and companies, TNK-BP, hangs in the
left Russia. Thus, the bottom line appears to be that
balance amid signs of a shifting mood
BP is conceding overall control to the Russians, but it is
in the Kremlin.
at least maintaining its 50 percent ownership position.
Although BP has realized a positive return on its investment, it faces continued risk because
of the organization’s power structure and it will likely be under the control of the Russian
tycoons, who are also subject to influence by government policy. As this example shows, firms
that are pursuing international joint ventures need to be concerned about the opportunistic
behavior of their partners as well as the political risks involved. Interestingly, other firms have
had less control than BP in Russian joint ventures and in fact have lost their ownership positions
through pressure by the Russian partners. In this light BP has done better than others, but risks
obviously remain.
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Two primary approaches are used to manage cooperative strategies—cost
minimization and opportunity maximization135 (see Figure 9.4). In the cost minimization
management approach, the firm develops formal contracts with its partners. These
contracts specify how the cooperative strategy is to be monitored and how partner
behavior is to be controlled. The TNK-BP joint venture discussed previously is managed
through contractual agreements. The goal of the cost-minimization approach is to
minimize the cooperative strategy’s cost and to prevent opportunistic behavior by a
partner. The focus of the second managerial approach—opportunity maximization—is
on maximizing a partnership’s value-creation opportunities. In this case, partners are
prepared to take advantage of unexpected opportunities to learn from each other and to
explore additional marketplace possibilities. Less formal contracts, with fewer constraints
on partners’ behaviors, make it possible for partners to explore how their resources and
capabilities can be shared in multiple value-creating ways.
Firms can successfully use both approaches to manage cooperative strategies.
However, the costs to monitor the cooperative strategy are greater with cost minimization, in that writing detailed contracts and using extensive monitoring mechanisms is
expensive, even though the approach is intended to reduce alliance costs. Although monitoring systems may prevent partners from acting in their own best interests, they also
often preclude positive responses to new opportunities that surface to use the alliance’s
competitive advantages. Thus, formal contracts and extensive monitoring systems tend
to stifle partners’ efforts to gain maximum value from their participation in a cooperative
strategy and require significant resources to be put into place and used.136
The relative lack of detail and formality that is a part of the contract developed by firms
using the second management approach of opportunity maximization means that firms
need to trust each other to act in the partnership’s best interests. The psychological state of
trust in the context of cooperative arrangements is “the expectation held by one firm that
another will not exploit its vulnerabilities when faced with the opportunity to do so.”137
When partners trust each other, there is less need to write detailed formal contracts to
specify each firm’s alliance behaviors,138 and the cooperative relationship tends to be more
stable.139 On a relative basis, trust tends to be more difficult to establish in international
cooperative strategies compared with domestic ones. Differences in trade policies, cultures,
laws, and politics that are part of cross-border alliances account for the increased difficulty.
When trust exists, monitoring costs are reduced and opportunities to create value are maximized. Essentially, in these cases, the firms have built social capital.140 According to company officials, the alliance between Renault and Nissan is built on “mutual trust between
the two partners … together with operating and confidentiality rules.”141
Research showing that trust between partners increases the likelihood of alliance success seems to highlight the benefits of the opportunity-maximization approach to managing cooperative strategies. Trust may also be the most efficient way to influence and
control alliance partners’ behaviors. Research indicates that trust can be a capability that
is valuable, rare, imperfectly imitable, and often nonsubstitutable.142 Thus, firms known
to be trustworthy can have a competitive advantage in terms of how they develop and
use cooperative strategies.143 One reason is that it is impossible to specify all operational
details of a cooperative strategy in a formal contract. Confidence that its partner can
be trusted reduces the firm’s concern about the inability to contractually control all
alliance details.
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•

A cooperative strategy is one such that firms work together
to achieve a shared objective. Strategic alliances, where
firms combine some of their resources and capabilities to
create a competitive advantage, are the primary form of
cooperative strategies. Joint ventures (where firms create
and own equal shares of a new venture that is intended
to develop competitive advantages), equity strategic alliances (where firms own different shares of a newly created
venture), and nonequity strategic alliances (where firms
cooperate through a contractual relationship) are the three
basic types of strategic alliances. Outsourcing, discussed
in Chapter 3, commonly occurs as firms form nonequity
strategic alliances.

•

Collusive strategies are the second type of cooperative
strategies (with strategic alliances being the other). In many
economies, explicit collusive strategies are illegal unless
sanctioned by government policies. Increasing globalization has led to fewer government-sanctioned situations of
explicit collusion. Tacit collusion, also called mutual forbearance, is a cooperative strategy through which firms tacitly
cooperate to reduce industry output below the potential
competitive output level, thereby raising prices above the
competitive level.

•

The reasons firms use cooperative strategies vary by
slow-cycle, fast-cycle, and standard-cycle market conditions. To enter restricted markets (slow cycle), to move
quickly from one competitive advantage to another (fast
cycle), and to gain market power (standard cycle) are
among the reasons why firms choose to use cooperative
strategies.

•

Four business-level cooperative strategies are used to
help the firm improve its performance in individual product markets. (1) Through vertical and horizontal complementary alliances, companies combine their resources
and capabilities to create value in different parts (vertical) or the same parts (horizontal) of the value chain. (2)
Competition-responding strategies are formed to respond
to competitors’ actions, especially strategic ones. (3)
Competition-reducing strategies are used to avoid excessive competition while the firm marshals its resources and
capabilities to improve its competitiveness. (4) Uncertaintyreducing strategies are used to hedge against the risks
created by the conditions of uncertain competitive environments (such as new product markets). Complementary alliances have the highest probability of yielding a sustainable
competitive advantage; competition-reducing alliances
have the lowest probability.

•

Firms use corporate-level cooperative strategies to engage
in product and/or geographic diversification. Through

diversifying strategic alliances, firms agree to share some
of their resources and capabilities to enter new markets
or produce new products. Synergistic alliances are ones
where firms share resources and capabilities to develop
economies of scope. This alliance is similar to the businesslevel horizontal complementary alliance where firms try to
develop operational synergy, except that synergistic alliances are used to develop synergy at the corporate level.
Franchising is a corporate-level cooperative strategy where
the franchisor uses a franchise as a contractual relationship
to specify how resources and capabilities will be shared
with franchisees.
•

As an international cooperative strategy, a cross-border alliance is used for several reasons, including the performance
superiority of firms competing in markets outside their
domestic market and governmental restrictions on growth
through mergers and acquisitions. Commonly, cross-border
alliances are riskier than their domestic counterparts, particularly when partners aren’t fully aware of each other’s purpose
for participating in the partnership.

•

In a network cooperative strategy, several firms agree to
form multiple partnerships to achieve shared objectives.
A primary benefit of a network cooperative strategy is the
firm’s opportunity to gain access “to its partner’s other
partnerships.” When this happens, the probability greatly
increases that partners will find unique ways to share their
resources and capabilities to form competitive advantages.
Network cooperative strategies are used to form either
a stable alliance network or a dynamic alliance network.
Used in mature industries, partners use stable networks to
extend competitive advantages into new areas. In rapidly
changing environments where frequent product innovations occur, dynamic networks are primarily used as a tool
of innovation.

•

Cooperative strategies aren’t risk free. If a contract is not
developed appropriately, or if a partner misrepresents its
competencies or fails to make them available, failure is likely.
Furthermore, a firm may be held hostage through assetspecific investments made in conjunction with a partner,
which may be exploited.

•

Trust is an increasingly important aspect of successful cooperative strategies. Firms recognize the value of partnering with
companies known for their trustworthiness. When trust exists,
a cooperative strategy is managed to maximize the pursuit
of opportunities between partners. Without trust, formal contracts and extensive monitoring systems are used to manage
cooperative strategies. In this case, the interest is to minimize
costs rather than to maximize opportunities by participating
in a cooperative strategy.
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REVIEW
1. What is the definition of cooperative strategy, and why is
this strategy important to firms competing in the twenty-first
century competitive landscape?
2. What is a strategic alliance? What are the three types of strategic alliances firms use to develop a competitive advantage?
3. What are the four business-level cooperative strategies, and
what are the differences among them?
4. What are the three corporate-level cooperative strategies?

QUESTIONS

How do firms use each one to create a competitive advantage?
5. Why do firms use cross-border strategic alliances?
6. What risks are firms likely to experience as they use cooperative strategies?
7. What are the differences between the cost-minimization
approach and the opportunity-maximization approach to
managing cooperative strategies?

EXPERIENTIAL EXERCISES
EXERCISE 1: WHAT IS IT: TV, INTERNET, OR BOTH?
Hulu (http://www.hulu.com) is a Web site and a cooperative alliance that offers commercially supported content of TV (video
on demand) shows through the Internet. The name is derived
from a Chinese word which translated means “holder of precious
things.” The alliance has many different partners related in interesting ways. In addition, the alliance includes firms and partners
from very different market types.
Working in groups, answer the following questions:
1. How would you describe the alliance partners? Characterize the
market type for each (slow cycle, fast cycle, standard cycle).
2. What type of strategic alliance has Hulu become?
3. In what type of market is Hulu competing?
4. Why did this alliance form? List some competitive pressures
that made this alliance a necessity for its partners.
5. What does the future hold for this alliance?

to diversify his company’s product offerings: a stylish, affordable
automobile. His vision was to create a two-seat car with minimal
storage space. Hayek expected these fuel-efficient cars would be
highly attractive to younger European car buyers. Drawing on the
company’s watch designs, the Swatch car was intended to have
removable body panels so that owners could change the car’s
look on a whim.
Swatch initially partnered with Volkswagen, but the alliance
never reached production. In 1994, Swatch partnered with
Mercedes-Benz. The vehicle was named SMART, which stood for
“Swatch Mercedes Art.”
Using Internet resources, answer the following questions:
1. What resources did each partner bring to the partnership?
2. How successful has the partnership been for each
company?
3. Which company seems to be deriving the greatest benefit
from the partnership and why?

EXERCISE 2: THE SWATCHMOBILE
Swatch is well known for its line of stylish, affordable wristwatches.
In the early 1990s, Swatch CEO Nicholas Hayek had a novel idea

VIDEO
COOPERATION VS. COMPETITION

Concepts

Lynda Gratton/Professor of Management Practice/
London Business School

•
•
•

Lynda Gratton, Professor of Management Practice at the London
Business School, talks about the role of cooperation coming from a
profession that is really quite competitive. As you prepare for this
video consider the concepts of cooperation and competition in
dynamic environments. Are they complementary or contradictory?
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

CASE

Trust
Networking
Cooperation

Questions
1. Cooperation vs. competition: Which drives performance the
most? Can we have one without the other?
2. Think about what you consider to be the firm of the future.
What will it look like and how will employee roles shift?
3. Is cooperation necessary in today’s environment, or is it
merely a nicety?
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Corporate Governance

Studying
ing this chapter should provide you with the strategic
management
gement knowledge needed to:
1. Defi
fine corporate governance and explain why it is used to monitor
and
d control managers’ strategic decisions.
2. Explain
plain why ownership has been largely separated from managerial
control
ntrol in the corporation.
3. Defi
fine an agency relationship and managerial opportunism and
describe
scribe their strategic implications.
4. Explain
plain how three internal governance mechanisms—ownership
concentration,
ncentration, the board of directors, and executive compensation—
are used to monitor and control managerial decisions.
5. Discuss
cuss the types of compensation executives receive and their
effects on strategic decisions.
6. Describe how the external corporate governance mechanism—
the market for corporate control—acts as a restraint on top-level
managers’ strategic decisions.
7. Discuss the use of corporate governance in international settings,
especially in Germany, Japan, and China.
8. Describe how corporate governance fosters ethical strategic
decisions and the importance of such behaviors on the part of top
level managers.

IS CEO PAY OUTRAGEOUS,
IRRESPONSIBILE, OR GREEDY?

Julia Hiebaum/Alamy

In 2008, the ten most highly paid CEOs
earned a total of $472.2 million. Furthermore,
seven of these CEOs who worked at the
same companies in 2007 received an increase in pay of approximately 26 percent over the
previous year. Placing this in perspective, an average of $47.22 million was paid to these
CEOs in a year when most large firms—including theirs—lost significant market value, and
many experienced net losses. In 2008, we learned that the U.S. economy and, indeed, much
of the rest of the world, was in a deep recession. In fact, it is perhaps the worst since the
Great Depression in the 1930s. Many believe that this recession was largely caused by
irresponsible and greedy strategies followed by top-level managers in the financial services
and real estate industries. In addition, the corporate governance system failed to rein in these
managers, who took extreme risks causing billions of dollars in losses. Real estate values
plummeted in many parts of the country, there were a substantial number of mortgage
foreclosures, unemployment increased substantially, and the stock market took a nosedive.
In this context, top executive pay
came under intense criticism. In recent
years, supposedly knowledgeable people
argued that top-level managers were
being paid for performance. If so, how
could they earn such high compensation
when their companies were performing
poorly? Many CEOs earn more than
100 times the amount received by their
firm’s lowest-paid employee. Despite the
average increases for the highest-paid
CEOs, the median salary and bonuses
for CEOs of the largest 200 U.S. firms
decreased by 8.5 percent in 2008, but
their total direct compensation only fell
by 3.4 percent. The decline in the financial
services industry was much greater, as
could be expected. Still, the median
value of perks provided to CEOs in 2008
increased by about 7 percent. “Perks”
include many possible benefits, such as club memberships, free personal travel in company
jets, bodyguards, and chauffeured cars. In fact, the CEO of Occidental Petroleum received
$400,000 worth of financial planning. This was a part of his compensation in 2008, which
totaled $30 million. While this benefit for financial planning is only 1.33 percent of his
total pay for the year, $400,000 is greater than the total annual household income for
most U.S. citizens.
In a survey conducted by the Financial Times, respondents from France, Germany, Italy,
Spain, the United Kingdom, and the United States stated that they believed that business
leaders were paid too much. The lowest percentage believing that top-level managers
were overpaid was about 75 percent in France, while almost 90 percent in Germany
felt they were overpaid. When the feelings of the general public are combined with the
poor performance of companies in a weak economy, pundits often blame an inadequate
system of corporate governance. This concern is amplified by reports of bad strategic
decisions of business leaders blamed for creating the economic crisis. Thus, governments
and others have begun to explore the governance mechanisms including compensation
systems, boards of directors, ownership, and disciplining from the markets. It is likely that
new regulations will be proposed and adopted to control what the public perceives to be
irresponsibility and greed on the part of business leaders.

Sources: V. Tong, 2009, As pay falls, CEOs get more perks, YAHOO! News, http://news.yahoo.com, May 1; 2009,
The pay at the top, The New York Times, http://www.nytimes.com, April 16; R. Milne, 2009, Sharp divide on
executive pay, Financial Times, http://www.ft.com, April 13; J. S. Lublin, 2009, CEO pay sinks along with profits,
Wall Street Journal, http://www.wsj.com, April 6; T. Carr, 2008, An ethical analysis of CEO compensation, Fast
Company, http://www.fastcompany.com, November 28; A. Cohen, 2008, CEO pay; outrageous—and bad for
MBA programs, Fast Company, http://www.fastcompany.com, April 6.
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Corporate governance is
the set of mechanisms
used to manage the
relationship among
stakeholders and to
determine and control
the strategic direction
and performance of
organizations.

As the Opening Case illustrates, governance mechanisms designed to ensure effective
leadership of firms to develop and implement strategies that create value for stakeholders is challenging. However, corporate governance is critical to firms’ success and thus
has become an increasingly important part of the strategic management process.1 If the
board makes the wrong decisions in selecting, governing, and compensating the firm’s
strategic leader (e.g., CEO), the shareholders and the firm suffer. When CEOs are motivated to act in the best interests of the firm—in particular, the shareholders—the firm’s
value should increase.
As suggested in the Opening Case, many people now believe that CEOs in the United
States are paid too much; the hefty increases in their incentive compensation in recent
years ostensibly come from trying to link pay to their firms’ performance. However,
research also suggests that firms with a smaller pay gap between the CEO and other top
level managers perform better, especially when collaboration among top management
team members is more important.2 The performance improvement in these cases is due
to better cooperation among the top management team members. Other research suggests
that CEOs receive excessive compensation when corporate governance is the weakest.3
Corporate governance is the set of mechanisms used to manage the relationship
among stakeholders and to determine and control the strategic direction and performance
of organizations.4 At its core, corporate governance is concerned with identifying ways
to ensure that strategic decisions are made effectively.5 Governance can also be thought
of as a means to establish harmony between parties (the firm’s owners and its top-level
managers) whose interests may conflict. In modern corporations—especially those in the
United States and the United Kingdom—a primary objective of corporate governance
is to ensure that the interests of top-level managers are aligned with the interests of the
shareholders. Corporate governance involves oversight in areas where owners, managers,
and members of boards of directors may have conflicts of interest. These areas include the
election of directors, the general supervision of CEO pay and more focused supervision of
director pay, and the corporation’s overall structure and strategic direction.6
Recent emphasis on corporate governance stems mainly from the failure of corporate governance mechanisms to adequately monitor and control top-level managers’
decisions. This situation results in changes in governance mechanisms in corporations
throughout the world, especially with respect to efforts intended to improve the performance of boards of directors. A second and more positive reason for this interest
comes from evidence that a well-functioning corporate governance and control system
can create a competitive advantage for an individual firm.7 Thus, in this chapter, we
describe actions designed to implement strategies that focus on monitoring and controlling mechanisms that are designed to ensure that top-level managerial actions contribute
to the firm’s strategic competitiveness and its ability to earn above-average returns.
Effective corporate governance is also of interest to nations.8 Although corporate
governance reflects company standards, it also collectively reflects country societal standards.9 As with these firms and their boards, nations that effectively govern their corporations may gain a competitive advantage over rival countries. In a range of countries,
but especially in the United States and the United Kingdom, the fundamental goal of
business organizations is to maximize shareholder value.10 Traditionally, shareholders
are treated as the firm’s key stakeholders, because they are the company’s legal owners.
The firm’s owners expect top-level managers and others influencing the corporation’s
actions (e.g., the board of directors) to make decisions that will maximize the company’s
value and, hence, the owners’ wealth.11 Research shows that national models of corporate
governance influence firms’ decisions to invest and operate in different countries.12
In the first section of this chapter, we describe the relationship that is the foundation
on which the modern corporation is built: the relationship between owners and managers.
The majority of this chapter is used to explain various mechanisms owners use to
govern managers and to ensure that they comply with their responsibility to maximize
shareholder value.
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Separation of Ownership and
Managerial Control
Historically, U.S. firms were managed by the founder-owners and their descendants.
In these cases, corporate ownership and control resided in the same persons. As firms
grew larger, “the managerial revolution led to a separation of ownership and control in
most large corporations, where control of the firm shifted from entrepreneurs to professional managers while ownership became dispersed among thousands of unorganized
stockholders who were removed from the day-to-day management of the firm.”15 These
changes created the modern public corporation, which is based on the efficient separation
of ownership and managerial control. Supporting the separation is a basic legal premise
suggesting that the primary objective of a firm’s activities is to increase the corporation’s
profit and, thereby, the financial gains of the owners (the shareholders).16
The separation of ownership and managerial control allows shareholders to purchase
stock, which entitles them to income (residual returns) from the firm’s operations after
paying expenses. This right, however, requires that they also take a risk that the firm’s
expenses may exceed its revenues. In order to manage this investment risk, shareholders
maintain a diversified portfolio by investing in several companies to reduce their overall
risk.17 The poor performance or failure of any one firm in which they invest has less overall effect on the value of the entire portfolio of investments. Thus, shareholders specialize
in managing their investment risk.
In small firms, managers often are high percentage owners, which means less separation between ownership and managerial control. In fact, in a large number of familyowned firms, ownership and managerial control are not separated. In the United States,
at least one-third of the S&P 500 firms have substantial family ownership, holding on
average about 18 percent of the outstanding equity. And family-owned firms perform
better when a member of the family is the CEO than when the CEO is an outsider.18
In many countries outside the United States, such as in Latin America, Asia, and some
European countries, family-owned firms represent the dominant form.19 The primary
purpose of most of these firms is to increase the family’s wealth, which explains why a
family CEO often is better than an outside CEO.

Chapter 10: Corporate Governance

Three internal governance mechanisms and a single external one are used in the
modern corporation. The three internal governance mechanisms we describe in this
chapter are (1) ownership concentration, represented by types of shareholders and their
different incentives to monitor managers; (2) the board of directors; and (3) executive
compensation. We then consider the market for corporate control, an external corporate governance mechanism. Essentially, this market is a set of potential owners seeking
to acquire undervalued firms and earn above-average returns on their investments by
replacing ineffective top-level management teams.13 The chapter’s focus then shifts to the
issue of international corporate governance. We briefly describe governance approaches
used in German, Japanese, and Chinese firms whose traditional governance structures
are being affected by the realities of global competition. In part, this discussion suggests
that the structures used to govern global companies in many different countries, including Germany, Japan, the United Kingdom, and the United States, as well as emerging
economies such as China and India, are becoming more, rather than less, similar. Closing
our analysis of corporate governance is a consideration of the need for these control
mechanisms to encourage and support ethical behavior in organizations.
Importantly, the mechanisms discussed in this chapter can positively influence the
governance of the modern corporation, which has placed significant responsibility and
authority in the hands of top-level managers. With multiple governance mechanisms
operating simultaneously, however, it is also possible for some of the governance mechanisms to be in conflict.14 Later, we review how these conflicts can occur.
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Family-controlled firms face at least two critical issues. First, as they grow, they may
not have access to all of the skills needed to effectively manage the firm and maximize its
returns for the family. Thus, they may need outsiders. Also, as they grow, they may need
to seek outside capital and thus give up some of the ownership. In these cases, protection
of the minority owners’ rights becomes important.20 To avoid these potential problems,
when these firms grow and become more complex, their owner-managers may contract with managerial specialists. These managers make major decisions in the owners’
firm and are compensated on the basis of their decision-making skills. As such, recent
research suggests that firms in which families own enough equity to have influence without major control tend to make the best strategic decisions.21
Without owner (shareholder) specialization in risk bearing and management specialization in decision making, a firm may be limited by the abilities of its owners to manage
and make effective strategic decisions. Thus, the separation and specialization of ownership (risk bearing) and managerial control (decision making) should produce the highest
returns for the firm’s owners.
Shareholder value is reflected by the price of the firm’s stock. As stated earlier, corporate governance mechanisms, such as the board of directors, or compensation based
on the performance of a firm is the reason that CEOs show general concern about the
firm’s stock price.

Agency Relationships

An agency
relationship exists when
one or more persons (the
principal or principals) hire
another person or persons
(the agent or agents)
as decision-making
specialists to perform a
service.
Managerial
opportunism is the
seeking of self-interest
with guile (i.e., cunning or
deceit).

The separation between owners and managers creates an agency relationship. An agency
relationship exists when one or more persons (the principal or principals) hire another
person or persons (the agent or agents) as decision-making specialists to perform a service.22 Thus, an agency relationship exists when one party delegates decision-making
responsibility to a second party for compensation (see Figure 10.1).23 In addition to
shareholders and top-level managers, other examples of agency relationships are consultants and clients and insured and insurer. Moreover, within organizations, an agency
relationship exists between managers and their employees, as well as between top level
managers and the firm’s owners.24 However, in this chapter we focus on the agency
relationship between the firm’s owners (the principals) and top-level managers (the principals’ agents) because these managers formulate and implement the firm’s strategies,
which have major effects on firm performance.25
The separation between ownership and managerial control can be problematic.
Research evidence documents a variety of agency problems in the modern corporation.26
Problems can surface because the principal and the agent have different interests and
goals, or because shareholders lack direct control of large publicly traded corporations.
Problems also arise when an agent makes decisions that result in the pursuit of goals
that conflict with those of the principals. Thus, the separation of ownership and control
potentially allows divergent interests (between principals and agents) to surface, which
can lead to managerial opportunism.
Managerial opportunism is the seeking of self-interest with guile (i.e., cunning or
deceit).27 Opportunism is both an attitude (e.g., an inclination) and a set of behaviors
(i.e., specific acts of self-interest).28 It is not possible for principals to know beforehand
which agents will or will not act opportunistically. The reputations of top level managers are an imperfect predictor, and opportunistic behavior cannot be observed until it
has occurred. Thus, principals establish governance and control mechanisms to prevent agents from acting opportunistically, even though only a few are likely to do so.
Interestingly, research suggests that when CEOs feel constrained by governance mechanisms, they are more likely to seek external advice that in turn helps them to make better
strategic decisions.29 Any time that principals delegate decision-making responsibilities
to agents, the opportunity for conflicts of interest exists. Top-level managers, for example, may make strategic decisions that maximize their personal welfare and minimize
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Figure 10.1 An Agency Relationship
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• A managerial decision-making
specialist (agent)

their personal risk.30 Decisions such as these prevent the maximization of shareholder
wealth. Decisions regarding product diversification demonstrate this alternative.

Product Diversification as an Example
of an Agency Problem
As explained in Chapter 6, a corporate-level strategy to diversify the firm’s product lines
can enhance a firm’s strategic competitiveness and increase its returns, both of which
serve the interests of shareholders and the top-level managers. However, product diversification can result in two benefits to managers that shareholders do not enjoy, so top
level managers may prefer product diversification more than shareholders do.31
First, diversification usually increases the size of a firm, and size is positively related
to executive compensation. Also, diversification increases the complexity of managing
a firm and its network of businesses, possibly requiring more pay because of this complexity.32 Thus, increased product diversification provides an opportunity for top-level
managers to increase their compensation.33
Second, product diversification and the resulting diversification of the firm’s
portfolio of businesses can reduce top-level managers’ employment risk. Managerial
employment risk is the risk of job loss, loss of compensation, and loss of managerial
reputation.34 These risks are reduced with increased diversification, because a firm and
its upper-level managers are less vulnerable to the reduction in demand associated with
a single or limited number of product lines or businesses. For example, Kellogg Co.
was almost entirely focused on breakfast cereal in 2001 when it suffered its firstever market share leadership loss to perennial number two, General Mills, Inc. Upon
appointing Carlos Gutierrez, a longtime manager at Kellogg, to the CEO position, the

company embarked on a new strategy to overcome its poor performance. A BusinessWeek
article outlined his strategy results as follows: “To drive sales, Gutierrez unveiled such
novel products as Special K snack bars, bought
cookie maker Keebler Co., and ramped up
Kellogg’s health-foods presence by snapping
up Worthington Foods Inc., a maker of soy
and vegetarian products, and cereal maker
Kashi. He pushed net earnings up 77 percent,
to $890.6 million, from 1998 to 2004, as sales
rose 42 percent, to $9.6 billion.”35 Kellogg’s revenues continued to increase to approximately
$13 billion a year in 2008, which was almost 8
percent higher than 2007.36 This is a remarkable
accomplishment during a recessionary economy. Kellogg’s diversified scope increased,
yet it was accomplished in highly related businesses that provided synergy. Through this
strategy, the CEO’s risk of job loss was substantially reduced. Recent research shows that
this type of diversification can be profitable.37
Another potential agency problem is a firm’s free cash flows over which top-level
managers have control. Free cash flows are resources remaining after the firm has
invested in all projects that have positive net present value within its current businesses.38
In anticipation of positive returns, managers may decide to invest these funds in products
that are not associated with the firm’s current lines of business to increase the firm’s level
of diversification. The managerial decision to use free cash flows to overdiversify the firm
is an example of self-serving and opportunistic managerial behavior. In contrast to managers, shareholders may prefer that free cash flows be distributed to them as dividends,
so they can control how the cash is invested.39
AP Photo/M. Spencer Green
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Figure 10.2 Manager and Shareholder Risk and Diversification
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Curve S in Figure 10.2 depicts the shareholders’ optimal level of diversification.
Owners seek the level of diversification that reduces the risk of the firm’s total failure
while simultaneously increasing the company’s value through the development of economies of scale and scope (see Chapter 6). Of the four corporate-level diversification
strategies shown in Figure 10.2, shareholders likely prefer the diversified position noted
by point A on curve S—a position that is located between the dominant business and
related-constrained diversification strategies. Of course, the optimum level of diversification owners seek varies from firm to firm.40 Factors that affect shareholders’ preferences
include the firm’s primary industry, the intensity of rivalry among competitors in that
industry, and the top management team’s experience with implementing diversification
strategies and its effects on other firm strategies, such as its entry into international
markets (see Chapter 8).41
As do principals, top level managers—as agents—also seek an optimal level of diversification. Declining performance resulting from too much product diversification
increases the probability that corporate control of the firm will be acquired in the market.
After a firm is acquired, the employment risk for the firm’s top-level managers increases
substantially. Furthermore, a manager’s employment opportunities in the external managerial labor market (discussed in Chapter 12) are affected negatively by a firm’s poor performance. Therefore, top level managers prefer diversification, but not to a point that it
increases their employment risk and reduces their employment opportunities.42 Curve M
in Figure 10.2 shows that top level managers prefer higher levels of product diversification than do shareholders. Top-level managers might prefer the level of diversification
shown by point B on curve M.
In general, shareholders prefer riskier strategies and more focused diversification.
They reduce their risk through holding a diversified portfolio of equity investments.
Alternatively, managers cannot balance their employment risk by working for a diverse
portfolio of firms, and therefore, may prefer a level of diversification that maximizes firm
size and their compensation while also reducing their employment risk. Product diversification, therefore, is a potential agency problem that could result in principals incurring
costs to control their agents’ behaviors.

Agency Costs and Governance Mechanisms
The potential conflict illustrated by Figure 10.2, coupled with the fact that principals
cannot easily predict which managers might act opportunistically, demonstrates why
principals establish governance mechanisms. However, the firm incurs costs when it
uses one or more governance mechanisms. Agency costs are the sum of incentive costs,
monitoring costs, enforcement costs, and individual financial losses incurred by principals because governance mechanisms cannot guarantee total compliance by the agent.
If a firm is diversified, governance costs increase because it is more difficult to monitor
what is going on inside the firm.43
In general, managerial interests may prevail when governance mechanisms are weak;
this is exemplified in situations where managers have a significant amount of autonomy
to make strategic decisions. If, however, the board of directors controls managerial autonomy, or if other strong governance mechanisms are used, the firm’s strategies should better reflect the interests of the shareholders. More recently, governance observers have been
concerned about more egregious behavior beyond inefficient corporate strategy.
Due to fraudulent behavior such as that found at Enron and WorldCom, concerns
regarding corporate governance continue to grow. In 2002, the U.S. Congress enacted
the Sarbanes-Oxley (SOX) Act, which increased the intensity of corporate governance
mechanisms.44 Furthermore, the serious problems experienced in the financial services industry are likely the result of poor governance and top-level managers making
very bad strategic decisions. In fact, the bonuses paid to Merrill Lynch executives after
extremely poor performance (described in the Opening Case) likely reflect managerial
opportunism.

Agency costs are
the sum of incentive
costs, monitoring
costs, enforcement
costs, and individual
financial losses
incurred by principals
because governance
mechanisms cannot
guarantee total
compliance by the
agent.
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While the implementation of the Sarbanes-Oxley Act in 2002 has been controversial to some, most believe that the results of it have been generally positive. Section 404
of SOX, which prescribes significant transparency improvement on internal controls
associated with accounting and auditing, has arguably improved the internal auditing
scrutiny and thereby trust in such financial reporting. A recent study indicated that internal controls associated with Section 404 increased shareholder value.45 However, some
argue that the Act, especially Section 404, creates excessive costs for firms. In addition,
a decrease in foreign firms listing on U.S. stock exchanges occurred at the same time as
listing on foreign exchanges increased. In part, this shift may be due to the costs associated with listing on U.S. exchanges associated with requirements of SOX.
More intensive application of governance mechanisms may produce significant
changes in strategies. For example, because of more intense governance, firms may take
on fewer risky projects and thus decrease potential shareholder wealth. Next, we explain
the effects of different governance mechanisms on the decisions managers make about
the choice and the use of the firm’s strategies.

Ownership Concentration

Both the number of largeblock shareholders and
the total percentage of
shares they own define
ownership concentration.
Large-block
shareholders typically
own at least 5 percent
of a corporation’s issued
shares.

Both the number of large-block shareholders and the total percentage of shares they
own define ownership concentration. Large-block shareholders typically own at least
5 percent of a corporation’s issued shares. Ownership concentration as a governance
mechanism has received considerable interest because large-block shareholders are
increasingly active in their demands that corporations adopt effective governance
mechanisms to control managerial decisions.46
In general, diffuse ownership (a large number of shareholders with small holdings
and few, if any, large-block shareholders) produces weak monitoring of managers’ decisions. For example, diffuse ownership makes it difficult for owners to effectively coordinate their actions. Diversification of the firm’s product lines beyond the shareholders’
optimum level can result from ineffective monitoring of managers’ decisions. Higher
levels of monitoring could encourage managers to avoid strategic decisions that harm
shareholder value. In fact, research evidence shows that ownership concentration is associated with lower levels of firm product diversification.47 Thus, with high degrees of ownership concentration, the probability is greater that managers’ strategic decisions will be
designed to maximize shareholder value.48
As noted, such concentration of ownership has an influence on strategies and firm
value, mostly positive but perhaps not in all cases. For example, when large shareholders have a high degree of wealth, they have power relative to minority shareholders in
extracting wealth from the firm, especially when they are in managerial positions. The
importance of boards of directors in mitigating expropriation of minority shareholder
value has been found in firms with strong family ownership wherein family members
have incentive to appropriate shareholder wealth, especially in the second generation
after the founder has departed.49 Such expropriation is often found in countries such as
Korea where minority shareholder rights are not as protected as they are in the United
States.50 However, in the United States much of the ownership concentration has come
from increasing equity ownership by institutional investors.

The Growing Influence of Institutional Owners
A classic work published in the 1930s argued that the “modern” corporation was characterized by a separation of ownership and control.51 The change occurred primarily
because growth prevented founders-owners from maintaining their dual positions in their
increasingly complex companies. More recently, another shift has occurred: Ownership
of many modern corporations is now concentrated in the hands of institutional investors
rather than individual shareholders.52
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Institutional owners are financial institutions such as stock mutual funds and pension funds that control large-block shareholder positions. Because of their prominent
ownership positions, institutional owners, as large-block shareholders, are a powerful
governance mechanism. Institutions of these types now own more than 60 percent of
the stock in large U.S. corporations. Pension funds alone control at least one-half of
corporate equity.53
These ownership percentages suggest that as investors, institutional owners have
both the size and the incentive to discipline ineffective top-level managers and can significantly influence a firm’s choice of strategies and overall strategic decisions.54 Research
evidence indicates that institutional and other large-block shareholders are becoming
more active in their efforts to influence a corporation’s strategic decisions, unless they
have a business relationship with the firm. Initially, these shareholder activists and institutional investors concentrated on the performance and accountability of CEOs and
contributed to the dismissal of a number of them. They often target the actions of boards
more directly via proxy vote proposals that are intended to give shareholders more decision rights because they believe board processes have been ineffective.55 In fact, a new
rule recently proposed and approved by the U.S. Securities and Exchange Commission
allows large shareholders (owning 1 to 5 percent of a company’s stock) to nominate up
to 25 percent of a company’s board of directors.56
For example, CalPERS provides retirement and health coverage to more than 1.3
million current and retired public employees. At the end of 2008, it was the largest
public employee pension fund in the United States, but the economic crisis caused its
total assets to decrease by approximately 30 percent.57 Still, CalPERS is respected and
even feared in some companies’ boardrooms. It is generally thought to act aggressively
to promote governance decisions and actions that it believes will enhance shareholder
value in companies in which it invests. For instance, CalPERS places five or so companies on its “Focus List” each year. This type of public acknowledgement may influence the board of directors and top-level managers to take action, which in turn often
increases the firm’s shareholder value. For example, the CalPERS focus list for 2009 had
four firms on it led by Eli Lilly.58 The largest institutional investor, TIAA-CREF, has
taken actions similar to those of CalPERS, but with a less publicly aggressive stance.
To date, research suggests that institutional activism may not have a strong effect on
firm performance, but that its influence may be indirect through its effects on important strategic decisions, such as those concerned with international diversification and
innovation.59 With the increased intensity of governance associated with the passage of
the SOX Act and the latest economic crisis largely created by poor strategic decisions
in the financial services industry, institutional investors and other groups have been
emboldened in their activism.

Board of Directors
Typically, shareholders monitor the managerial decisions and actions of a firm through
the board of directors. Shareholders elect members to their firm’s board. Those who are
elected are expected to oversee managers and to ensure that the corporation is operated in ways that will maximize its shareholders’ wealth. Even with large institutional
investors having major equity ownership in U.S. firms, diffuse ownership continues to
exist in most firms, which means that in large corporations, monitoring and control of
managers by individual shareholders is limited. Furthermore, large financial institutions,
such as banks, are prevented from directly owning stock in firms and from having representatives on companies’ boards of directors, although this restriction is not the case
in Europe and elsewhere.60 These conditions highlight the importance of the board of
directors for corporate governance. Unfortunately, over time, boards of directors have
not been highly effective in monitoring and controlling top management’s actions.61

Institutional owners are
financial institutions such
as stock mutual funds and
pension funds that control
large-block shareholder
positions.
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Given the recent problems with top-level managers making less than ethical decisions,
boards are experiencing increasing pressure from shareholders, lawmakers, and regulators to become more forceful in their oversight role to prevent inappropriate actions
by top-level managers. Furthermore, boards not only serve a monitoring role, but they
also provide resources to firms. These resources include their personal knowledge and
expertise as well as their access to resources of other firms through their external contacts and relationships.62
The board of directors is a group of elected individuals whose primary responsibility is to act in the owners’ best interests by formally monitoring and controlling the
corporation’s top-level managers.63 Boards have the power to direct the affairs of the
organization, punish and reward managers, and protect shareholders’ rights and interests. Thus, an appropriately structured and effective board of directors protects owners
from managerial opportunism such as that found at Enron and WorldCom and at financial services firms including AIG and Merrill Lynch, where shareholders and employees
encountered significant losses. Board members are seen as stewards of their company’s
resources, and the way they carry out these responsibilities affects the society in which
their firm operates. For instance, research suggests that better governance produces more
effective strategic decisions, which lead to higher firm performance.64
Generally, board members (often called directors) are classified into one of three
groups (see Table 10.1). Insiders are active top-level managers in the corporation who are
elected to the board because they are a source of information about the firm’s day-to-day
operations.65 Related outsiders have some relationship with the firm, contractual or otherwise, that may create questions about their independence, but these individuals are
not involved with the corporation’s day-to-day activities. Outsiders provide independent
counsel to the firm and may hold top-level managerial positions in other companies or
may have been elected to the board prior to the beginning of the current CEO’s tenure.66
Historically, boards of directors were primarily dominated by inside managers. A
widely accepted view is that a board with a significant percentage of its membership
from the firm’s top-level managers provides relatively weak monitoring and control
of managerial decisions.67 Managers have sometimes used their power to select and
compensate directors and exploit their personal ties with them. In response to the SEC’s
proposal to require audit committees to be composed of outside directors, in 1984, the
New York Stock Exchange implemented a rule requiring outside directors to head the
audit committee. Subsequently, other rules required important committees such as the
compensation committee and the nomination committee to be headed by independent
outside directors.68 These other requirements were instituted after the Sarbanes-Oxley
Act was passed, and policies of the New York Stock Exchange now require companies
to maintain boards of directors that are composed of a majority of outside independent
directors and to maintain full independent audit committees. Thus, corporate governance
is becoming more intense especially with the oversight of the board of directors.

Table 10.1 Classifications of Board of Director Members
Insiders
• The firm’s CEO and other top-level managers
The board of directors
is a group of elected
individuals whose primary
responsibility is to act
in the owners’ interests
by formally monitoring
and controlling the
corporation’s top-level
managers.

Related outsiders
• Individuals not involved with the firm’s day-to-day operations, but who have a relationship
with the company
Outsiders
• Individuals who are independent of the firm in terms of day-to-day operations and other
relationships

295

Enhancing the Effectiveness of
the Board of Directors
As explained in the Strategic Focus, because of the importance of boards of directors in
corporate governance and as a result of increased scrutiny from shareholders—in particular, large institutional investors—the performances of individual board members and
of entire boards are being evaluated more formally and with greater intensity.76 Given
the demand for greater accountability and improved performance, many boards have
initiated voluntary changes (e.g., those described at Borders and EasyJet). Among these
changes are (1) increases in the diversity of the backgrounds of board members (e.g., a
greater number of directors from public service, academic, and scientific settings; a greater
percentage of ethnic minorities and women; and members from different countries on
boards of U.S. firms), (2) the strengthening of internal management and accounting control systems, and (3) the establishment and consistent use of formal processes to evaluate
the board’s performance.77 Additional changes include (4) the creation of a “lead director”
role that has strong powers with regard to the board agenda and oversight of non-management board member activities, and (5) modification of the compensation of directors,
especially reducing or eliminating stock options as a part of the package.
Boards are increasingly involved in the strategic decision-making process, so they
must work collaboratively. Some argue that improving the processes used by boards to
make decisions and monitor managers and firm outcomes is important for board effectiveness.78 Moreover, because of the increased pressure from owners and the potential
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Critics advocate reforms to ensure that independent outside directors represent
a significant majority of the total membership of a board, which research suggests has
been accomplished.69 On the other hand, others argue that having outside directors is
not enough to resolve the problems; it depends on the power of the CEO. One proposal
to reduce the power of the CEO is to separate the chairperson’s role and the CEO’s role
on the board so that the same person does not hold both positions.70 Yet, having a board
that actively monitors top executive decisions and actions does not ensure high performance. The value that the directors bring to the company also influences the outcomes.
For example, boards with members having significant relevant experience and knowledge
are the most likely to help the firm formulate effective strategies and to implement them
successfully.71
Alternatively, having a large number of outside board members can also create
some problems. Outsiders do not have contact with the firm’s day-to-day operations
and typically do not have easy access to the level of information about managers and
their skills that is required to effectively evaluate managerial decisions and initiatives.72
Outsiders can, however, obtain valuable information through frequent interactions
with inside board members, during board meetings, and otherwise. Insiders possess
such information by virtue of their organizational positions. Thus, boards with a critical mass of insiders typically are better informed about intended strategic initiatives,
the reasons for the initiatives, and the outcomes expected from them.73 Without this
type of information, outsider-dominated boards may emphasize the use of financial, as
opposed to strategic, controls to gather performance information to evaluate managers’
and business units’ performances. A virtually exclusive reliance on financial evaluations shifts risk to top-level managers, who, in turn, may make decisions to maximize
their interests and reduce their employment risk. Reductions in R&D investments,
additional diversification of the firm, and the pursuit of greater levels of compensation
are some of the results of managers’ actions to achieve financial goals set by outsiderdominated boards.74 Additionally, boards can make mistakes in CEO succession decisions because of the lack of important information about candidates as well as specific
needs of the firm. As you would expect, knowledgeable and balanced boards are likely
to be the most effective over time.75

WHERE HAVE ALL THE
GOOD DIRECTORS GONE?
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The global economic crisis, largely the result of
extremely poor strategic decisions made by
top-level managers in the financial services
industry, laid bare the holes in the U.S. corporate governance system. In particular, the
crisis showed that many boards of directors were very weak. In the early 2000s, boards
of directors suffered significant criticism for the failures in monitoring executive actions at
Enron, Tyco, WorldCom, and other companies. With more recent failures, boards are now
experiencing substantial public animosity. Many people do not understand how top-level
managers were allowed to take the extreme risks that have melted away corporate value
when the debt became too heavy for most of the firms.
The weakness of corporate boards is exemplified by the fact that the President of the
United States had to fire a highly ineffective CEO because the board of General Motors had
failed to act in recent years.
As a result of the economic meltdown, the obviously poor strategic decisions leading to it,
and the inability of previous boards to prevent the problems, many boards are now changing.
Old board members are resigning or being replaced and many new members are joining
boards. For example, in 2009, Citigroup, one of the major contributors to the problems in the
financial services industry, nominated four new independent directors. Boardroom shakeups
are also occurring outside of the financial services industry. For example, EasyJet announced
that it had appointed a new chairman of its board to replace the current chairman, Colin
Chandler. The new chairman, Michael Rake, formerly headed the BT Group.
In an industry challenged by technology
developments and the recession, Borders has
suffered the most. Its poor financial results are the
outcome of its inability to keep pace. Thus, in 2009,
Borders made major changes in the top management
team and announced that seven of its ten directors
were departing. Only five of them will be replaced,
thereby shrinking the number of members on the
board to eight. The former executive team and board
tried unsuccessfully to sell the firm. The new team will
focus on restructuring the firm.
Interestingly, research suggests that smaller
boards are more effective in governing companies
than are larger boards. Thus, Borders’ decision to
downsize its board may be a good one. Changes are
being made in the processes used by many boards
Rick Wagoner is the former CEO of GM,
in order to improve their monitoring function. These
who was asked to resign by President
changes extend to the balance of independent
Obama.
and inside members, renewed emphasis on audit
and compensation committees, and ensuring that
outside board members spend an adequate amount of time on board business so that they
can make informed decisions. Furthermore, there are other moves afoot to change the
governance practices in firms. These include new rules and a renewed scrutiny by the U.S.
Securities and Exchange Commission and other governmental agencies. In addition, the
chairman of the Financial Reporting Council in the United Kingdom announced a complete
review of the Combined Code, a template of corporate governance used by investors and

listed companies. In fact, the code is commonly used by institutional investors to evaluate
the boards of companies. In addition, the Institute of Company Secretaries announced plans
to strengthen the norms for corporate governance practices in India.
Sources: J. A. Trachtenberg, 2009, Borders plans to install new board, Wall Street Journal, http://www.wsj.com, April 16; K.
Shwiff, 2009, Egan-Jones urges vote against Citi directors, Wall Street Journal, http://www.wsj.com, April 13; J. Espinoza,
2009, EasyJet shakes up boardroom, Forbes, http://www.forbes.com, April 6; 2009, ICSI plans governance norms, Business
Standard, http://www.business-standard.com, April 5; D. Serchuk, 2009, Where are Wall Street’s directors? Forbes, http://
www.forbes.com, March 31; M. Costello, 2009, New boardroom code to “draw on lessons” from bank crisis, The Times,
http://www.business.timesonline.co.uk, March 18; 2009, Directors under fire, Stuff, http://www.stuff.co.nz, March 10.

conflict among board members, procedures are necessary to help boards function effectively in facilitating the strategic decision-making process.
Increasingly, outside directors are being required to own significant equity stakes as
a prerequisite to holding a board seat. In fact, some research suggests that firms perform
better if outside directors have such a stake; the trend is toward higher pay for directors
with more stock ownership, but with fewer stock options.79 However, other research
suggests that too much ownership can lead to lower independence for board members.80
In addition, other research suggests that diverse boards help firms make more effective
strategic decisions and perform better over time.81 Although questions remain about
whether more independent and diverse boards enhance board effectiveness, the trends
for greater independence and increasing diversity among board members are likely to
continue. Clearly, the corporate failures in the first decade of the 21st century suggest the
need for more effective boards.

Executive Compensation
As the Opening Case illustrates, the compensation of top-level managers, and especially
of CEOs, generates a great deal of interest and strongly held opinions. One reason for
this widespread interest can be traced to a natural curiosity about extremes and excesses.
For example, the Los Angeles Times reported that “CEO compensation tripled from 1990
to 2004, rising at more than three times the rate of corporate earnings. CEOs at 11 of
the largest U.S. companies received $865 million in a five-year period while presiding
over losses in shareholder value.”82 As stated in the Opening Case, the ten highest-paid
executives in 2008, during a strong recession, earned an average of $47.22 million. Some
consider this excessive pay, especially for those whose firms suffered net losses during
this year, because most firms lost market value in 2008. Another stems from a more
substantive view that CEO pay is tied in an indirect but tangible way to the fundamental
governance processes in large corporations. Some believe that while highly paid, CEOs
are not overpaid.83 Others argue that not only are they highly paid, they are overpaid.
These critics are especially concerned that compensation is not as strongly related to
performance as some believe.84
Executive compensation is a governance mechanism that seeks to align the interests of managers and owners through salaries, bonuses, and long-term incentive compensation, such as stock awards and options.85 Long-term incentive plans have become
a critical part of compensation packages in U.S. firms. The use of longer-term pay theoretically helps firms cope with or avoid potential agency problems by linking managerial
wealth to the wealth of common shareholders.86
Sometimes the use of a long-term incentive plan prevents major stockholders (e.g.,
institutional investors) from pressing for changes in the composition of the board of directors, because they assume the long-term incentives will ensure that top executives will
act in shareholders’ best interests. Alternatively, stockholders largely assume that topexecutive pay and the performance of a firm are more closely aligned when firms have
boards that are dominated by outside members. However, research shows that fraudulent
behavior can be associated with stock option incentives, such as earnings manipulation.87
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Effectively using executive compensation as a governance mechanism is particularly
challenging to firms implementing international strategies. For example, the interests
of owners of multinational corporations may be best served by less uniformity among
the firm’s foreign subsidiaries’ compensation plans.88 Developing an array of unique
compensation plans requires additional monitoring and increases the firm’s potential
agency costs. Importantly, levels of pay vary by regions of the world. For example,
managerial pay is highest in the United States and much lower in Asia. Compensation
is lower in India partly because many of the largest firms have strong family ownership
and control.89 As corporations acquire firms in other countries, the managerial compensation puzzle for boards becomes more complex and may cause additional governance
problems.90

The Effectiveness of Executive Compensation
Executive compensation—especially long-term incentive compensation—is complicated
for several reasons. First, the strategic decisions made by top-level managers are typically complex and nonroutine, so direct supervision of executives is inappropriate for
judging the quality of their decisions. The result is a tendency to link the compensation
of top-level managers to measurable outcomes, such as the firm’s financial performance. Second, an executive’s decision often affects a firm’s financial outcomes over
an extended period, making it difficult to assess the effect of current decisions on the
corporation’s performance. In fact, strategic decisions are more likely to have long-term,
rather than short-term, effects on a company’s strategic outcomes. Third, a number
of other factors affect a firm’s performance besides top-level managerial decisions and
behavior. Unpredictable economic, social, or legal changes (see Chapter 2) make it difficult to identify the effects of strategic decisions. Thus, although performance-based
compensation may provide incentives to top management teams to make decisions that
best serve shareholders’ interests, such compensation plans alone cannot fully control
managers. Still, incentive compensation represents a significant portion of many executives’ total pay.
Although incentive compensation plans may increase the value of a firm in line
with shareholder expectations, such plans are subject to managerial manipulation.91
Additionally, annual bonuses may provide incentives to pursue short-run objectives at
the expense of the firm’s long-term interests. Although long-term, performance-based
incentives may reduce the temptation to under-invest in the short run, they increase
executive exposure to risks associated with uncontrollable events, such as market fluctuations and industry decline. The longer term the focus of incentive compensation,
the greater are the long-term risks borne by top-level managers. Also, because longterm incentives tie a manager’s overall wealth to the firm in a way that is inflexible,
such incentives and ownership may not be valued as highly by a manager as by outside
investors who have the opportunity to diversify their wealth in a number of other
financial investments.92 Thus, firms may have to overcompensate for managers using
long-term incentives.
Even though some stock option–based compensation plans are well designed with
option strike prices substantially higher than current stock prices, some have been
designed with the primary purpose of giving executives more compensation. Research of
stock option repricing where the strike price value of the option has been lowered from
its original position suggests that action is taken more frequently in high-risk situations.93
However, repricing also happens when firm performance is poor, to restore the incentive
effect for the option. Evidence also suggests that politics are often involved, which has
resulted in “option backdating.”94 While this evidence shows that no internal governance
mechanism is perfect, some compensation plans accomplish their purpose. For example,
recent research suggests that long-term pay designed to encourage managers to be environmentally friendly has been linked to higher success in preventing pollution.95
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Stock options became highly popular as a means of compensating top executives and
linking pay with performance, but they also have become controversial of late as indicated in the Opening Case. Because all internal governance mechanisms are imperfect,
external mechanisms are also needed. One such governance device is the market for
corporate control.

Market for Corporate Control
The market for corporate control is an external governance mechanism that becomes
active when a firm’s internal controls fail.96 The market for corporate control is composed of individuals and firms that buy ownership positions in or take over potentially
undervalued corporations so they can form new divisions in established diversified companies or merge two previously separate firms. Because the undervalued firm’s top-level
managers are assumed to be responsible for formulating and implementing the strategy
that led to poor performance, they are usually replaced. Thus, when the market for corporate control operates effectively, it ensures that managers who are ineffective or act
opportunistically are disciplined.97
The takeover market as a source of external discipline is used only when internal governance mechanisms are relatively weak and have proven to be ineffective. Alternatively,
other research suggests that the rationale for takeovers as a corporate governance strategy is not as strong as the rationale for takeovers as an ownership investment in target
candidates where the firm is performing well and does not need discipline.98 A study of
active corporate raiders in the 1980s showed that takeover attempts often were focused
on above-average performance firms in an industry.99 Taken together, this research suggests that takeover targets are not always low performers with weak governance. As such,
the market for corporate control may not be as efficient as a governance device as theory
suggests.100 At the very least, internal governance controls are much more precise relative
to this external control mechanism.
Hedge funds have become a source of activist investors as noted in Chapter 7. An
enormous amount of money has been invested in hedge funds, and because it is significantly more difficult to gain high returns in the market, hedge funds turned to activism.
Likewise in a competitive environment characterized by a greater willingness on part of
investors to hold underperforming managers accountable, hedge funds have been given
license for increased activity.101 Traditionally, hedge funds are a portfolio of stocks or
bonds, or both, managed by an individual or a team on behalf of a large number of investors. Activism allows them to influence the market by taking a large position in seeking
to drive the stock price up in a short period of time and then sell. Most hedge funds have
been unregulated relative to the Securities and Exchange Commission because they represent a set of private investors. However, the recent economic crisis has increased the
scrutiny of hedge funds’ actions by government regulatory bodies.
Although the market for corporate control may be a blunt instrument for corporate
governance, the takeover market continues to be active even in the economic crisis. In
fact, the more intense governance environment has fostered an increasingly active takeover market. Certainly, the government has played a highly active role in the acquisitions
of major U.S. financial institutions (e.g., Merrill Lynch’s acquisition by Bank of America).
Target firms earn a substantial premium over the acquiring firm.102 At the same time,
managers who have ownership positions or stock options are likely to gain in making a
transaction with an acquiring firm. Even more evidence indicates that this type of gain
may be the case, given the increasing number of firms that have golden parachutes that
allow up to three years of additional compensation plus other incentives if a firm is taken
over. These compensation contracts reduce the risk for managers if a firm is taken over.
Private equity firms often seek to obtain a lower price in the market through initiating
friendly takeover deals. The target firm’s top-level managers may be amenable to such

The market for corporate
control is an external
governance mechanism
that becomes active
when a firm’s internal
controls fail.

Merrill Lynch’s acquisition by Bank of America
has not been without
controversy, including
the awarding of large
bonuses to Merrill
Lynch managers after
the acquisition despite
enormous losses.

“friendly” deals because not only do they get the payout through a golden parachute, but
at their next firm they may get a “golden hello” as a signing bonus to work for the new
firm.103 Golden parachutes help them leave, but “golden hellos are increasingly needed
to get them in the door” of the next firm.104 Although the 1980s had more defenses put
up against hostile takeovers, the more recent environment has been much friendlier.
However, the recent economic crisis has led to significant criticism of golden parachutes,
especially for executives of poorly performing firms. For example, there was significant
criticism of the large bonuses paid to Merrill Lynch managers after the acquisition by
Bank of America. This is because of the huge loss suffered by Merrill Lynch because of
poor strategic decisions executed by these managers. Furthermore, there were issues with
AIG, which received billions of dollars in government support to stay afloat yet paid huge
managerial bonuses. As a result of the criticism, the firm cancelled its $10 million golden
parachute for its departing CFO, Steven Bensinger.105
The market for corporate control governance mechanisms should be triggered by a
firm’s poor performance relative to industry competitors. A firm’s poor performance,
often demonstrated by the firm’s below-average returns, is an indicator that internal
governance mechanisms have failed; that is, their use did not result in managerial decisions that maximized shareholder value. Yet, although these acquisitions often involve
highly underperforming firms and the changes needed may appear obvious, there are no
guarantees of success. The acquired firm’s assets still must be integrated effectively into
the acquiring firm’s operation to earn positive returns from the takeover. Also, integration is an exceedingly complex challenge.106 Even active acquirers often fail to earn positive returns from some of their acquisitions, but some acquirers are successful and earn
significant returns from the assets they acquire.107
Target firm managers and members of the boards of directors are commonly sensitive about hostile takeover bids. It frequently means that they have not done an effective
job in managing the company. If they accept the offer, they are likely to lose their jobs;
the acquiring firm will insert its own management. If they reject the offer and fend off
the takeover attempt, they must improve the performance of the firm or risk losing their
jobs as well.108

Managerial Defense Tactics
Hostile takeovers are the major activity in the market for corporate control governance
mechanism. Not all hostile takeovers are prompted by poorly performing targets, and
firms targeted for hostile takeovers may use multiple defense tactics to fend off the takeover attempt. Historically, the increased use of the
market for corporate control has enhanced the
sophistication and variety of managerial defense
tactics that are used in takeovers. The market for
corporate control tends to increase risk for managers. As a result, managerial pay is often augmented
indirectly through golden parachutes (wherein, a
CEO can receive up to three years’ salary if his or
her firm is taken over). Golden parachutes, similar
to most other defense tactics, are controversial.
Among other outcomes, takeover defenses
increase the costs of mounting a takeover, causing the incumbent management to become
entrenched while reducing the chances of introducing a new management team.109 One takeover
defense is traditionally known as a “poison pill.”
This defense mechanism usually allows shareholders (other than the acquirer) to convert “shareholders’ rights” into a large number of common shares if anyone acquires
James Leynse/Documentary Value/CORBIS
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more than a set amount of the target’s stock (typically 10 to 20 percent). This move
dilutes the percentage of shares that the acquiring firm must purchase at a premium
and in effect raises the cost of the deal for the acquiring firm.
Table 10.2 lists a number of additional takeover defense strategies. Some defense tactics necessitate only changes in the financial structure of the firm, such as repurchasing
shares of the firm’s outstanding stock.110 Some tactics (e.g., reincorporation of the firm
in another state) require shareholder approval, but the greenmail tactic, wherein money
is used to repurchase stock from a corporate raider to avoid the takeover of the firm,
does not. Some firms use rotating board member elections as a defense tactic where only
one third of members are up for reelection each year. Research shows that this results in
managerial entrenchment and reduced vulnerability to hostile takeovers.111
Most institutional investors oppose the use of defense tactics. TIAA-CREF and
CalPERS have taken actions to have several firms’ poison pills eliminated. Many institutional investors also oppose severance packages (golden parachutes), and the opposition
is growing significantly in Europe as well.112 However, as previously noted, an advantage
to severance packages is that they may encourage top level managers to accept takeover
bids that are attractive to shareholders.113 Alternatively, recent research has shown that
the use of takeover defenses reduces pressure experienced by managers for short-term
performance gains. As such, managers engage in longer-term strategies and pay more

Table 10.2 Hostile Takeover Defense Strategies
Defense strategy

Category

Popularity
among firms

Effectiveness
as a defense

Stockholder
wealth effects

Poison pill Preferred stock in the merged firm offered to
shareholders at a highly attractive rate of exchange.

Preventive

High

High

Positive

Corporate charter amendment An amendment to
stagger the elections of members to the board of directors
of the attacked firm so that all are not elected during
the same year, which prevents a bidder from installing a
completely new board in the same year.

Preventive

Medium

Very low

Negative

Golden parachute Lump-sum payments of cash that are
distributed to a select group of senior executives when the
firm is acquired in a takeover bid.

Preventive

Medium

Low

Negligible

Litigation Lawsuits that help a target company stall
hostile attacks; areas may include antitrust, fraud,
inadequate disclosure.

Reactive

Medium

Low

Positive

Greenmail The repurchase of shares of stock that have
been acquired by the aggressor at a premium in exchange
for an agreement that the aggressor will no longer target
the company for takeover.

Reactive

Very low

Medium

Negative

Standstill agreement Contract between the parties in
which the pursuer agrees not to acquire any more stock of
the target firm for a specified period of time in exchange
for the firm paying the pursuer a fee.

Reactive

Low

Low

Negative

Capital structure change Dilution of stock, making it
more costly for a bidder to acquire; may include employee
stock option plans (ESOPs), recapitalization, new debt,
stock selling, share buybacks.

Reactive

Medium

Medium

Inconclusive

Source: J. A. Pearce II & R. B. Robinson, Jr., 2004, Hostile takeover defenses that maximize shareholder wealth, Business Horizons, 47(5): 15–24.
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attention to the firm’s stakeholders. When they do this, the firm’s market value increases,
which rewards the shareholders.114
A potential problem with the market for corporate control is that it may not be
totally efficient. A study of several of the most active corporate raiders in the 1980s
showed that approximately 50 percent of their takeover attempts targeted firms with
above-average performance in their industry—corporations that were neither undervalued nor poorly managed.115 The targeting of high-performance businesses may lead
to acquisitions at premium prices and to decisions by managers of the targeted firm to
establish what may prove to be costly takeover defense tactics to protect their corporate
positions.116
Although the market for corporate control lacks the precision of internal governance
mechanisms, the fear of acquisition and influence by corporate raiders is an effective
constraint on the managerial-growth motive. The market for corporate control has been
responsible for significant changes in many firms’ strategies and, when used appropriately, has served shareholders’ interests. But this market and other means of corporate
governance vary by region of the world and by country. Accordingly, we next address the
topic of international corporate governance.

International Corporate Governance
Understanding the corporate governance structure of the United Kingdom and the
United States is inadequate for a multinational firm in the current global economy.117
The stability associated with German and Japanese governance structures has historically
been viewed as an asset, but the governance systems in these countries are changing,
similar to other parts of the world. The importance of these changes has been heightened
by the global economic crisis.118 These changes are partly the result of multinational
firms operating in many different countries and attempting to develop a more global
governance system.119 Although the similarity among national governance systems is
increasing, significant differences remain evident, and firms employing an international
strategy must understand these differences in order to operate effectively in different
international markets.120

Corporate Governance in Germany and Japan
In many private German firms, the owner and manager may still be the same individual. In these instances, agency problems are not present.121 Even in publicly traded
German corporations, a single shareholder is often dominant. Thus, the concentration
of ownership is an important means of corporate governance in Germany, as it is in
the United States.122
Historically, banks occupied the center of the German corporate governance structure, as is also the case in many other European countries, such as Italy and France. As
lenders, banks become major shareholders when companies they financed earlier seek
funding on the stock market or default on loans. Although the stakes are usually less
than 10 percent, banks can hold a single ownership position up to but not exceeding
15 percent of the bank’s capital. Shareholders can tell the banks how to vote their ownership position, they generally do not do so. The banks monitor and control managers,
both as lenders and as shareholders, by electing representatives to supervisory boards.
German firms with more than 2,000 employees are required to have a two-tiered
board structure that places the responsibility for monitoring and controlling managerial
(or supervisory) decisions and actions in the hands of a separate group.123 All the
functions of strategy and management are the responsibility of the management board
(the Vorstand), but appointment to the Vorstand is the responsibility of the supervisory
tier (the Aufsichtsrat). Employees, union members, and shareholders appoint members
to the Aufsichtsrat. Proponents of the German structure suggest that it helps prevent
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Corporate Governance in China
Corporate governance in China has changed dramatically in the past decade, as has the
privatization of business and the development of the equity market. The stock markets
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corporate wrongdoing and rash decisions by “dictatorial CEOs.” However, critics
maintain that it slows decision making and often ties a CEO’s hands. The corporate
governance framework in Germany has made it difficult to restructure companies as
quickly as can be done in the United States when performance suffers. Because of the role
of local government (through the board structure) and the power of banks in Germany’s
corporate governance structure, private shareholders rarely have major ownership
positions in German firms. Large institutional investors, such as pension funds and
insurance companies, are also relatively insignificant owners of corporate stock. Thus, at
least historically, German executives generally have not been dedicated to the maximization of shareholder value that occurs in many countries.124
However, corporate governance in Germany is changing, at least partially, because of
the increasing globalization of business. Many German firms are beginning to gravitate
toward the U.S. system. Recent research suggests that the traditional system produced
some agency costs because of a lack of external ownership power. Interestingly, German
firms with listings on the U.S. stock exchange have increasingly adopted executive stock
option compensation as a long-term incentive pay policy.125
Attitudes toward corporate governance in Japan are affected by the concepts of obligation, family, and consensus.126 In Japan, an obligation “may be to return a service for one
rendered or it may derive from a more general relationship, for example, to one’s family
or old alumni, or one’s company (or Ministry), or the country. This sense of particular
obligation is common elsewhere but it feels stronger in Japan.”127 As part of a company
family, individuals are members of a unit that envelops their lives; families command the
attention and allegiance of parties throughout corporations. Moreover, a keiretsu (a group
of firms tied together by cross-shareholdings) is more than an economic concept; it, too,
is a family. Consensus, an important influence in Japanese corporate governance, calls for
the expenditure of significant amounts of energy to win the hearts and minds of people
whenever possible, as opposed to top executives issuing edicts.128 Consensus is highly
valued, even when it results in a slow and cumbersome decision-making process.
As in Germany, banks in Japan play an important role in financing and monitoring
large public firms.129 The bank owning the largest share of stocks and the largest amount
of debt—the main bank—has the closest relationship with the company’s top executives.
The main bank provides financial advice to the firm and also closely monitors managers.
Thus, Japan has a bank-based financial and corporate governance structure, whereas the
United States has a market-based financial and governance structure.130
Aside from lending money, a Japanese bank can hold up to 5 percent of a firm’s total
stock; a group of related financial institutions can hold up to 40 percent. In many cases,
main-bank relationships are part of a horizontal keiretsu. A keiretsu firm usually owns less
than 2 percent of any other member firm; however, each company typically has a stake of
that size in every firm in the keiretsu. As a result, somewhere between 30 and 90 percent
of a firm is owned by other members of the keiretsu. Thus, a keiretsu is a system of relationship investments.
As is the case in Germany, Japan’s structure of corporate governance is changing. For
example, because of Japanese banks’ continuing development as economic organizations,
their role in the monitoring and control of managerial behavior and firm outcomes is less
significant than in the past.131 Also, deregulation in the financial sector reduced the cost
of mounting hostile takeovers.132 As such, deregulation facilitated more activity in Japan’s
market for corporate control, which was nonexistent in past years.133 Interestingly, however, recent research shows that CEOs of both public and private companies in Japan
receive similar levels of compensation and their compensation is tied closely to observable performance goals.134

Part 3: Strategic Actions: Strategy Implementation

304

in China are young. In their early years, these markets were weak because of significant
insider trading. However, research has shown that they have improved with stronger
governance in recent years.135 The Chinese institutional environment is unique. While
there has been a gradual decline in the equity held in state-owned enterprises and the
number and percentage of private firms have grown, the state still dominates the strategies employed by most firms through direct or indirect controls.
Recent research shows that firms with higher state ownership tend to have lower
market value and more volatility in those values over time. This is because of agency
conflicts in the firms and because the executives do not seek to maximize shareholder
returns. They also have social goals they must meet placed on them by the government.136
This suggests a potential conflict between the principals, particularly the state owner and
the private equity owners of the state-owned enterprises.137
The Chinese governance system has been moving toward the Western model in
recent years. For example, China YCT International recently announced that it was
strengthening its corporate governance, with the establishment of an audit committee within its board of directors, and appointing three new independent directors.138
In addition, recent research shows that the compensation of top executives of Chinese
companies is closely related to prior and current financial performance of the firm.139
While state ownership and indirect controls complicate governance in Chinese companies, research in other countries suggests that some state ownership in recently
privatized firms provides some benefits. It signals support and temporarily buoys stock
prices, but over time continued state ownership and involvement tend to have negative
effects on the stock price.140 Thus, the corporate governance system in China and the
heavy oversight of the Chinese government will need to be observed to determine the
long-term effects.

Global Corporate Governance
As noted in the Strategic Focus, corporate governance is becoming an increasingly
important issue in economies around the world, even in emerging economies. The problems with Satyam in India could be repeated in other parts of the world if diligence in
governance is not exercised. This concern is stronger because of the globalization in
trade, investments, and equity markets. Countries and major companies based in them
want to attract foreign investment. To do so, the foreign investors must be confident of
adequate corporate governance. Effective corporate governance is also required to attract
domestic investors. Although many times domestic shareholders will vote with management, as activist foreign investors enter a country it gives domestic institutional investors the courage to become more active in shareholder proposals, which will increase
shareholder welfare.
For example, Steel Partners, LLC, focused its attention on Korean cigarette maker
KT&G. Warren Lichtenstein of Steel Partners and Carl Icahn pressured KT&G to
increase its market value. Lichtenstein and Icahn began their activism in February 2006,
by nominating a slate of board directors as well as pushing KT&G to sell off its lucrative Ginseng unit, which manufactures popular herbal products in Korea. They also
demanded that the company sell off its real estate assets, raise its dividends, and buy
back common shares. Lichtenstein and Icahn threatened a hostile tender offer if their
demands were not met. Shareholders showed support for Steel Partners’ activism such
that they elected Lichtenstein to KT&G’s board. In 2008, Lichtenstein resigned from
the board with the election of four new independent directors. During his service on
the board, KT&G’s market value increased and its corporate governance improved. 141
Steel Partners recently targeted Aderans Holdings Company Limited in Japan for major
changes. Steel Partners is Aderans’s largest shareholder with about 27 percent of the
outstanding stock. Steel Partners is unhappy with Aderans’s efforts to turnaround its
performance and has proposed replacing most of its board members and undergoing

THE SATYAM TRUTH: CEO
FRAUD AND CORPORATE
GOVERNANCE FAILURE

AP Photo/Mahesh Kumar A

In 2008, Satyam was India’s fourth largest
IT company with clients around the world.
The firm provided IT services to more than
one third of the Fortune 500 companies.
The company and its founder and CEO, Ramalinga Raju, were well known and respected.
In September 2008, Raju was named the Ernst & Young Entrepreneur of the Year. On
December 16, 2008, he was given the Golden Peacock Award for Corporate Governance
and Compliance. But then his term as CEO started to unravel.
On December 17, 2008, Raju announced plans to acquire two companies, Maytas Infra
and Maytas Properties, both owned by members of his family. The rationale was to diversify
Satyam’s business portfolio to avoid being so tied to the IT services market. However, the
stockholders strongly protested these acquisitions. They believed that only Raju and his family
would benefit from the acquisition but Satyam would not.
On December 23, 2008, the World Bank announced that Satyam was barred from doing
business with the bank because of alleged malpractices in securing previous contracts (e.g.,
paying bribes). In turn, Satyam requested an apology from the World Bank. Shortly thereafter,
the price of Satyam’s stock declined to a four-year
low. Then, on December 26 three major outside
directors resigned from Satyam’s board of directors.
Worst of all, on January 7, 2009, Raju sent a
letter to the Satyam board of directors and India’s
Securities and Exchange Commission. In this letter,
he admitted his involvement in overstating the
amount of cash held by Satyam on its balance sheet.
The overstatement was approximately $1 billion.
Furthermore, Satyam had a liability for $253 million
arranged for his personal use, and he overstated
Satyam’s September 2008 quarterly revenues by 76%
and its quarterly profits by 97%. This announcement
sent shockwaves through corporate India and
through India’s stock market. Not only did Satyam’s
stock price suffer greatly (78% decline) but the
Ramalinga Raju, Satyam’s
overall market decreased by 7.3% on the day of the
chairman quit after admitting
announcement.
the company’s profits had been
Sadly, Satyam means “truth” in Sanskrit. While
doctored for several years, shaking
the CEO has been arrested and charged, others are
faith in the country’s corporate
working hard to save the company—and it appears
giants as shares of the software
that Satyam will be saved. Tech Malindra outbid two
services provider plunged nearly
other firms to acquire an eventual 51% of Satyam and
80 percent.
thus will have controlling interest in the company.
The sale was due partly to swift government intervention to arrange a sale and save the
company. Even though Satyam has been saved, corporate governance in India has taken
a big hit and its reputation has been tarnished.
Sources: P. G. Thakurta, 2009, Satyam scam questions corporate governance, IPS Inter Press Service, http://www
.ipsnews.net. April 21; G. Anand, 2009, How Satyam was saved, Wall Street Journal, http://www.wsj.com, April 14; 2009,
Satyam-chronology, Trading Markets, http://www.tradingmarkets.com, April 7; H. Timmons & B. Wassener, 2009, Satyam
chief admits huge fraud, New York Times, http://nytimes.com, January 8; H. Arakali, 2009, Satyam chairman resigns after
falsifying accounts, Bloomberg, http://bloomberg.com, January 7; M. Kripalani, 2009, India’s Madoff? Satyam scandal
rocks outsourcing industry, BusinessWeek, http://www.businessweek.com, January 7; J. Riberiro, 2008, Satyam demands
apology from World Bank, Network World, http://www.networkworld.com, December 26.
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a major restructuring.142 Research suggests that foreign investors are likely to focus on
critical strategic decisions and their input tends to increase a firm’s movement into international markets.143 Thus, foreign investors are playing major roles in the governance of
firms in many countries.
Not only has the legislation that produced the Sarbanes-Oxley Act in 2002 increased
the intensity of corporate governance in the United States,144 but other governments
around the world are seeking to increase the transparency and intensity of corporate
governance to prevent the types of scandals found in the United States and other places
around the world. For example, the British government in 2003 implemented the findings
of the Derek Higgs report, which increased governance intensity mandated by the United
Kingdom’s Combined Code on Corporate Governance, a template of corporate governance used by investors and listed companies. Also, as reported in the earlier Strategic
Focus, in 2009 the chairman of the Financial Reporting Council in the United Kingdom
announced a complete review of the Combined Code. In addition, the European Union
enacted what is known as the “Transparency Directive,” which is aimed at enhancing
reporting and the disclosure of financial reports by firms within the European capital
markets. Another European Union initiative labeled “Modernizing Company Law and
Enhancing Corporate Governance” is designed to improve the responsibility and liability
of executive officers, board members, and others to important stakeholders such as shareholders, creditors, and members of the public at large.145 Thus, governance is becoming
more intense around the world.

Governance Mechanisms and Ethical Behavior
The governance mechanisms described in this chapter are designed to ensure that the
agents of the firm’s owners—the corporation’s top-level managers—make strategic decisions that best serve the interests of the entire group of stakeholders, as described in
Chapter 1. In the United States, shareholders are recognized as the company’s most significant stakeholders. Thus, governance mechanisms focus on the control of managerial
decisions to ensure that shareholders’ interests will be served, but product market stakeholders (e.g., customers, suppliers, and host communities) and organizational stakeholders (e.g., managerial and nonmanagerial employees) are important as well.146 Therefore,
at least the minimal interests or needs of all stakeholders must be satisfied through the
firm’s actions. Otherwise, dissatisfied stakeholders will withdraw their support from one
firm and provide it to another (e.g., customers will purchase products from a supplier
offering an acceptable substitute).
The firm’s strategic competitiveness is enhanced when its governance mechanisms take into consideration the interests of all stakeholders. Although the idea
is subject to debate, some believe that ethically responsible companies design and
use governance mechanisms that serve all stakeholders’ interests. The more critical relationship, however, is found between ethical behavior and corporate governance mechanisms. The Enron disaster and the sad affair at Satyam (described in the
Strategic Focus) illustrate the devastating effect of poor ethical behavior not only on
a firm’s stakeholders, but also on other firms. This issue is being taken seriously in
other countries. The trend toward increased governance scrutiny continues to spread
around the world.147
In addition to Enron, scandals at WorldCom, HealthSouth, Tyco, and Satyam
along with the questionable behavior of top-level managers in several of the major U.S.
financial services firms (Merrill Lynch, AIG) show that all corporate owners are vulnerable to unethical behavior and very poor judgments exercised by their employees,
including top-level managers—the agents who have been hired to make decisions that
are in shareholders’ best interests. The decisions and actions of a corporation’s board
of directors can be an effective deterrent to these behaviors. In fact, some believe that
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SUMMARY
•

Corporate governance is a relationship among stakeholders that is used to determine a firm’s direction and control
its performance. How firms monitor and control top-level
managers’ decisions and actions affects the implementation
of strategies. Effective governance that aligns managers’
decisions with shareholders’ interests can help produce a
competitive advantage.

•

Three internal governance mechanisms in the modern corporation include (1) ownership concentration, (2) the board
of directors, and (3) executive compensation. The market for
corporate control is the single external governance mechanism influencing managers’ decisions and the outcomes
resulting from them.

•

Ownership is separated from control in the modern corporation. Owners (principals) hire managers (agents) to make
decisions that maximize the firm’s value. As risk-bearing
specialists, owners diversify their risk by investing in multiple corporations with different risk profiles. As decisionmaking specialists, owners expect their agents (the firm’s
top-level managers) to make decisions that will help to
maximize the value of their firm. Thus, modern corporations are characterized by an agency relationship that is
created when one party (the firm’s owners) hires and pays
another party (top-level managers) to use its decisionmaking skills.

•

Separation of ownership and control creates an agency
problem when an agent pursues goals that conflict with
principals’ goals. Principals establish and use governance
mechanisms to control this problem.

•

Ownership concentration is based on the number of largeblock shareholders and the percentage of shares they own.
With significant ownership percentages, such as those held
by large mutual funds and pension funds, institutional investors often are able to influence top-level managers’ strategic
decisions and actions. Thus, unlike diffuse ownership, which
tends to result in relatively weak monitoring and control of
managerial decisions, concentrated ownership produces
more active and effective monitoring. Institutional investors
are a powerful force in corporate America and actively use
their positions of concentrated ownership to force managers
and boards of directors to make decisions that maximize a
firm’s value.

•

In the United States and the United Kingdom, a firm’s board
of directors, composed of insiders, related outsiders, and
outsiders, is a governance mechanism expected to represent shareholders’ collective interests. The percentage of
outside directors on many boards now exceeds the percentage of inside directors. Through the implementation of the
SOX Act, outsiders are expected to be more independent
of a firm’s top-level managers compared with directors
selected from inside the firm. New rules imposed by the U.S.
Securities and Exchange Commission to allow owners with
large stakes to propose new directors are likely to change
the balance even more in favor of outside and independent
directors.

•

Executive compensation is a highly visible and often
criticized governance mechanism. Salary, bonuses, and
long-term incentives are used to strengthen the alignment
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the most effective boards participate actively to set boundaries for their firms’ business ethics and values.148 Once formulated, the board’s expectations related to ethical
decisions and actions of all of the firm’s stakeholders must be clearly communicated
to its top-level managers. Moreover, as shareholders’ agents, these managers must
understand that the board will hold them fully accountable for the development and
support of an organizational culture that allows unethical decisions and behaviors.
As will be explained in Chapter 12, CEOs can be positive role models for improved
ethical behavior.
Only when the proper corporate governance is exercised can strategies be formulated and implemented that will help the firm achieve strategic competitiveness and earn
above-average returns. While there are many examples of poor governance, Cummins
Inc. is a positive example. In 2009 it was given the highest possible rating for its corporate governance by GovernanceMetrics International. The rating is based on careful
evaluation of board accountability and financial disclosure, executive compensation,
shareholder rights, ownership base, takeover provisions, corporate behavior, and overall
responsibility exhibited by the company.149 As the discussion in this chapter suggests,
corporate governance mechanisms are a vital, yet imperfect, part of firms’ efforts to select
and successfully use strategies.
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between managers’ and shareholders’ interests. A firm’s
board of directors is responsible for determining the effectiveness of the firm’s executive compensation system. An
effective system elicits managerial decisions that are in shareholders’ best interests.
•

•

In general, evidence suggests that shareholders and boards
of directors have become more vigilant in their control of
managerial decisions. Nonetheless, these mechanisms are
insufficient to govern managerial behavior in many large
companies as shown in the latest economic crisis brought on
by poor strategic decisions made by top-level managers in
financial services firms. Therefore, the market for corporate
control is an important governance mechanism. Although it,
too, is imperfect, the market for corporate control has been
effective in causing corporations to combat inefficient diversification and to implement more effective strategic decisions.
Corporate governance structures used in Germany, Japan,
and China differ from each other and from the structure used
in the United States. Historically, the U.S. governance structure focused on maximizing shareholder value. In Germany,

employees, as a stakeholder group, take a more prominent
role in governance. By contrast, until recently, Japanese
shareholders played virtually no role in the monitoring and
control of top-level managers. However, now Japanese firms
are being challenged by “activist” shareholders. China’s governance system is the youngest and has a number of characteristics that mirror those in the United States. However, the
central government still plays a major role in governance in
China as well. Internationally, all these systems are becoming
increasingly similar, as are many governance systems both
in developed countries, such as France and Spain, and in
transitional economies, such as Russia and India.
•

Effective governance mechanisms ensure that the interests
of all stakeholders are served. Thus, long-term strategic success results when firms are governed in ways that permit at
least minimal satisfaction of capital market stakeholders (e.g.,
shareholders), product market stakeholders (e.g., customers
and suppliers), and organizational stakeholders (managerial
and nonmanagerial employees; see Chapter 2). Moreover,
effective governance produces ethical behavior in the
formulation and implementation of strategies.

REVIEW
1. What is corporate governance? What factors account for
the considerable amount of attention corporate governance
receives from several parties, including shareholder
activists, business press writers, and academic scholars?
Why is governance necessary to control managers’
decisions?

QUESTIONS

compensation—used to align the interests of managerial
agents with those of the firm’s owners?
5. What trends exist regarding executive compensation? What
is the effect of the increased use of long-term incentives on
executives’ strategic decisions?

2. What is meant by the statement that ownership is separated
from managerial control in the corporation? Why does this
separation exist?

6. What is the market for corporate control? What conditions
generally cause this external governance mechanism to
become active? How does the mechanism constrain toplevel managers’ decisions and actions?

3. What is an agency relationship? What is managerial opportunism? What assumptions do owners of corporations make
about managers as agents?

7. What is the nature of corporate governance in Germany,
Japan, and China?

4. How is each of the three internal governance mechanisms—
ownership concentration, boards of directors, and executive

8. How can corporate governance foster ethical strategic decisions and behaviors on the part of managers as agents?

EXPERIENTIAL EXERCISES
EXERCISE 1: INTERNATIONAL GOVERNANCE
CODES
As described in the chapter, passage of the Sarbanes-Oxley Act
in 2002 has drawn attention to the importance of corporate
governance. Similar legislation is pending in other nations as
well. However, interest in improved governance predated SOX
by a decade in the form of governance codes or guidelines.
These codes established sets of “best practices” for both board
composition and processes. The first such code was developed
by the Cadbury Committee for the London Stock Exchange

in 1992. The Australian Stock Exchange developed its guidelines in the Hilmer Report, released in 1993. The Toronto Stock
Exchange developed its guidelines the following year in the Dey
Report. Today, most major stock exchanges have governance
codes.
Working in small groups, find the governance codes of two
stock exchanges. Prepare a short (two to three pages, singlespaced) bullet-point comparison of the similarities and differences between the two codes. Be sure to include the following
topics in your analysis:
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•

•

How are the guidelines structured? Do they consist of rules
(i.e., required) or recommendations (i.e., suggestions)? What
mechanism is included to monitor or enforce the guidelines?
What board roles are addressed in the guidelines? For example, some codes may place most or all of their emphasis on
functions derived from the importance of the agency relationship illustrated in Figure 10.1 on page 289, such as monitoring, oversight, and reporting. Codes might also mention the
board’s role in supporting strategy, or their contribution to
firm performance and shareholder wealth.
What aspects of board composition and structure are covered
in the guidelines? For instance, items included in different
codes include the balance of insiders and outsiders, committees, whether the CEO also serves as board chair, director
education and/or evaluation, compensation of officers and
directors, and ownership by board members.

EXERCISE 2: GOVERNANCE: DOES IT MATTER
COMPETITIVELY?
Governance mechanisms are considered to be effective if they
meet the needs of all stakeholders, including shareholders.
Governance mechanisms are also an important way to ensure that
strategic decisions are made effectively. As a potential employee,
how would you go about investigating a firm’s governance structure and would that investigation weigh in your decision to
become an employee or not? Identify a firm that you would like
to join or one that you just find interesting. Working individually,
complete the following research on your target firm:
•

•

Find a copy of the company’s most recent proxy statement
and 10-K. Proxy statements are mailed to shareholders prior to
each year’s annual meeting and contain detailed information
about the company’s governance and present issues on which
a shareholder vote might be held. Proxy statements are typically available from a firm’s Web site (look for an “Investors”
submenu). You can also access proxy statements and other
government filings such as the 10-K from the SEC’s EDGAR
database (http://www.sec.gov/edgar.shtml). Alongside the
proxy you should also be able to access the firm’s annual
10-K. Here you will find information on performance, governance, and the firm’s outlook, among other things.
Identify one of the company’s main competitors for comparison purposes. You can find this information using company
analysis tools such as Datamonitor.

Some of the topics that you should examine include:
•

•

•
•

•

•
•
•
•

•

Compensation plans (for both the CEO and board members;
be sure to look for any difference between fixed and incentive
compensation)
Board composition (e.g., board size, insiders and outsiders,
interlocking directorates, functional experience, how many
active CEOs, how many retired CEOs, what is the demographic makeup, age diversity, etc.)
Committees (how many, composition, compensation)
Stock ownership by officers and directors—identify beneficial
ownership from stock owned (you will need to look through
the notes sections of the ownership tables to comprehend
this)
Ownership concentration. How much of the firm’s outstanding
stock is owned by institutions, individuals, and insiders? How
many large-block shareholders are there (owners of 5 percent
or more of stock)?
Does the firm utilize a duality structure for the CEO?
Is there a lead director who is not an officer of the
company?
Activities by activist shareholders regarding corporate governance issues of concern
Are there any managerial defense tactics employed by the
firm? For example, what does it take for a shareholder proposal to come to a vote and be adopted?
List the firm’s code of conduct.

Prepare a double-spaced memo summarizing the results of
your findings with a side-by-side comparison of your target and
its competitor. Your memo should include the following topics:
•
•

•
•

Summarize what you consider to be the key aspects of the
firm’s governance mechanisms.
Attach to your memo a single graph covering the last
10-year historical stock performance for both companies.
If applicable, find a representative index to compare both
with, such as the S&P, NASDAQ, or other applicable industry
index.
Highlight key differences between your target firm and its
competitor.
Based on your review of the firm’s governance, did you
change your opinion of the firm’s desirability as an employer?
How does the competitor stack up, governance wise? Why
or why not?

VIDEO
EFFECTIVE CORPORATE GOVERNANCE
Paul Skinner/Former Chairman/Rio Tinto
Paul Skinner, former chairman of Rio Tinto Corporation, discusses how the firm went through some significant governance
changes. Spend some time with the Rio Tinto Web site and familiarize yourself with its governance structure and philosophy.

CASE

Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

Concepts
•
•
•
•

CEO duality
Board of directors
Director demographics
Corporate governance
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Questions
1. What do you think is meant by the term good governance?
2. Do you think separation of the chairman and CEO positions
should be mandatory for every company?
3. In designing a firm for “good governance,” what do you consider important structural arrangements? For example, how

should the board be organized, what roles should nonexecutive members have, how many committees should there be,
what types of board members, etc.?
4. What do you think of the way that Rio Tinto views
governance?

NOTES
1.

2.

3.

4.

5.

6.

B. W. Heineman, Jr., 2009, Redefining
the CEO role. BusinessWeek, http://www
.businessweek.com, April 16; C. Thomas,
D. Kidd, & C. Fernández-Aráoz, 2007, Are
you underutilizing your board? MIT Sloan
Management Review, 48(2): 71–76;
D. C. Carey &, M. Patsalos-Fox, 2006,
Shaping strategy from the boardroom.
McKinsey Quarterly, 3: 90–94.
J. B. Wade, C. A. O’Reilly, &
T. G. Pollock, 2006, Overpaid CEOs
and underpaid managers: Fairness and
executive compensation, Organization
Science, 17: 527–544; A. Henderson &
J. Fredrickson, 2001, Top management
team coordination needs and the CEO
pay gap: A competitive test of economic
and behavioral views, Academy of
Management Journal, 44: 96–117.
A. D. F. Penalva, 2006, Governance
structure and the weighting of
performance measures in CEO
compensation, Review of Accounting
Studies, 11: 463–493; S. Werner,
H. L. Tosi, & L. Gomez-Mejia, 2005,
Organizational governance and employee
pay: How ownership structure affects the
firm’s compensation strategy, Strategic
Management Journal, 26: 377–384.
C. Crossland & D. C. Hambrick, 2007,
How national systems differ in their
constraints on corporate executives:
A study of CEO effects in three countries,
Strategic Management Journal, 28:
767–789; M. D. Lynall, B. R. Golden, &
A. J. Hillman, 2003, Board composition
from adolescence to maturity: A
multitheoretic view, Academy of
Management Review, 28: 416–431.
M. A. Rutherford, A. K. Buchholtz, &
J. A. Brown, 2007, Examining the
relationships between monitoring and
incentives in corporate governance,
Journal of Management Studies 44:
414–430; C. M. Daily, D. R. Dalton, &
A. A. Cannella, 2003, Corporate
governance: Decades of dialogue and
data, Academy of Management Review,
28: 371–382; P. Stiles, 2001, The impact
of the board on strategy: An empirical
examination, Journal of Management
Studies, 38: 627–650.
D. R. Dalton, M. A. Hitt, S. T. Certo, &
C. M. Dalton, 2008, The fundamental
agency problem and its mitigation:
Independence, equity and the market for

7.

8.

9.

10.

11.

12.

13.

corporate control, in J. P. Walsh and
A. P. Brief (eds.), The Academy of
Management Annals, New York: Lawrence
Erlbaum Associates, 1–64; E. F. Fama &
M. C. Jensen, 1983, Separation of
ownership and control, Journal of Law and
Economics, 26: 301–325.
I. Le Breton-Miller & D. Miller, 2006, Why
do some family businesses out-compete?
Governance, long-term orientations, and
sustainable capability, Entrepreneurship
Theory and Practice, 30: 731–746;
M. Carney, 2005, Corporate governance
and competitive advantage in familycontrolled firms, Entrepreneurship Theory
and Practice, 29: 249–265; R. Charan,
1998, How Corporate Boards Create
Competitive Advantage, San Francisco:
Jossey-Bass.
X. Wu, 2005, Corporate governance
and corruption: A cross-country analysis,
Governance, 18(2): 151–170; J. McGuire &
S. Dow, 2002, The Japanese keiretsu
system: An empirical analysis, Journal of
Business Research, 55: 33–40.
R. E. Hoskisson, D. Yiu, & H. Kim, 2004,
Corporate governance systems: Effects
of capital and labor market congruency
on corporate innovation and global
competitiveness, Journal of High
Technology Management, 15: 293–315.
Crossland & Hambrick, How national
systems differ in their constraints on
corporate executives; R. Aguilera &
G. Jackson, 2003, The cross-national
diversity of corporate governance:
Dimensions and determinants, Academy
of Management Review, 28: 447–465.
R. P. Wright, 2004, Top managers’
strategic cognitions of the strategy making
process: Differences between high and
low performing firms, Journal of General
Management, 30(1): 61–78.
X. Luo, C. N. Chung, & M. Sobczak,
2009, How do corporate governance
model differences affect foreign direct
investment in emerging economies?
Journal of International Business Studies,
40: 444–467; A. Bris & C. Cabous, 2006,
In a merger, two companies come
together and integrate their distribution
lines, brands, work forces, management
teams, strategies and cultures, Financial
Times, October 6, 1.
S. Sudarsanam & A. A. Mahate, 2006,
Are friendly acquisitions too bad for

14.

15.

16.

17.

18.

19.

20.

shareholders and managers? Long-term
value creation and top management
turnover in hostile and friendly acquirers,
British Journal of Management:
Supplement, 17(1): S7–S30; T. Moeller,
2005, Let’s make a deal! How
shareholder control impacts merger
payoffs, Journal of Financial Economics,
76(1): 167–190; M. A. Hitt, R. E. Hoskisson,
R. A. Johnson, & D. D. Moesel, 1996,
The market for corporate control and firm
innovation, Academy of Management
Journal, 39: 1084–1119.
R. E. Hoskisson, M. A. Hitt,R. A. Johnson,
& W. Grossman, 2002, Conflicting voices:
The effects of ownership heterogeneity
and internal governance on corporate
strategy, Academy of Management
Journal, 45: 697–716.
G. E. Davis & T. A. Thompson, 1994, A
social movement perspective on corporate
control, Administrative Science Quarterly,
39: 141–173.
R. Bricker & N. Chandar, 2000, Where
Berle and Means went wrong: A
reassessment of capital market agency
and financial reporting, Accounting,
Organizations, and Society, 25: 529–554;
M. A. Eisenberg, 1989, The structure of
corporation law, Columbia Law Review,
89(7): 1461, as cited in R. A. G. Monks &
N. Minow, 1995, Corporate Governance,
Cambridge, MA: Blackwell Business, 7.
R. M. Wiseman & L. R. Gomez-Mejia,
1999, A behavioral agency model of
managerial risk taking, Academy of
Management Review, 23: 133–153.
T. Zellweger, 2007, Time horizon, costs
of equity capital, and generic investment
strategies of firms, Family Business
Review, 20(1): 1–15; R. C. Anderson &
D. M. Reeb, 2004, Board composition:
Balancing family influence in S&P 500
firms, Administrative Science Quarterly,
49: 209–237.
Carney, Corporate governance and
competitive advantage in family-controlled
firms; N. Anthanassiou, W. F. Crittenden,
L. M. Kelly, & P. Marquez, 2002, Founder
centrality effects on the Mexican family
firm’s top management group: Firm
culture, strategic vision and goals and firm
performance, Journal of World Business,
37: 139–150.
M. Santiago-Castro & C. J. Brown, 2007,
Ownership structure and minority rights: A

311

22.

23.

24.

25.

26.

27.

28.

29.

30.
31.

32.

33.

34.

35.

36.
37.

38.

perceptions of managerial opportunism
in corporate acquisitions: The moderating
role of environmental condition, Corporate
Governance, 14: 377–387; R. W. Coff &
P. M. Lee, 2003, Insider trading as a
vehicle to appropriate rent from R&D.
Strategic Management Journal, 24:
183–190.
M. L. McDonald, P. Khanna, &
J. D. Westphal, 2008, Getting them
to think outside the circle: Corporate
governance, CEOs’ external advice
networks, and firm performance, Academy
of Management Journal, 51: 453–475.
Fama, Agency problems and the theory
of the firm.
P. Jiraporn, Y. Sang Kim, W. N. Davidson, &
M. Singh, 2006, Corporate governance,
shareholder rights and firm diversification:
An empirical analysis, Journal of Banking &
Finance, 30: 947–963; R. C. Anderson,
T. W. Bates, J. M. Bizjak, & M. L. Lemmon,
2000, Corporate governance and firm
diversification, Financial Management,
29(1): 5–22; R. E. Hoskisson & T. A. Turk,
1990, Corporate restructuring: Governance
and control limits of the internal market,
Academy of Management Review, 15:
459–477.
G. P. Baker & B. J. Hall, 2004, CEO
incentives and firm size, Journal of Labor
Economics, 22: 767–798; R. Bushman, Q.
Chen, E. Engel, & A. Smith, 2004, Financial
accounting information, organizational
complexity and corporate governance
systems, Journal of Accounting &
Economics, 7: 167–201; M. A. Geletkanycz,
B. K. Boyd, & S. Finkelstein, 2001,
The strategic value of CEO external
directorate networks: Implications for CEO
compensation, Strategic Management
Journal, 9: 889–898.
S. W. Geiger & L. H. Cashen, 2007,
Organizational size and CEO compensation:
The moderating effect of diversification
in downscoping organizations, Journal
of Managerial Issues, 9(2): 233–252;
Y. Grinstein & P. Hribar, 2004, CEO
compensation and incentives: Evidence
from M&A bonuses, Journal of Financial
Economics, 73: 119–143;
S. Rajgopal, T. Shevlin, & V. Zamora, 2006,
CEOs’ outside employment opportunities
and the lack of relative performance
evaluation in compensation contracts,
Journal of Finance, 61: 1813–1844.
J. Weber, 2007, The accidental CEO (well,
not really); Kellogg needed a new boss,
fast. Here’s how it groomed insider David
Mackay, BusinessWeek, April 23, 65.
Kellogg’s Annual Report, 2008. Kellogg,
Michigan.
M. Ganco & R. Agarwal, 2009, Performance
differentials between diversifying entrants
and entrepreneurial start-ups: A complexity
approach, Academy of Management
Review, 34: 228–252.
M. S. Jensen, 1986, Agency costs of
free cash flow, corporate finance, and
takeovers, American Economic Review,
76: 323–329.

39.

40.

41.

42.

43.

44.

45.

46.

A. V. Douglas, 2007, Managerial
opportunism and proportional corporate
payout policies, Managerial Finance,
33(1): 26–42; M. Jensen & E. Zajac, 2004,
Corporate elites and corporate strategy:
How demographic preferences and
structural position shape the scope of
the firm, Strategic Management Journal,
25: 507–524; T. H. Brush, P. Bromiley, &
M. Hendrickx, 2000, The free cash flow
hypothesis for sales growth and firm
performance, Strategic Management
Journal, 21: 455–472.
J. Lunsford & B. Steinberg, 2006,
Conglomerates’ conundrum, Wall
Street Journal, September 14, B1, B7;
K. Ramaswamy, M. Li, & B. S. P. Petitt,
2004, Who drives unrelated diversification?
A study of Indian manufacturing firms,
Asia Pacific Journal of Management,
21: 403–423.
M. V. S. Kumar, 2009, The relationship
between product and international
diversification: The effects of short-run
constraints and endogeneity, Strategic
Management Journal, 30: 99–116;
M. F. Wiersema & H. P. Bowen, 2008,
Corporate diversification: The impact
of foreign competition, industry
globalization and product diversification,
Strategic Management Journal,
29: 115–132.
D. D. Bergh, R. A. Johnson, & R.-L. Dewitt,
2008, Restructuring through spin-off
or sell-off: Transforming information
asymmetries into financial gain, Strategic
Management Journal, 29: 133–148;
K. B. Lee, M. W. Peng, & K. Lee, 2008,
From diversification premium to diversification
discount during institutional transitions,
Journal of World Business, 43: 47–65.
T. K. Berry, J. M. Bizjak, M. L. Lemmon,
& L. Naveen, 2006, Organizational
complexity and CEO labor markets:
Evidence from diversified firms, Journal of
Corporate Finance, 12: 797–817;
R. Rajan, H. Servaes, & L. Zingales, 2001,
The cost of diversity: The diversification
discount and inefficient investment,
Journal of Finance, 55: 35–79; A. Sharma,
1997, Professional as agent: Knowledge
asymmetry in agency exchange, Academy
of Management Review, 22: 758–798.
V. Chhaochharia & Y. Grinstein, 2007,
Corporate governance and firm value:
The impact of the 2002 governance rules,
Journal of Finance, 62: 1789–1825;
A. Borrus, L. Lavelle, D. Brady, M. Arndt,
& J. Weber, 2005, Death, taxes and
Sarbanes-Oxley? Executives may be
frustrated with the law’s burdens, but
corporate performance is here to stay,
BusinessWeek, January 17, 28–31.
D. Reilly, 2006, Checks on internal
controls pay off, Wall Street Journal,
August 10, C3.
F. Navissi & V. Naiker, 2006, Institutional
ownership and corporate value,
Managerial Finance, 32: 247–256;
A. de Miguel, J. Pindado, & C. de la
Torre, 2004, Ownership structure and

Chapter 10: Corporate Governance

21.

Latin American view, Journal of Economics
and Business, 59: 430–442; M. Carney &
E. Gedajlovic, 2003, Strategic innovation
and the administrative heritage of East
Asian family business groups, Asia Pacific
Journal of Management, 20: 5–26;
D. Miller & I. Le Breton-Miller, 2003,
Challenge versus advantage in family
business, Strategic Organization,
1: 127–134.
D. G. Sirmon, J.-L. Arregle, M. A. Hitt, &
J. Webb, 2008, Strategic responses to
the threat of imitation, Entrepreneurship
Theory and Practice, 32: 979–998.
Rutherford, Buchholtz, & Brown,
Examining the relationships between
monitoring and incentives in corporate
governance; D. Dalton, C. Daily,
T. Certo, & R. Roengpitya, 2003,
Meta-analyses of financial performance
and equity: Fusion or confusion? Academy
of Management Journal, 46: 13–26;
M. Jensen & W. Meckling, 1976, Theory
of the firm: Managerial behavior, agency
costs, and ownership structure, Journal of
Financial Economics, 11: 305–360.
G. C. Rodríguez, C. A.-D. Espejo, &
R. Valle Cabrera, 2007, Incentives
management during privatization:
An agency perspective, Journal of
Management Studies, 44: 536–560;
D. C. Hambrick, S. Finkelstein, &
A. C. Mooney, 2005, Executive job demands:
New insights for explaining strategic
decisions and leader behaviors, Academy
of Management Review, 30: 472–491.
T. G. Habbershon, 2006, Commentary:
A framework for managing the familiness
and agency advantages in family firms,
Entrepreneurship Theory and Practice, 30:
879–886; M. G. Jacobides & D. C. Croson,
2001, Information policy: Shaping the
value of agency relationships, Academy of
Management Review, 26: 202–223.
A. Mackey, 2008, The effects of CEOs on
firm performance, Strategic Management
Journal, 29: 1357–1367; Y. Y. Kor,
2006, Direct and interaction effects
of top management team and board
compositions on R&D investment strategy,
Strategic Management Journal, 27:
1081–1099.
Dalton, Hitt, Certo, & Dalton, 2008, The
fundamental agency problem and its
mitigation: Independence, equity and the
market for corporate control; A. Ghosh,
D. Moon, & K. Tandon, 2007, CEO
ownership and discretionary investments,
Journal of Business Finance & Accounting,
34: 819–839.
S. Ghoshal & P. Moran, 1996, Bad for
practice: A critique of the transaction cost
theory, Academy of Management Review,
21: 13–47; O. E. Williamson, 1996, The
Mechanisms of Governance, New York:
Oxford University Press, 6.
B. E. Ashforth, D. A. Gioia, S. L.
Robinson, & L. K. Trevino, 2008,
Reviewing organizational corruption,
Academy of Management Review, 33:
670–684; E. Kang, 2006, Investors’

Part 3: Strategic Actions: Strategy Implementation

312

47.

48.

49.

50.

51.

52.

53.

54.

firm value: New evidence from Spain,
Strategic Management Journal, 25:
1199–1207; J. Coles, N. Sen, &
V. McWilliams, 2001, An examination
of the relationship of governance
mechanisms to performance, Journal of
Management, 27: 23–50.
Jiraporn, Kim, Davidson, & Singh,
Corporate governance, shareholder
rights and firm diversification; M. Singh,
I. Mathur, & K. C. Gleason, 2004,
Governance and performance implications
of diversification strategies: Evidence from
large U.S. firms, Financial Review, 39:
489–526; R. E. Hoskisson, R. A. Johnson, &
D. D. Moesel, 1994, Corporate divestiture
intensity in restructuring firms: Effects of
governance, strategy, and performance,
Academy of Management Journal, 37:
1207–1251.
G. Iannotta, G. Nocera, & A. Sironi, 2007,
Ownership structure, risk and performance
in the European banking industry, Journal
of Banking & Finance, 31: 2127–2149.
B. Villalonga & R. Amit, 2006, How
do family ownership, control and
management affect firm value? Journal of
Financial Economics, 80: 385–417;
R. C. Anderson & D. M. Reeb, 2004,
Board composition: Balancing family
influence in S&P 500 firms, Administrative
Science Quarterly, 49: 209–237.
M. Fackler, 2008, South Korea faces
question of corporate control, New York
Times, http://www.nytimes.com, April 24;
S. J. Chang, 2003, Ownership structure,
expropriation and performance of groupaffiliated companies in Korea, Academy of
Management Journal, 46: 238–253.
A. Berle & G. Means, 1932, The Modern
Corporation and Private Property, New
York: Macmillan.
M. Gietzmann, 2006, Disclosure of
timely and forward-looking statements
and strategic management of major
institutional ownership, Long Range
Planning, 39(4): 409–427; B. Ajinkya,
S. Bhojraj, & P. Sengupta, 2005, The
association between outside directors,
institutional investors and the properties
of management earnings forecasts,
Journal of Accounting Research, 43:
343–376; M. P. Smith, 1996, Shareholder
activism by institutional investors:
Evidence from CalPERS, Journal of
Finance, 51: 227–252.
K. Schnatterly, K. W. Shaw, &
W. W. Jennings, 2008, Information
advantages of large institutional owners,
Strategic Management Journal, 29:
219–227; Hoskisson, Hitt, Johnson, &
Grossman, Conflicting voices.
S. D. Chowdhury & E. Z. Wang, 2009,
Institutional activism types and CEO
compensation: A time-series analysis
of large Canadian corporations,
Journal of Management, 35: 5–36; M.
Musteen, D. K. Datta, & P. Herrmann,
2009, Ownership structure and CEO
compensation: Implications for the choice
of foreign market entry modes, Journal

55.

56.

57.
58.

59.

60.

61.

62.

63.

of International Business Studies, 40:
321–338.
T. W. Briggs, 2007, Corporate governance
and the new hedge fund activism: An
empirical analysis. Journal of Corporation
Law, 32(4): 681–723, 725–738; K. Rebeiz,
2001, Corporate governance effectiveness
in American corporations: A survey,
International Management Journal, 18(1):
74–80.
D. Brewster, 2009, U.S. investors get to
nominate boards, Financial Times, http://
www.ft.com, May 20.
CalPERS, 2009, Wikipedia, http://
en.wikipedia.org/wiki/CalPERS, May 13.
M. Anderson, 2009, Eli Lilly heads
CalPERS’ “underperforming” list,
Sacramento Business Journal, http://
www.bizjournals.com, March 19.
S. Thurm, When investor activism doesn’t
pay, Wall Street Journal, September
12, A2; S. M. Jacoby, 2007, Principles
and agents: CalPERS and corporate
governance in Japan, Corporate
Governance, 15(1): 5–15; L. Tihanyi,
R. A. Johnson, R. E. Hoskisson, & M. A. Hitt,
2003, Institutional ownership differences
and international diversification: The
effects of boards of directors and
technological opportunity, Academy
of Management Journal, 46: 195–211;
Hoskisson, Hitt, Johnson, & Grossman,
Conflicting voices; P. David, M. A. Hitt, &
J. Gimeno, 2001, The role of institutional
investors in influencing R&D, Academy
of Management Journal, 44: 144–157.
V. Krivogorsky, 2006, Ownership, board
structure, and performance in continental
Europe, International Journal of
Accounting, 41(2): 176–197; S. Thomsen &
T. Pedersen, 2000, Ownership structure
and economic performance in the
largest European companies, Strategic
Management Journal, 21: 689–705.
Dalton, Hitt, Certo, & Dalton, The
fundamental agency problem and its
mitigation: Independence, equity and
the market for corporate control; C. M.
Dalton & D. R. Dalton, 2006, Corporate
governance best practices: The proof is in
the process, Journal of Business Strategy,
27(4), 5–7; R. V. Aguilera, 2005, Corporate
governance and director accountability:
An institutional comparative perspective,
British Journal of Management, 16(S1),
S39–S53.
R. H. Lester, A. Hillman, A. Zardkoohi, &
A. A. Cannella, 2008, Former government
officials as outside directors: The role of
human and social capital, Academy of
Management Journal, 51: 999–1013;
M. L. McDonald, J. D. Westphal, &
M. E. Graebner, 2008, What do they
know? The effects of outside director
acquisition experience on firm acquisition
performance, Strategic Management
Journal, 29: 1155–1177; Hillman & Dalziel,
Boards of directors and firm performance.
L. Bonazzi & S. M. N. Islam, 2007, Agency
theory and corporate governance: A
study of the effectiveness of board in

64.

65.

66.

67.

68.

69.

70.

71.

72.

73.

their monitoring of the CEO, Journal
of Modeling in Management, 2(1):
7–23; Rebeiz, Corporate governance
effectiveness in American corporations.
E. Kang, 2008, Director interlocks and
spillover effects of reputational penalties
from financial reporting fraud, Academy
of Management Journal, 51: 537–555;
N. Chipalkatti, Q. V. Le, & M. Rishi,
2007, Portfolio flows to emerging capital
markets: Do corporate transparency and
public governance matter? Business and
Society Review, 112(2): 227–249.
Krivogorsky, Ownership, board structure,
and performance in continental Europe;
Hoskisson, Hitt, Johnson, & Grossman,
Conflicting voices; B. D. Baysinger &
R. E. Hoskisson, 1990, The composition of
boards of directors and strategic control:
Effects on corporate strategy, Academy of
Management Review, 15: 72–87.
Y. Y. Kor & V. F. Misangyi, 2008, Outside
directors’ industry-specific experience
and firms’ liability of newness, Strategic
Management Journal, 29: 1345–1355;
E. E. Lawler III & D. Finegold, 2006, Who’s
in the boardroom and does it matter: The
impact of having non-director executives
attend board meetings, Organizational
Dynamics, 35(1): 106–115.
E. M. Fich & A. Shivdasani, 2006, Are
busy boards effective monitors? Journal of
Finance, 61: 689–724; J. Westphal &
L. Milton, 2000, How experience and
network ties affect the influence of
demographic minorities on corporate
boards, Administrative Science Quarterly,
45(2): 366–398.
Fich & Shivdasani, Are busy boards
effective monitors; S. T. Petra, 2005, Do
outside independent directors strengthen
corporate boards? Corporate Governance,
5(1): 55–65.
S. K. Lee & L. R. Carlson, 2007, The
changing board of directors: Board
independence in S & P 500 firms, Journal
of Organizational Culture, Communication
and Conflict, 11(1): 31–41.
R. C. Pozen, 2006, Before you split that
CEO/chair, Harvard Business Review,
84(4): 26–28; J. W. Lorsch & A. Zelleke,
2005, Should the CEO be the chairman,
MIT Sloan Management Review, 46(2):
71–74.
M. Kroll, B. A. Walters, & P. Wright, 2008,
Board vigilance, director experience
and corporate outcomes, Strategic
Management Journal, 29: 363–382.
Fich & Shivdasani, Are busy boards
effective monitors; J. Roberts, T. McNulty, &,
P. Stiles, 2005, Beyond agency
conceptions of the work of the nonexecutive director: Creating accountability
in the boardroom, British Journal of
Management, 16(S1): S5–S26.
Fich & Shivdasani, Are busy boards
effective monitors; S. Zahra, 1996,
Governance, ownership and corporate
entrepreneurship among the Fortune
500: The moderating impact of industry

313

75.

76.

77.

78.

79.

80.

81.

82.

83.

84.

85.

86.

87.

88.

89.

90.

91.

92.

93.

J. P. Walsh, 2009, Are U.S. CEOs
overpaid? A partial response to Kaplan,
Academy of Management Perspectives,
23(1): 73–75; J. P. Walsh, 2008, CEO
compensation and the responsibilities of
the business scholar to society, Academy
of Management Perspectives, 22(3):
26–33.
K. Rehbein, 2007, Explaining CEO
compensation: How do talent,
governance, and markets fit in? Academy
of Management Perspectives, 21(1):
75–77; J. S. Miller, R. M. Wiseman, & L.
R. Gomez-Mejia, 2002, The fit between
CEO compensation design and firm risk,
Academy of Management Journal, 45:
745–756.
M. Larraza-Kintana, R. M. Wiseman,
L. R. Gomez-Mejia, & T. M. Welbourne,
2007, Disentangling compensation and
employment risks using the behavioral
agency model, Strategic Management
Journal, 28: 1001–1019; J. McGuire &
E. Matta, 2003, CEO stock options: The
silent dimension of ownership, Academy
of Management Journal, 46: 255–265.
X. Zhang, K. M. Bartol, K. G. Smith,
M. D. Pfarrer, & D. M. Khanin, 2008, CEOs
on the edge: Earnings manipulations
and stock-based incentive misalignment,
Academy of Management Journal, 51:
241–258; J. P. O’Connor, R. L. Priem,
J. E. Coombs, & K. M. Gilley, 2006, Do
CEO stock options prevent or promote
fraudulent financial reporting? Academy of
Management Journal, 49: 483–500.
S. O’Donnell, 2000, Managing foreign
subsidiaries: Agents of headquarters, or
an interdependent network? Strategic
Management Journal, 21: 521–548;
K. Roth & S. O’Donnell, 1996, Foreign
subsidiary compensation: An agency
theory perspective, Academy of
Management Journal, 39: 678–703.
A. Ghosh, 2006, Determination of
executive compensation in an emerging
economy: Evidence from India, Emerging
Markets, Finance & Trade, 42(3): 66–90;
K. Ramaswamy, R. Veliyath, & L. Gomes,
2000, A study of the determinants of
CEO compensation in India, Management
International Review, 40(2): 167–191.
C. L. Staples, 2007, Board globalization
in the world’s largest TNCs 1993–2005,
Corporate Governance, 15(2): 311–32.
P. Kalyta, 2009, Compensation
transparency and managerial
opportunism: A study of supplemental
retirement plans, Strategic Management
Journal, 30: 405–423.
L. K. Meulbroek, 2001, The efficiency
of equity-linked compensation:
Understanding the full cost of awarding
executive stock options, Financial
Management, 30(2): 5–44.
C. E. Devers, R. M. Wiseman, &
R. M. Holmes Jr., 2007, The effects
of endowment and loss aversion in
managerial stock option valuation,
Academy of Management Journal, 50:
191–208; J. C. Bettis, J. M. Biziak, &

94.

95.

96.

97.

98.

99.

100.

101.

102.
103.

M. L. Lemmon, 2005, Exercise behavior,
valuation and the incentive effects of
employee stock options, Journal of
Financial Economics, 76: 445–470.
M. Klausner, 2007, Reducing directors’
legal risk, Harvard Business Review,
85(4), 28; T. G. Pollock, H. M. Fischer, &
J. B. Wade, 2002, The role of politics in
repricing executive options, Academy of
Management Journal, 45: 1172–1182;
M. E. Carter & L. J. Lynch, 2001, An
examination of executive stock option
repricing, Journal of Financial Economics,
59: 207–225; D. Chance, R. Kumar, &
R. Todd, 2001, The “repricing” of
executive stock options, Journal of
Financial Economics, 59: 129–154.
P. Berrone & L. R. Gomez-Mejia, 2009,
Environmental performance and executive
compensation: An integrated agencyinstitutional perspective, Academy of
Management Journal, 52: 103–126.
R. Sinha, 2006, Regulation: The market
for corporate control and corporate
governance, Global Finance Journal, 16(3):
264–282; R. Coff, 2002, Bidding wars
over R&D intensive firms: Knowledge,
opportunism and the market for corporate
control, Academy of Management Journal,
46: 74–85; Hitt, Hoskisson, Johnson, &
Moesel, The market for corporate control
and firm innovation.
D. N. Iyer & K. D. Miller, 2008,
Performance feedback, slack, and the
timing of acquisitions, Academy of
Management Journal, 51: 808–822;
R. W. Masulis, C. Wang, & F. Xie, 2007,
Corporate governance and acquirer
returns, Journal of Finance, 62(4):
1851–1889; R. Sinha, 2004, The role of
hostile takeovers in corporate governance,
Applied Financial Economics, 14:
1291–1305.
K. Ruckman, 2009, Technology sourcing
acquisitions: What they mean for innovation
potential, Journal of Strategy and
Management, 2: 56–75.
J. P. Walsh & R. Kosnik, 1993, Corporate
raiders and their disciplinary role in the
market for corporate control, Academy of
Management Journal, 36: 671–700.
J. Haleblian, C. E. Devers, G. McNamara,
M. A. Carpenter, & R. B. Davison, 2009,
Taking stock of what we know about
mergers and acquisitions: A review
and research agenda, Journal of
Management, 35: 469–502; B. Kalpic,
2008, Why bigger is not always better:
The strategic logic of value creation
through M&As, Journal of Business
Strategy, 29(6): 4–13.
T. W. Briggs, 2007, Corporate governance
and a new hedge fund activism: Empirical
Analysis, 32(4): 681–723.
Thurm, When investor activism doesn’t pay.
N. Goodway, 2009, Credit Suisse pays 25
million pounds in golden hellos, Evening
Standard, http://www.standard.co.uk,
March 24; R. B. Adams & D. Ferreira,
2007, A theory of friendly boards, Journal
of Finance, 62: 217–250.

Chapter 10: Corporate Governance

74.

technological opportunity, Academy of
Management Journal, 39: 1713–1735.
Baysinger, & Hoskisson, Board
composition and strategic control: The
effect on corporate strategy.
Y. Zhang, 2008, Information asymmetry
and the dismissal of newly appointed
CEOs: An empirical investigation,
Strategic Management Journal, 29:
859–872.
Lawler & Finegold, Who’s in the
boardroom and does it matter?;
E. E. Lawler III & D. L. Finegold, 2005, The
changing face of corporate boards, MIT
Sloan Management Review, 46(2): 67–70;
A. Conger, E. E. Lawler, & D. L. Finegold,
2001, Corporate Boards: New Strategies
for Adding Value at the Top, San
Francisco: Jossey-Bass; J. A. Conger,
D. Finegold, & E. E. Lawler III, 1998,
Appraising boardroom performance,
Harvard Business Review, 76(1): 136–148.
A. L. Boone, L. C. Field, J. M. Karpoff, &
C. G. Raheja, 2007, The determinants of
corporate board size and composition:
An empirical analysis, Journal of Financial
Economics, 85(1): 66–101; J. Marshall,
2001, As boards shrink, responsibilities
grow, Financial Executive, 17(4): 36–39.
T. Long, 2007, The evolution of FTSE
250 boards of directors: Key factors
influencing board performance and
effectiveness, Journal of General
Management, 32(3): 45–60; S. Finkelstein &
A. C. Mooney, 2003, Not the usual
suspects: How to use board process
to make boards better, Academy of
Management Executive, 17: 101–113.
J. L. Koors, 2006 Director pay: A work
in progress, The Corporate Governance
Advisor, 14(5): 25–31; W. Shen, 2005,
Improve board effectiveness: The need for
incentives, British Journal of Management,
16(S1): S81–S89; M. Gerety, C. Hoi, & A.
Robin, 2001, Do shareholders benefit from
the adoption of incentive pay for directors?
Financial Management, 30: 45–61; D. C.
Hambrick & E. M. Jackson, 2000, Outside
directors with a stake: The linchpin
in improving governance, California
Management Review, 42(4): 108–127.
Y. Deutsch, T. Keil, & T. Laamanen, 2007,
Decision making in acquisitions: the
effect of outside directors’ compensation
on acquisition patterns, Journal of
Management, 33(1): 30–56.
A. J. Hillman, C. Shropshire, &
A. A. Cannella, Jr. 2007, Organizational
predictors of women on corporate boards,
Academy of Management Journal, 50:
941–952; I. Filatotchev & S. Toms, 2003,
Corporate governance, strategy and
survival in a declining industry: A study of
UK cotton textile companies, Journal of
Management Studies, 40: 895–920.
2007, Wall St. roundup; pay increases for
CEOs fall below 10% in 2006, Los Angeles
Times, April 3, C4.
S. N. Kaplan, 2008, Are U.S. CEOs
overpaid? Academy of Management
Perspectives, 22(2): 5–20.

Part 3: Strategic Actions: Strategy Implementation

314
104. J Cresswell, 2006, Gilded paychecks: Pay
packages allow executives to jump ship
with less risk, New York Times, http://
www.nyt.com, December 29.
105. C. Icahn, 2009, We’re not the boss of AIG,
New York Times, http://www.nytimes
.com, March 29; G. Blain & C. Siemaszko,
2008, AIG agrees to cut golden parachute
for CEO, trim spending, New York Daily
News, http://www.nydailynews.com,
October 16.
106. H. G. Barkema & M. Schjven, 2008,
Toward unlocking the full potential of
acquisition: The role of organizational
restructuring, Academy of Management
Journal, 51: 696–722; M. Cording,
P. Chritmann, & D. R. King, 2008,
Reducing causal ambiguity in acquisition
integration: Intermediate goals as
mediators of integration decisions and
acquisition performance, Academy of
Management Journal, 51: 744–767.
107. T. Laamanen & T. Keil, 2008, Performance
of serial acquirers: Toward an acquisition
program perspective, Strategic
Management Journal, 29: 663–672; G. M.
McNamara, J. Haleblian, & B. J. Dykes,
2008, The performance implications of
participating in an acquisition wave: Early
mover advantages, bandwagon effects,
and the moderating influence of industry
characteristics and acquirer tactics,
Academy of Management Journal, 51:
113–130.
108. J. A. Krug & W. Shill, 2008, The big exit:
Executive churn in the wake of M&As,
Journal of Business Strategy, 29(4): 15–21;
J. Harford, 2003, Takeover bids and target
directors’ incentives: The impact of a
bid on directors’ wealth and board seats,
Journal of Financial Economics, 69:
51–83; S. Chatterjee, J. S. Harrison,
& D. D. Bergh, 2003, Failed takeover
attempts, corporate governance, and
refocusing, Strategic Management
Journal, 24: 87–96.
109. E. Webb, 2006, Relationships between
board structure and takeover defenses,
Corporate Governance, 6(3): 268–280;
C. Sundaramurthy, J. M. Mahoney, &
J. T. Mahoney, 1997, Board structure,
antitakeover provisions, and stockholder
wealth, Strategic Management Journal,
18: 231–246.
110. W. G. Sanders & M. A. Carpenter, 2003,
Strategic satisficing? A behavioral-agency
theory perspective on stock repurchase
program announcements, Academy of
Management Journal, 46: 160–178;
J. Westphal & E. Zajac, 2001, Decoupling
policy from practice: The case of stock
repurchase programs, Administrative
Science Quarterly, 46: 202–228.
111. O. Faleye, 2007, Classified boards, firm
value, and managerial entrenchment,
Journal of Financial Economics, 83:
501–529.
112. 2007, Leaders: Pay slips; management
in Europe, Economist, June 23, 14: A.
Cala, 2005, Carrying golden parachutes;
France joins EU trend to reign in executive

113.

114.

115.
116.

117.

118.

119.

120.

121.

122.

123.

severance deals, Wall Street Journal,
June 8, A13.
J. A. Pearce II & R. B. Robinson Jr., 2004,
Hostile takeover defenses that maximize
shareholder wealth, Business Horizons,
47(5): 15–24.
A. Kacperzyk, 2009, With greater power
comes greater responsibility? Takeover
protection and corporate attention to
stakeholders, Strategic Management
Journal, 30: 261–285.
Walsh & Kosnik, Corporate raiders.
A. Chakraborty & R. Arnott, 2001,
Takeover defenses and dilution: A
welfare analysis, Journal of Financial and
Quantitative Analysis, 36: 311–334.
M. Wolf, 2007, The new capitalism:
How unfettered finance is fast reshaping
the global economy, Financial Times,
June 19, 13: C. Millar, T. I. Eldomiaty,
C. J. Choi, & B. Hilton, 2005, Corporate
governance and institutional transparency
in emerging markets, Journal of Business
Ethics, 59: 163–174; D. Norburn, B.
K. Boyd, M. Fox, & M. Muth, 2000,
International corporate governance reform,
European Business Journal, 12(3): 116–133.
China YCT International strengthens
corporate governance with establishment
of audit committee and appointments of
three new independent directors, 2009,
Quamnet.com Stock News, http://www
.quamnet.com, April 13; P. Aldrick, 2009,
RBS investors threaten to vote down pay
report, Telegraph.co.uk, http://www
.telegraph.co.uk, March 24.
P. Witt, 2004, The competition of
international corporate governance
systems—A German perspective,
Management International Review,
44: 309–333; L. Nachum, 2003,
Does nationality of ownership make
any difference and if so, under what
circumstances? Professional service
MNEs in global competition, Journal of
International Management, 9: 1–32.
Crossland & Hambrick, How national
systems differ in their constraints on
corporate executives; Aguilera & Jackson,
The cross-national diversity of corporate
governance: Dimensions and determinants.
Carney, Corporate governance and
competitive advantage in family-controlled
firms; S. Klein, 2000, Family businesses
in Germany: Significance and structure,
Family Business Review, 13: 157–181.
A. Tuschke & W. G. Sanders, 2003,
Antecedents and consequences of
corporate governance reform: The case of
Germany, Strategic Management Journal,
24: 631–649; J. Edwards & M. Nibler,
2000, Corporate governance in Germany:
The role of banks and ownership
concentration, Economic Policy, 31:
237–268; E. R. Gedajlovic & D. M. Shapiro,
1998, Management and ownership effects:
Evidence from five countries, Strategic
Management Journal, 19: 533–553.
P. C. Fiss, 2006, Social influence effects and
managerial compensation evidence from
Germany, Strategic Management Journal,

124.

125.

126.

127.

128.

129.

130.

131.

132.

133.

134.

135.

27: 1013–1031; S. Douma, 1997, The twotier system of corporate governance, Long
Range Planning, 30(4): 612–615.
P. C. Fiss & E. J. Zajac, 2004, The diffusion
of ideas over contested terrain: The (non)
adoption of a shareholder value orientation
among German firms, Administrative
Science Quarterly, 49: 501–534.
W. G. Sanders & A. C. Tuschke, 2007, The
adoption of the institutionally contested
organizational practices: The emergence
of stock option pay in Germany, Academy
of Management Journal, 57: 33–56.
T. Hoshi, A. K. Kashyap, & S. Fischer,
2001, Corporate Financing and
Governance in Japan, Boston: MIT Press.
J. P. Charkham, 1994. Keeping Good
Companies: A Study of Corporate
Governance in Five Countries. New York:
Oxford University Press, 70.
M. A. Hitt, H. Lee, & E. Yucel, 2002,
The importance of social capital to the
management of multinational enterprises:
Relational networks among Asian and
Western firms, Asia Pacific Journal of
Management, 19: 353–372.
W. P. Wan, D. W. Yiu, R. E. Hoskisson, &
H. Kim, 2008, The performance
implications of relationship banking
during macroeconomic expansion
and contraction: A study of Japanese
banks’ social relationships and overseas
expansion, Journal of International
Business Studies, 39: 406–427.
P. M. Lee & H. M. O’Neill, 2003,
Ownership structures and R&D investments
of U.S. and Japanese firms: Agency and
stewardship perspectives, Academy of
Management Journal, 46: 212–225.
I. S. Dinc, 2006, Monitoring the monitors:
The corporate governance in Japanese
banks and their real estate lending in the
1980s, Journal of Business, 79(6):
3057–3081; A. Kawaura, 2004,
Deregulation and governance: Plight of
Japanese banks in the 1990s, Applied
Economics, 36: 479–484; B. Bremner,
2001, Cleaning up the banks—finally,
BusinessWeek, December 17, 86; 2000,
Business: Japan’s corporate-governance
U-turn, The Economist, November 18, 73.
N. Isagawa, 2007, A theory of unwinding
of cross-shareholding under managerial
entrenchment, Journal of Financial
Research, 30: 163–179.
C. L. Ahmadjian & G. E. Robbins, 2005, A
clash of capitalisms: Foreign shareholders
and corporate restructuring in 1990s
Japan, American Sociological Review,
70: 451–471.
J. M. Ramseyer, M. Nakazato, & E. B.
Rasmusen, 2009, Public and private firm
compensation: Evidence from Japanese
tax returns, Harvard Law and Economics
Discussion Paper, February 1.
S. R. Miller, D. Li, L. Eden, & M. A. Hitt,
2008, Insider trading and the valuation
of international strategic alliances in
emerging stock markets. Journal of
International Business Studies, 39:
102–117.

315

142.

143.

144.

145.

146.

maker again angers an activist fund, Wall
Street Journal, June 22, C5.
Steel Partners LLC, 2009, BusinessWeek,
http://investing.businessweek.com,
April 16.
I. Filatotchev, J. Stephan, & B. Jindra,
2008, Ownership structure, strategic
controls and export intensity of foreigninvested firms in transition economies,
Journal of International Business Studies,
39: 1133–1148.
T. J. Healey, 2007, Sarbox was the right
medicine, Wall Street Journal, August 9,
A13.
J. D. Hughes & J. H. Lee, 2007, The
changing landscape of D & O liability, Risk
Management Journal, January, 18–22.
C. Shropshire & A. J. Hillman, 2007, A
longitudinal study of significant change
in stakeholder management, Business
and Society, 46(1): 63–87; S. Sharma & I.
Henriques, 2005, Stakeholder influences on
sustainability practices in the Canadian Forest
products industry, Strategic Management
Journal, 26: 159–180; A. J. Hillman,
G. D. Keim, & R. A. Luce, 2001, Board
composition and stakeholder performance:

Do stakeholder directors make a difference?
Business and Society, 40: 295–314.
147. D. L. Gold & J. W. Dienhart, 2007,
Business ethics in the corporate
governance era: Domestic and
international trends in transparency,
regulation, and corporate governance,
Business and Society Review, 112(2):
163–170; N. Demise, 2005, Business
ethics and corporate governance in Japan,
Business and Society, 44: 211–217.
148. R. V. Aguilera, D. E. Rupp, C. A. Williams, &
J. Ganapathi, 2007, Putting the S back
in corporate social responsibility: A
multilevel theory of social change in
organizations, Academy of Management
Review, 32(3): 836–863; Caldwell &
Karri, Organizational governance and
ethical systems: A covenantal approach
to building trust; A. Felo, 2001, Ethics
programs, board involvement, and
potential conflicts of interest in corporate
governance, Journal of Business Ethics,
32: 205–218.
149. Cummins achieves top ranking for
corporate governance, 2009, AEDNews,
http://www.aednet.org, March 16.

Chapter 10: Corporate Governance

136. H. Zou & M. B. Adams, 2008, Corporate
ownership, equity risk and returns in
the People’s Republic of China, Journal
of International Business Studies, 39:
1149–1168.
137. Y. Su, D. Xu, & P. H. Phan, 2008, Principalprincipal conflict in the governance of the
Chinese public corporation, Management
and Organization Review, 4: 17–38.
138. China YCT International strengthens
corporate governance with establishment
of audit committee and appointments of
three new independent directors, 2009.
139. T. Buck, X. Lui, & R. Skovoroda, 2008, Top
executives pay and firm performance in
China, Journal of International Business
Studies, 39: 833–850.
140. P. M. Vaaler & B. N. Schrage, 2009, Residual
state ownership, policy stability and
financial performance following strategic
decisions by privatizing telecoms, Journal of
International Business Studies, 40: 621–641.
141. Steel Partners issues statement on
changes to KT&G’s board of directors,
2008, Reuters, http://www.reuters.com,
March 13; L. Santini, 2007, Rematch:
KT&G vs. Steel Partners: Korean cigarette

CHAP TE R

11

Organizational Structure
and Controls

Studying
dying this chapter should provide you with the strategic
management
nagement knowledge needed to:
1. Define organizational structure and controls and discuss the difference
between strategic and financial controls.
2. Describe the relationship between strategy and structure.
3. Discuss the functional structures used to implement business-level
strategies.
trategies.
4. Explain the use of three versions of the multidivisional (M-form)
structure
tructure to implement different diversification strategies.
5. Discuss the organizational structures used to implement three
international strategies.
6. Define strategic networks and discuss how strategic center firms
implement such networks at the business, corporate, and international
levels.

Terry Smith Images/Alamy

Cisco’s focus traditionally has been on
producing network equipment that enables
voice, video, and data to travel across
computer networks. Accordingly, its products are at the heart of allowing the Internet and
intranets to function across most corporate, public, and educational institutions around the
world. Because Cisco’s rapid growth was influenced by the Internet, it focused on three
semiautonomous lines of business with distinct customers: Internet service providers, large
enterprises, and small and medium-sized businesses. Within each of these three lines of
business was a self-contained organization with separate marketing and operational groups.
This allowed the firm to grow rapidly by focusing on the idiosyncratic needs of different
customer segments.
This structure worked because the market was expanding quickly. However, in 2001,
the explosive growth ceased when the Internet bubble burst. Thus, on August 23, 2001,
Cisco announced a reorganization. The restructuring created 11 technology groups or
divisions, all of which had previously been in the
three separate business organizations. The sales
groups, however, maintained their focus on the
three particular customer segments. The integration
across technologies allowed for more efficient cost
reduction, which was necessary given the external
environment change. Despite the many changes,
Cisco emphasized its constant focus on customers
because of the informal organization and previous
personal interconnections between people in the
reorganized engineering groups and the marketing
segments.
Over time, Cisco has also evolved its approach
with the external environment. As networks
matured, Cisco focused more on large-firm data
centers. Therefore, Cisco has changed from a pure
networking player focused on routers and switches
to an overall information technology (IT) supplier.
Thus it needed to build new software businesses
as well as service collaborations. Furthermore it
has expanded through acquisitions of software and
hardware firms to create the necessary capabilities
to develop a more integrated support system
necessary to serve large corporate data centers. It
also developed a consumer strategy by acquiring
Linksys for home network systems and ScientificAtlanta for television network boxes to facilitate
cable systems. Likewise, it purchased software
firms such as WebEx and IronPort to facilitate its
corporate communication business and network
security business, respectively. In addition, it
has been collaborating with Accenture and Tata
Consulting Services to provide an overall solutions
business (as discussed in Chapter 9). Accordingly,
not only is Cisco changing its focus on large and
small customers, but it is offering software and
consulting solution services.
The current downturn in the economy is forcing Cisco and other major firms to
reposition and expand into nontraditional businesses in order to gain revenues lost in other
areas. Most recently, it moved into “servers, which have been the traditional business of its
former partners Hewlett-Packard and IBM. To manage this expansion and the integration
process, Cisco needs to change its structure again. It is more likely that a corporate M-form
will be necessary (this structure will be defined later in the chapter) because Cisco will need
to not only have a large group of separate businesses, but it will need to integrate these
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businesses in a cooperative way such that all of the services are bundled and sold together
to large IT centers. It will probably develop different structural approaches to manage
its consumer businesses. It remains to be seen whether Cisco can make these changes
effectively. Cisco does have one thing going for it—its strong culture focused on customer
satisfaction. As stated earlier, customer focus is even embedded in its engineering divisions.
But it will need more than a strategy—it will need a finely tuned organization to make
it all work. Only time will tell whether Cisco is successful with this new strategy and the
necessary structural adaptation.
Sources: R. Gulati & P. Puranam, 2009, Renewal through reorganization: The value of inconsistencies between
formal and informal organization, Organizational Science, 20(2): 422–440; S. Lohr, 2009, In Sun, Oracle sees a
software gem, The New York Times, http://www.nytimes.com, April 20; S. H. Wildstrom, 2009, Meet Cisco, the
consumer company, BusinessWeek, May 4, 73; B. Worthen & J. Scheck, 2009, As growth slows, ex-allies square
off in a turf war, Wall Street Journal, March 16, A1; J. Duffy, 2008, Cisco accelerates shift to software, data
center, Network World, January 7, 12; J. Duffy, 2008, Cisco plans data center product overhaul, Network World,
December 15, 1–2; B. Novak, 2008, Cisco connects the dots; aligning leaders with new organizational structure,
Global Business and Organizational Excellence, 27(5): 22–32.

As we explain in Chapter 4, all firms use one or more business-level strategies. In
Chapters 6–9, we discuss other strategies firms may choose to use (corporate-level, international, and cooperative). Once selected, strategies are not implemented in a vacuum.
Organizational structure and controls, this chapter’s topic, provide the framework within
which strategies are used in both for-profit organizations and not-for-profit agencies.1
However, as we explain, separate structures and controls are required to successfully
implement different strategies. In all organizations, top-level managers have the final
responsibility for ensuring that the firm has matched each of its strategies with the
appropriate organizational structure and that both change when necessary. Thus, John
Chambers, the CEO of Cisco, is responsible for changing its organizational structure
if the firm decides to use a different business or corporate-level strategy. The match or
degree of fit between strategy and structure influences the firm’s attempts to earn aboveaverage returns.2 Thus, the ability to select an appropriate strategy and match it with the
appropriate structure is an important characteristic of effective strategic leadership.3
This chapter opens with an introduction to organizational structure and controls. We
then provide more details about the need for the firm’s strategy and structure to be properly matched. Affecting firms’ efforts to match strategy and structure is their influence on
each other.4 As we discuss, strategy has a more important influence on structure, although
once in place, structure influences strategy.5 Next, we describe the relationship between
growth and structural change successful firms experience. We then discuss the different
organizational structures firms use to implement the separate business-level, corporatelevel, international, and cooperative strategies. A series of figures highlights the different
structures firms match with strategies. Across time and based on their experiences, organizations, especially large and complex ones, customize these general structures to meet
their unique needs.6 Typically, the firm tries to form a structure that is complex enough
to facilitate use of its strategies but simple enough for all parties to understand and implement.7 When strategies become more diversified as with Cisco’s in the Opening Case,
a firm must adjust its structure to deal with the increased complexity.8

Organizational Structure and Controls
Research shows that organizational structure and the controls that are a part of the
structure affect firm performance.9 In particular, evidence suggests that performance
declines when the firm’s strategy is not matched with the most appropriate structure and
controls.10 Even though mismatches between strategy and structure do occur, research
indicates that managers try to act rationally when forming or changing their firm’s
structure.11 His record of success at General Electric (GE) suggests that CEO Jeffrey
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Immelt pays close attention to the need to make certain that strategy and structure
remain matched, as evidenced by restructuring alignments in GE Capital, GE’s financial
service group, during the economic downturn.12

Organizational Structure
Organizational structure specifies the firm’s formal reporting relationships, procedures,

controls, and authority and decision-making processes.13 Developing an organizational
structure that effectively supports the firm’s strategy is difficult, especially because of the
uncertainty (or unpredictable variation14) about cause-effect relationships in the global
economy’s rapidly changing and dynamic competitive environments.15 When a structure’s elements (e.g., reporting relationships, procedures, etc.) are properly aligned with
one another, the structure facilitates effective use of the firm’s strategies.16 Thus, organizational structure is a critical component of effective strategy implementation processes.17
A firm’s structure specifies the work to be done and how to do it, given the firm’s
strategy or strategies.18 Thus, organizational structure influences how managers work and
the decisions resulting from that work.19 Supporting the implementation of strategies,
structure is concerned with processes used to complete organizational tasks.20 Having
the right structure and process is important. For example, many product-oriented firms
have been moving to develop service businesses associated with those products. This has
been a strategy used by many of GE’s businesses, such as medical equipment. However,
research suggests that developing a separate division for such services in product-oriented
companies, rather than managing the service business within the product divisions, leads
to additional growth and profitability in the service business.21
Effective structures provide the stability a firm needs to successfully implement its
strategies and maintain its current competitive advantages while simultaneously providing the flexibility to develop advantages it will need in the future.22 Structural stability
provides the capacity the firm requires to consistently and predictably manage its daily
work routines23 while structural flexibility provides the opportunity to explore competitive possibilities and then allocate resources to activities that will shape the competitive advantages the firm will need to be successful in the future.24 An effectively flexible
organizational structure allows the firm to exploit current competitive advantages while
developing new ones that can potentially be used in the future.25 For example, the management system at Cisco is said to provide “speed, skill, and flexibility.”26 Cisco is able to
accomplish this by using team-based processes as an overlay to its basic structure, allowing it to exploit its current advantages while exploring for new ones.
Modifications to the firm’s current strategy or selection of a new strategy call for
changes to its organizational structure. However, research shows that once in place, organizational inertia often inhibits efforts to change structure, even when the firm’s performance suggests that it is time to do so.27 In his pioneering work, Alfred Chandler
found that organizations change their structures when inefficiencies force them to.28
Chandler’s contributions to our understanding of organizational structure and its relationship to strategies and performance are quite significant. Indeed, some believe that
Chandler’s emphasis on “organizational structure so transformed the field of business
history that some call the period before Dr. Chandler’s publications ‘B.C.,’ meaning
‘before Chandler.’”29
Firms seem to prefer the structural status quo and its familiar working relationships
until the firm’s performance declines to the point where change is absolutely necessary.30
For example, necessity is obviously the case for General Motors given that it went into
bankruptcy to force the required restructuring.31
In addition to the issues we already mentioned, it is important to note that top-level
managers hesitate to conclude that the firm’s structure (or its strategy, for that matter) are
the problem, in that doing so suggests that their previous choices were not the best ones.
Because of these inertial tendencies, structural change is often induced instead by actions

Organizational
structure specifies
the firm’s formal
reporting relationships,
procedures, controls,
and authority and
decision-making
processes.
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from stakeholders (e.g., those from the capital market and customers—see Chapter 2) who
are no longer willing to tolerate the firm’s performance. Evidence shows that appropriate
timing of structural change happens when top-level managers recognize that a current
organizational structure no longer provides the coordination and direction needed for the
firm to successfully implement its strategies.32 Interestingly, many organizational changes
are taking place in the current economic downturn, apparently because poor performance
reveals organizational weaknesses. As we discuss next, effective organizational controls
help managers recognize when it is time to adjust the firm’s structure.

Organizational Controls

Organizational
controls guide the use
of strategy, indicate how
to compare actual results
with expected results,
and suggest corrective
actions to take when the
difference is unacceptable.
Strategic controls are
largely subjective criteria
intended to verify
that the firm is using
appropriate strategies
for the conditions in the
external environment and
the company’s competitive
advantages.
Financial controls are
largely objective criteria
used to measure the firm’s
performance against
previously established
quantitative standards.

Organizational controls are an important aspect of structure.33 Organizational controls
guide the use of strategy, indicate how to compare actual results with expected results,
and suggest corrective actions to take when the difference is unacceptable. When fewer
differences separate actual from expected outcomes, the organization’s controls are more
effective.34 It is difficult for the company to successfully exploit its competitive advantages without effective organizational controls.35 Properly designed organizational controls provide clear insights regarding behaviors that enhance firm performance.36 Firms
use both strategic controls and financial controls to support using their strategies.
Strategic controls are largely subjective criteria intended to verify that the firm is
using appropriate strategies for the conditions in the external environment and the company’s competitive advantages. Thus, strategic controls are concerned with examining
the fit between what the firm might do (as suggested by opportunities in its external
environment) and what it can do (as indicated by its competitive advantages). Effective
strategic controls help the firm understand what it takes to be successful.37 Strategic
controls demand rich communications between managers responsible for using them to
judge the firm’s performance and those with primary responsibility for implementing the
firm’s strategies (such as middle and first-level managers). These frequent exchanges are
both formal and informal in nature.38
Strategic controls are also used to evaluate the degree to which the firm focuses on
the requirements to implement its strategies. For a business-level strategy, for example,
the strategic controls are used to study primary and support activities (see Tables 3.6 and
3.7, on page 87) to verify that the critical activities are being emphasized and properly
executed.39 With related corporate-level strategies, strategic controls are used by corporate
strategic leaders to verify the sharing of appropriate strategic factors such as knowledge,
markets, and technologies across businesses. To effectively use strategic controls when
evaluating related diversification strategies, headquarter executives must have a deep
understanding of each unit’s business-level strategy.40
As we described in the Opening Case, Cisco’s executives allocate a great deal of
time and energy to issues related to strategic control. Constantly challenged to meet
the demands of an ever-changing market, John Chambers, Cisco’s CEO, was able to
implement a revised strategic controls system where he “was able to surrender his role
as a command-and-control CEO and institute a collaborative decision-making model
that allows the company to respond speedily to emerging transitions.”41 Using this
system on strategic control allowed Cisco to move to open source software development
before competitors such as Microsoft. They also were one of the first companies to move
to Web-based customer service centers from call centers having foreseen this change
through their strategic control system.
Financial controls are largely objective criteria used to measure the firm’s performance
against previously established quantitative standards. Accounting-based measures such as
return on investment (ROI) and return on assets (ROA) as well as market-based measures
such as economic value added are examples of financial controls. Partly because strategic
controls are difficult to use with extensive diversification,42 financial controls are emphasized to evaluate the performance of the firm using the unrelated diversification strategy. The unrelated diversification strategy’s focus on financial outcomes (see Chapter 6)
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requires using standardized financial controls to
compare performances between business units and
associated managers.43
When using financial controls, firms evaluate
their current performance against previous outcomes as well as against competitors’ performance
and industry averages. In the global economy,
technological advances are being used to develop
highly sophisticated financial controls, making it
possible for firms to more thoroughly analyze their
performance results and to assure compliance with
regulations. Companies such as Oracle and SAP sell
software tools that automate processes firms use to
meet the financial reporting requirements specified
by the Sarbanes-Oxley Act. (As noted in Chapter
10, this act requires a firm’s principal executive and financial officers to certify corporate financial and related information in quarterly and annual reports submitted to the
Securities and Exchange Commission.)
Both strategic and financial controls are important aspects of each organizational
structure, and as we noted previously, any structure’s effectiveness is determined by using
a combination of strategic and financial controls. However, the relative use of controls
varies by type of strategy. For example, companies and business units of large diversified
firms using the cost leadership strategy emphasize financial controls (such as quantitative
cost goals), while companies and business units using the differentiation strategy emphasize strategic controls (such as subjective measures of the effectiveness of product development teams).44 As previously explained, a corporate-wide emphasis on sharing among
business units (as called for by related diversification strategies) results in an emphasis on
strategic controls, while financial controls are emphasized for strategies in which activities or capabilities are not shared (e.g., in an unrelated diversification strategy).
As firms consider controls, the important point is to properly balance the use of strategic and financial controls. Indeed, overemphasizing one at the expense of the other can
lead to performance declines. According to Michael Dell, an overemphasis on financial
controls to produce attractive short-term results contributed to performance difficulties at Dell Inc. In addressing this issue, Dell said the following: “The company was too
focused on the short term, and the balance of priorities was way too leaning toward
things that deliver short-term results.”45 Executives at Dell have now achieved a more
appropriate emphasis on the long term as well as the short term due a reemphasis on
strategic controls, although Dell is still playing catch up to Hewlett-Packard.46

Relationships between Strategy and Structure
Strategy and structure have a reciprocal relationship.47 This relationship highlights the
interconnectedness between strategy formulation (Chapters 4, 6–9) and strategy implementation (Chapters 10–13). In general, this reciprocal relationship finds structure flowing from or following selection of the firm’s strategy. Once in place though, structure can
influence current strategic actions as well as choices about future strategies. Consider, for
example, the possible influences of the Cisco’s structure and control system in influencing its strategy as illustrated in the Opening Case.
The general nature of the strategy/structure relationship means that changes to the
firm’s strategy create the need to change how the organization completes its work. In
the “structure influences strategy” direction, firms must be vigilant in their efforts to
verify that how their structure calls for work to be completed remains consistent with
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the implementation requirements of chosen strategies. Research shows, however, that
“strategy has a much more important influence on structure than the reverse.”48
Regardless of the strength of the reciprocal relationships between strategy and
structure, those choosing the firm’s strategy and structure should be committed to
matching each strategy with a structure that provides the stability needed to use current
competitive advantages as well as the flexibility required to develop future advantages.
Therefore, when changing strategies, the firm should simultaneously consider the structure
that will be needed to support use of the new strategy; properly matching strategy and
structure can create a competitive advantage.49

Evolutionary Patterns of Strategy and
Organizational Structure
Research suggests that most firms experience a certain pattern of relationships between
strategy and structure. Chandler50 found that firms tend to grow in somewhat predictable
Figure 11.1 Strategy and Structure Growth Pattern
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patterns: “first by volume, then by geography, then integration (vertical, horizontal), and
finally through product/business diversification”51 (see Figure 11.1). Chandler interpreted
his findings as an indication that firms’ growth patterns determine their structural form.
As shown in Figure 11.1, sales growth creates coordination and control problems
the existing organizational structure cannot efficiently handle. Organizational growth
creates the opportunity for the firm to change its strategy to try to become even more
successful. However, the existing structure’s formal reporting relationships, procedures,
controls, and authority and decision-making processes lack the sophistication required
to support using the new strategy.52 A new structure is needed to help decision makers
gain access to the knowledge and understanding required to effectively integrate and
coordinate actions to implement the new strategy.53
Firms choose from among three major types of organizational structures—simple,
functional, and multidivisional—to implement strategies. Across time, successful firms
move from the simple to the functional to the multidivisional structure to support
changes in their growth strategies.54

Simple Structure
The simple structure is a structure in which the owner-manager makes all major decisions and monitors all activities while the staff serves as an extension of the manager’s
supervisory authority.55 Typically, the owner-manager actively works in the business on
a daily basis. Informal relationships, few rules, limited task specialization, and unsophisticated information systems characterize this structure. Frequent and informal communications between the owner-manager and employees make coordinating the work to be
done relatively easy. The simple structure is matched with focus strategies and businesslevel strategies, as firms implementing these strategies commonly compete by offering a
single product line in a single geographic market. Local restaurants, repair businesses,
and other specialized enterprises are examples of firms using the simple structure.
As the small firm grows larger and becomes more complex, managerial and structural challenges emerge. For example, the amount of competitively relevant information
requiring analysis substantially increases, placing significant pressure on the ownermanager. Additional growth and success may cause the firm to change its strategy. Even
if the strategy remains the same, the firm’s larger size dictates the need for more sophisticated workflows and integrating mechanisms. At this evolutionary point, firms tend to
move from the simple structure to a functional organizational structure.56

Functional Structure
The functional structure consists of a chief executive officer and a limited corporate
staff, with functional line managers in dominant organizational areas such as production,
accounting, marketing, R&D, engineering, and human resources.57 This structure allows
for functional specialization,58 thereby facilitating active sharing of knowledge within
each functional area. Knowledge sharing facilitates career paths as well as professional
development of functional specialists. However, a functional orientation can negatively
affect communication and coordination among those representing different organizational functions. For this reason, the CEO must work hard to verify that the decisions
and actions of individual business functions promote the entire firm rather than a single
function. The functional structure supports implementing business-level strategies and
some corporate-level strategies (e.g., single or dominant business) with low levels of
diversification. When changing from a simple to a functional structure, firms want to
avoid introducing value-destroying bureaucratic procedures such as failing to promote
innovation and creativity.59

Multidivisional Structure
With continuing growth and success, firms often consider greater levels of diversification.
Successfully using a diversification strategy requires analyzing substantially greater
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amounts of data and information when the firm offers the same products in different
markets (market or geographic diversification) or offers different products in several
markets (product diversification). In addition, trying to manage high levels of diversification through functional structures creates serious coordination and control problems,60 a
fact that commonly leads to a new structural form.61
The multidivisional (M-form) structure consists of a corporate office and operating
divisions, each operating division representing a separate business or profit center in which
the top corporate officer delegates responsibilities for day-to-day operations and businessunit strategy to division managers. Each division represents a distinct, self-contained business with its own functional hierarchy.62 As initially designed, the M-form was thought to
have three major benefits: “(1) it enabled corporate officers to more accurately monitor
the performance of each business, which simplified the problem of control; (2) it facilitated comparisons between divisions, which improved the resource allocation process;
and (3) it stimulated managers of poorly performing divisions to look for ways of improving performance.”63 Active monitoring of performance through the M-form increases the
likelihood that decisions made by managers heading individual units will be in stakeholders’ best interests. Because diversification is a dominant corporate-level strategy used in
the global economy, the M-form is a widely adopted organizational structure.64
Used to support implementation of related and unrelated diversification strategies,
the M-form helps firms successfully manage diversification’s many demands.65 Chandler
viewed the M-form as an innovative response to coordination and control problems that
surfaced during the 1920s in the functional structures then used by large firms such as
DuPont and General Motors.66 Research shows that the M-form is appropriate when the
firm grows through diversification.67 Partly because of its value to diversified corporations, some consider the multidivisional structure to be one of the twentieth century’s
most significant organizational innovations.68
No one organizational structure (simple, functional, or multidivisional) is inherently
superior to the others.69 Peter Drucker says the following about this matter: “There is no one
right organization. … Rather the task … is to select the organization for the particular task
and mission at hand.”70 In our context, Drucker is saying that the firm must select a structure
that is “right” for successfully using the chosen strategy. Because no single structure is optimal
in all instances, managers concentrate on developing proper matches between strategies and
organizational structures rather than searching for an “optimal” structure. This matching of
structure and strategy is taking place at Cisco. As noted in the Opening Case, John Chambers
is increasing the firm’s level of diversification and as such is adjusting its structure to match.
We now describe the strategy/structure matches that evidence shows positively contribute to firm performance.

Matches between Business-Level Strategies and the
Functional Structure
The multidivisional
(M-form)
structure consists of
a corporate office and
operating divisions,
each operating division
representing a separate
business or profit center
in which the top corporate
officer delegates
responsibilities for dayto-day operations and
business-unit strategy to
division managers.

Firms use different forms of the functional organizational structure to support
implementing the cost leadership, differentiation, and integrated cost leadership/
differentiation strategies. The differences in these forms are accounted for primarily
by different uses of three important structural characteristics: specialization (concerned
with the type and number of jobs required to complete work71), centralization (the
degree to which decision-making authority is retained at higher managerial levels72), and
formalization (the degree to which formal rules and procedures govern work73).
Using the Functional Structure to Implement the Cost Leadership
Strategy
Firms using the cost leadership strategy sell large quantities of standardized products to
an industry’s typical customer. Simple reporting relationships, few layers in the decisionmaking and authority structure, a centralized corporate staff, and a strong focus on
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process improvements through the manufacturing function rather than the development
of new products by emphasizing product R&D characterize the cost leadership form of
the functional structure74 (see Figure 11.2). This structure contributes to the emergence
of a low-cost culture—a culture in which employees constantly try to find ways to reduce
the costs incurred to complete their work.75
In terms of centralization, decision-making authority is centralized in a staff function
to maintain a cost-reducing emphasis within each organizational function (engineering,
marketing, etc.). While encouraging continuous cost reductions, the centralized staff also
verifies that further cuts in costs in one function won’t adversely affect the productivity
levels in other functions.76
Jobs are highly specialized in the cost leadership functional structure; work is divided
into homogeneous subgroups. Organizational functions are the most common subgroup, although work is sometimes batched on the basis of products produced or clients
served. Specializing in their work allows employees to increase their efficiency, resulting
in reduced costs. Guiding individuals’ work in this structure are highly formalized rules
and procedures, which often emanate from the centralized staff.
Wal-Mart Stores Inc. uses the functional structure to implement cost leadership strategies in each of its three segments (Wal-Mart Stores, Sam’s Clubs, and International).
In the Wal-Mart Stores segment (which generates the largest share of the firm’s total
sales), the cost leadership strategy is used in the firm’s Supercenter, Discount, and
Neighborhood Market retailing formats.77 Long known for its “Always Low Prices”
slogan (which was used for 19 years), Wal-Mart recently changed to a new slogan—
“Save Money, Live Better.”78 Although the slogan is new, Wal-Mart continues using the
functional organizational structure in its divisions to drive costs lower. As discussed in
Chapter 4, competitors’ efforts to duplicate the success of Wal-Mart’s cost leadership
Figure 11.2 Functional Structure for Implementing a Cost Leadership Strategy
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strategies have generally failed, partly because of the effective strategy/structure matches
in each of the firm’s segments.
Using the Functional Structure to Implement the Differentiation Strategy
Firms using the differentiation strategy produce products customers perceive as being
different in ways that create value for them. With this strategy, the firm wants to sell nonstandardized products to customers with unique needs. Relatively complex and flexible
reporting relationships, frequent use of cross-functional product development teams,
and a strong focus on marketing and product R&D rather than manufacturing and process R&D (as with the cost leadership form of the functional structure) characterize the
differentiation form of the functional structure (see Figure 11.3). From this structure
emerges a development-oriented culture in which employees try to find ways to further
differentiate current products and to develop new, highly differentiated products.79
Continuous product innovation demands that people throughout the firm interpret
and take action based on information that is often ambiguous, incomplete, and uncertain. Following a strong focus on the external environment to identify new opportunities,
employees often gather this information from people outside the firm (e.g., customers
and suppliers). Commonly, rapid responses to the possibilities indicated by the collected
information are necessary, suggesting the need for decentralized decision-making responsibility and authority. To support creativity and the continuous pursuit of new sources
of differentiation and new products, jobs in this structure are not highly specialized.
This lack of specialization means that workers have a relatively large number of tasks in
their job descriptions. Few formal rules and procedures also characterize this structure.
Low formalization, decentralization of decision-making authority and responsibility, and
low specialization of work tasks combine to create a structure in which people interact
frequently to exchange ideas about how to further differentiate current products while
developing ideas for new products that can be crisply differentiated.
Figure 11.3 Functional Structure for Implementing a Differentiation Strategy
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Under Armour has used a differentiation strategy and matching structure to create
success in the sports apparel market. Under Armour’s objective was to create improved
athletic performance through innovative design, testing, and marketing, especially to
professional athletes and teams, and translate that perception to the broader market. With
a strong match between strategy and structure, it has successfully created innovative sports
performance products and challenged Nike and other sports apparel competitors.80
Using the Functional Structure to Implement the Integrated Cost Leadership/
Differentiation Strategy
Firms using the integrated cost leadership/differentiation strategy sell products that create value because of their relatively low cost and reasonable sources of differentiation. The
cost of these products is low “relative” to the cost leader’s prices while their differentiation
is “reasonable” when compared with the clearly unique features of the differentiator’s
products.
Although challenging to implement, the integrated cost leadership/differentiation
strategy is used frequently in the global economy. The challenge of using this structure
is due largely to the fact that different primary and support activities (see Chapter 3)
are emphasized when using the cost leadership and differentiation strategies. To achieve
the cost leadership position, production and process engineering are emphasized, with
infrequent product changes. To achieve a differentiated position, marketing and new
product R&D are emphasized while production and process engineering are not. Thus,
effective use of the integrated strategy depends on the firm’s successful combination
of activities intended to reduce costs with activities intended to create additional differentiation features. As a result, the integrated form of the functional structure must
have decision-making patterns that are partially centralized and partially decentralized.
Additionally, jobs are semispecialized, and rules and procedures call for some formal and
some informal job behavior.

Matches between Corporate-Level Strategies and
the Multidivisional Structure
As explained earlier, Chandler’s research shows that the firm’s continuing success leads to
product or market diversification or both.81 The firm’s level of diversification is a function
of decisions about the number and type of businesses in which it will compete as well as
how it will manage the businesses (see Chapter 6). Geared to managing individual organizational functions, increasing diversification eventually creates information processing,
coordination, and control problems that the functional structure cannot handle. Thus,
using a diversification strategy requires the firm to change from the functional structure
to the multidivisional structure to develop an appropriate strategy/structure match.
As defined in Figure 6.1, corporate-level strategies have different degrees of product
and market diversification. The demands created by different levels of diversification
highlight the need for a unique organizational structure to effectively implement each
strategy (see Figure 11.4).
Using the Cooperative Form of the Multidivisional Structure to Implement
the Related Constrained Strategy
The cooperative form is an M-form structure in which horizontal integration is used to
bring about interdivisional cooperation. Divisions in a firm using the related constrained
diversification strategy commonly are formed around products, markets, or both. In
Figure 11.5, we use product divisions as part of the representation of the cooperative
form of the multidivisional structure, although market divisions could be used instead of
or in addition to product divisions to develop the figure.
Using this structure, Hewlett-Packard (HP) has implemented the related constrained
strategy as described in the Strategic Focus. HP’s intent is to sell integrated solutions
to corporate data centers, so it has placed an emphasis on creating more relationships
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Figure 11.4 Three Variations of the Multidivisional Structure
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Figure 11.5 Cooperative Form of the Multidivisional Structure for Implementing a Related Constrained Strategy
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Hewlett-Packard (HP) has three main related
businesses through which it pursues industry
leadership and technology development.
First, it has the Personal Systems Group,
including business and consumer PCs,
mobile computing, and workstation devices.
Second, it has a complementary business with a very large market share in Imaging and
Printing, which includes inkjet and laserjet printers, commercial printing, printing supplies,
digital photography, and entertainment products and support. Finally, it has a Technology
Service Solutions Group, which includes business products focused on servers and storage,
managed services and software, and services solutions. This group has been augmented
through its recent acquisition of Electronic Data Systems (EDS). HP is number nine in the
2009 Fortune 500 Ranking with more than $118 billion in total revenue for fiscal year 2008.
Its main focus for customers is on corporate data centers that allow connected mobile
computing, printing, and imaging delivery. HP pursues a related constrained strategy (as
discussed in Chapter 6) by using the cooperative
M-form structure. As firms pursue diversified
growth and the economy becomes more Internet
based, corporate data centers are increasingly
important to help firms pursue improved top-line
and bottom-line growth. HP’s three main businesses
allow the related strategy to work well by focusing
on the growing importance of corporate data
centers. Firms that seek to deliver the products
and services necessary to the centers are required
to have interrelated services and businesses to sell
integrated solutions.
This is driving firms that have a dominant focus
on one product category to move into the other
categories. For instance, Cisco, as noted in the
Opening Case, is moving toward a corporate data
Mark Hurd, President and CEO of
Hewlett-Packard, has increased
center approach but coming at it from a traditional
efficiency and reduced costs at HP
focus on network equipment. For this reason it is
through the implementation of the
now moving into servers, which has been one of HP’s
cooperative M-form structure.
dominant businesses (Cisco previously partnered
with HP in this area). Like Cisco, HP has moved away
from its formerly decentralized structure toward a related constrained strategy by seeking to
implement the cooperative M-form organization structure. The cooperative M-form requires
more centralization to make it function appropriately and to foster cooperation between
the separate divisions within and across business unit divisions. This requires distinctive
leadership and focus on improved execution to function properly.
Mark Hurd, the current CEO who succeeded Carly Fiorina in 2005, has been able to finetune HP’s structural approach through his “get things done” mentality. One security analyst
describes Hurd as someone who is, “… all about execution and has an uncanny ability to get
things done.” Furthermore, this same analyst suggests, “He is the most adept at taking costs
out of the system than any executive I know.” His no-nonsense style has led to increasing
operational efficiency by realizing a strong implementation of the cooperative M-form
structure. For instance, through the $13 billion acquisition of the consulting services firm
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EDS in 2008, Hurd cut 15,000 jobs or 10 percent of the workforce to create the synergistic
effect needed across all businesses. In 2009, this led HP to project a decline of 5 percent
in revenues, but to still be able to project a 6 percent growth in profits, all despite the
economic downturn.
Although the cooperative structure implementation has created wealth and efficiency,
there are those who speculate that Hurd’s approach has an Achilles heel because it lacks an
emphasis on breakthrough innovation such as Apple’s iPod and iPhone. Robert Burgelman,
a Stanford professor who has studied Hurd, says, “He will not tell them we should do this
project or that project. He helps them think more clearly about the space in which they are
operating.” While these actions have made HP’s R&D operations more efficient, Hurd may
need to give employees more creative license if he wants breakthrough innovations that
would allow HP to compete more effectively with IBM and Apple.
Sources: J. Brodkin, 2009, HP BladeSystem, Matrix takes aim at Cisco, Network World, April 20, 34; A. Lashinsky, 2009,
Mark Hurd’s moment, Fortune, March 16, 90–100; J. Scheck, 2009, Corporate news: HP chief sees more pain ahead,
trims more jobs, Wall Street Journal, May 20, B3; B. Worthen & J. Scheck, 2009, H-P to step up fight in market for
servers, Wall Street Journal, April 16, B5; C. Edwards, 2008, How HP got the wow! back, BusinessWeek, December 20,
60; J. Fortt, 2008, Mark Hurd, superstar, Fortune, June 29, 35; J. Jain, 2008, Decision sciences: A story of excellence
at Hewlett-Packard, OR-MS Today, 35(2): 20; L. Lee, 2008, HP’s Hurd is about to be tested: After a sterling three-year
run, the company’s CEO faces a weaker PC market and a stronger Dell, BusinessWeek, February 14, 59–60; 2008,
Business: Now services; Hewlett-Packard, Economist, May, 78; D. M. Zell, A. M. Glassman, & S. A. Duron, 2007, Strategic
management in turbulent times: The short and glorious history of accelerated decision making at Hewlett-Packard,
Organizational Dynamics, 36(1): 93–104.

among its products (servers, storage, mobile computing, and high-speed printers) and
coordinating these products through value-added services. This has required the
implementation of the cooperative M-form and more centralization among the various business units to foster cooperation and synergy.
Sharing divisional competencies facilitates the corporation’s efforts to develop economies of scope. As explained in Chapter 6, economies of scope (cost savings resulting
from the sharing of competencies developed in one division with another division) are
linked with successful use of the related constrained strategy. Interdivisional sharing of
competencies depends on cooperation, suggesting the use of the cooperative form of the
multidivisional structure.82 HP seems to have developed the structure and processes well
to accomplish this.
The cooperative structure uses different characteristics of structure (centralization,
standardization, and formalization) as integrating mechanisms to facilitate interdivisional
cooperation. Frequent, direct contact between division managers, another integrating
mechanism, encourages and supports cooperation and the sharing of competencies
or resources that could be used to create new advantages. Sometimes, liaison roles are
established in each division to reduce the time division managers spend integrating and
coordinating their unit’s work with the work occurring in other divisions. Temporary
teams or task forces may be formed around projects whose success depends on sharing
competencies that are embedded within several divisions. Cisco has used these devices to
develop new cooperative strategies, as illustrated in the Opening Case. Formal integration
departments might be established in firms frequently using temporary teams or task
forces.
Ultimately, a matrix organization may evolve in firms implementing the related constrained strategy. A matrix organization is an organizational structure in which there
is a dual structure combining both functional specialization and business product or
project specialization.83 Although complicated, an effective matrix structure can lead to
improved coordination among a firm’s divisions.84
The success of the cooperative multidivisional structure is significantly affected by
how well divisions process information. However, because cooperation among divisions implies a loss of managerial autonomy, division managers may not readily commit
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Using the Strategic Business Unit Form of the Multidivisional Structure to
Implement the Related Linked Strategy
Firms with fewer links or less constrained links among their divisions use the related
linked diversification strategy. The strategic business unit form of the multidivisional
structure supports implementation of this strategy. The strategic business unit (SBU)
form is an M-form structure consisting of three levels: corporate headquarters, strategic
business units (SBUs), and SBU divisions (see Figure 11.6). The SBU structure is used
by large firms and can be complex, given associated organization size and product and
market diversity.

The strategic business
unit (SBU) form is an
M-form consisting of
three levels: corporate
headquarters, strategic
business units (SBUs),
and SBU divisions.

Figure 11.6 SBU Form of the Multidivisional Structure for Implementing a Related Linked Strategy
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• Structural integration among divisions within SBUs, but independence across SBUs
• Strategic planning may be the most prominent function in headquarters for managing the strategic planning approval process of SBUs for the president
• Each SBU may have its own budget for staff to foster integration
• Corporate headquarters staff members serve as consultants to SBUs and divisions, rather than having direct input to product strategy, as in the cooperative form
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themselves to the type of integrative information-processing activities that this structure
demands. Moreover, coordination among divisions sometimes results in an unequal flow
of positive outcomes to divisional managers. In other words, when managerial rewards
are based at least in part on the performance of individual divisions, the manager of the
division that is able to benefit the most by the sharing of corporate competencies might
be viewed as receiving relative gains at others’ expense. Strategic controls are important in
these instances, as divisional managers’ performance can be evaluated at least partly on the
basis of how well they have facilitated interdivisional cooperative efforts. In addition, using
reward systems that emphasize overall company performance, besides outcomes achieved
by individual divisions, helps overcome problems associated with the cooperative form.
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The divisions within each SBU are related in terms of shared products or markets or
both, but the divisions of one SBU have little in common with the divisions of the other
SBUs. Divisions within each SBU share product or market competencies to develop
economies of scope and possibly economies of scale. The integrating mechanisms used
by the divisions in this structure can be equally well used by the divisions within the
individual strategic business units that are part of the SBU form of the multidivisional
structure. In this structure, each SBU is a profit center that is controlled and evaluated by
the headquarters office. Although both financial and strategic controls are important, on
a relative basis financial controls are vital to headquarters’ evaluation of each SBU; strategic controls are critical when the heads of SBUs evaluate their divisions’ performances.
Strategic controls are also critical to the headquarters’ efforts to determine whether the
company has formed an effective portfolio of businesses and whether those businesses
are being successfully managed.
Sears Holdings changed to the SBU form in 2008 by dividing into five strategic
business units (with multiple divisions as parts of each SBU): brands, real estate, support,
online, and store operations.85 This allowed for related businesses to work together (such
as Sears and K-Mart) to focus on their distinct customer sets, but also provided for better
control for headquarters in order to evaluate performance of each strategic business unit
and division within the SBU.
Sharing competencies among units within an SBU is an important characteristic of
the SBU form of the multidivisional structure (see the notes to Figure 11.6). A drawback
to the SBU structure is that multifaceted businesses often have difficulties in communicating this complex business model to stockholders.86 Furthermore, if coordination
between SBUs is needed, problems can arise because the SBU structure, similar to the
competitive form discussed next, does not readily foster cooperation across SBUs.

The competitive form is
an M-form structure
characterized by complete
independence among
the firm’s divisions which
compete for corporate
resources.

Using the Competitive Form of the Multidivisional Structure to Implement
the Unrelated Diversification Strategy
Firms using the unrelated diversification strategy want to create value through efficient
internal capital allocations or by restructuring, buying, and selling businesses.87 The competitive form of the multidivisional structure supports implementation of this strategy.
The competitive form is an M-form structure characterized by complete independence among the firm’s divisions which compete for corporate resources (see Figure 11.7).
Unlike the divisions included in the cooperative structure, divisions that are part of the
competitive structure do not share common corporate strengths. Because strengths are
not shared, integrating devices are not developed for use by the divisions included in the
competitive structure.
The efficient internal capital market that is the foundation for using the unrelated
diversification strategy requires organizational arrangements emphasizing divisional
competition rather than cooperation. 88 Three benefits are expected from the
internal competition. First, internal competition creates flexibility (e.g., corporate
headquarters can have divisions working on different technologies and projects
to identify those with the greatest potential). Resources can then be allocated to
the division appearing to have the most potential to fuel the entire firm’s success.
Second, internal competition challenges the status quo and inertia, because division
heads know that future resource allocations are a product of excellent current
performance as well as superior positioning in terms of future performance. Last,
internal competition motivates effort in that the challenge of competing against
internal peers can be as great as the challenge of competing against external rivals.89
In this structure, organizational controls (primarily financial controls) are used to
emphasize and support internal competition among separate divisions and as the
basis for allocating corporate capital based on divisions’ performances.
Textron Inc., a large “multi-industry” company seeks “to identify, research, select,
acquire and integrate companies, and has developed a set of rigorous criteria to guide
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Figure 11.7 Competitive Form of the Multidivisional Structure for Implementing an Unrelated Strategy
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Notes:
• Corporate headquarters has a small staff
• Finance and auditing are the most prominent functions in the headquarters office to manage cash flow and assure the accuracy of performance data coming
from divisions
• The legal affairs function becomes important when the firm acquires or divests assets
• Divisions are independent and separate for financial evaluation purposes
• Divisions retain strategic control, but cash is managed by the corporate office
• Divisions compete for corporate resources
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decision making.” Textron continuously looks
“to enhance and reshape its portfolio by divesting
non-core assets and acquiring branded businesses
in attractive industries with substantial long-term
growth potential.” Textron operates four independent businesses—Bell Helicopter (20 percent of
revenue), Cessna Aircraft (40 percent), Textron
Systems (15 percent), Finance (5 percent), and
Industrial (20 percent). The firm uses return on
invested capital (ROIC) as a way to evaluate the
contribution of its diversified set of businesses as
they compete internally for resources.90
To emphasize competitiveness among divisions, the headquarters office maintains an
arm’s-length relationship with them, intervening
in divisional affairs only to audit operations and discipline managers whose divisions
perform poorly. In emphasizing competition between divisions, the headquarters
office relies on strategic controls to set rate-of-return targets and financial controls
to monitor divisional performance relative to those targets. The headquarters office
then allocates cash flow on a competitive basis, rather than automatically returning
cash to the division that produced it. Thus, the focus of the headquarters’ work is on
performance appraisal, resource allocation, and long-range planning to verify that
the firm’s portfolio of businesses will lead to financial success.91

Made of up four
independent businesses,
including Cessna
Aircraft, Textron relies
on an analysis of return
on invested capital to
determine the allocation
of internal resources.
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Table 11.1 Characteristics of the Structures Necessary to Implement the Related Constrained, Related Linked, and Unrelated
Diversification Strategies
Overall Structural Form
Structural Characteristics

Cooperative M-Form
(Related Constrained
Strategy)a

SBU M-Form (Related Linked
Strategy)a

Competitive M-Form
(Unrelated Diversification
Strategy)a

Centralization of
operations

Centralized at corporate
office

Partially centralized (in SBUs)

Decentralized to divisions

Use of integration
mechanisms

Extensive

Moderate

Nonexistent

Divisional performance
appraisals

Emphasize subjective
(strategic) criteria

Use a mixture of subjective
(strategic) and objective (financial)
criteria

Emphasize objective
(financial) criteria

Divisional incentive
compensation

Linked to overall corporate
performance

Mixed linkage to corporate, SBU,
and divisional performance

Linked to divisional
performance

Strategy implemented with structural form.

a

The three major forms of the multidivisional structure should each be paired with
a particular corporate-level strategy. Table 11.1 shows these structures’ characteristics.
Differences exist in the degree of centralization, the focus of the performance appraisal,
the horizontal structures (integrating mechanisms), and the incentive compensation
schemes. The most centralized and most costly structural form is the cooperative structure.
The least centralized, with the lowest bureaucratic costs, is the competitive structure.
The SBU structure requires partial centralization and involves some of the mechanisms
necessary to implement the relatedness between divisions. Also, the divisional incentive
compensation awards are allocated according to both SBUs and corporate performance.

Matches between International Strategies and
Worldwide Structure
As explained in Chapter 8, international strategies are becoming increasingly important
for long-term competitive success92 in what continues to become an increasingly borderless global economy.93 Among other benefits, international strategies allow the firm to
search for new markets, resources, core competencies, and technologies as part of its
efforts to outperform competitors.94
As with business-level and corporate-level strategies, unique organizational structures are necessary to successfully implement the different international strategies.95
Forming proper matches between international strategies and organizational structures
facilitates the firm’s efforts to effectively coordinate and control its global operations.
More importantly, research findings confirm the validity of the international strategy/
structure matches we discuss here.96

The worldwide
geographic area
structure emphasizes
national interests and
facilitates the firm’s efforts
to satisfy local differences.

Using the Worldwide Geographic Area Structure to Implement the
Multidomestic Strategy
The multidomestic strategy decentralizes the firm’s strategic and operating decisions to
business units in each country so that product characteristics can be tailored to local preferences. Firms using this strategy try to isolate themselves from global competitive forces
by establishing protected market positions or by competing in industry segments that
are most affected by differences among local countries. The worldwide geographic area
structure is used to implement this strategy. The worldwide geographic area structure
emphasizes national interests and facilitates the firm’s efforts to satisfy local differences
(see Figure 11.8).
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Notes:
• The perimeter circles indicate decentralization of operations
• Emphasis is on differentiation by local demand to fit an area or country culture
• Corporate headquarters coordinates financial resources among independent subsidiaries
• The organization is like a decentralized federation

Although the automobile industry is doing poorly in global markets, on a relative
basis Ford of Europe is doing better than other auto firms in Europe within the same
middle market segment strategy. This is due to the fact that Ford implemented the worldwide geographic area structure more than a decade ago to give local European managers
more autonomy to manage their operations. One analysis called Ford “the most efficient volume carmaker in Europe.”97 Furthermore, they have an efficient set of designs
matched responsively to the European market. They have kept costs down by partnering
with European automakers such as Fiat and France’s PSA Peugeot Citroen on chassis and
engines. The timing of the release of their new models was also good to take advantage of
the European “cash for clunkers” program, although the underlying market is still weak.
Using the multidomestic strategy requires little coordination between different country markets, meaning that integrating mechanisms among divisions around the world are
not needed. Coordination among units in a firm’s worldwide geographic area structure
is often informal.
The multidomestic strategy/worldwide geographic area structure match evolved as
a natural outgrowth of the multicultural European marketplace. Friends and family
members of the main business who were sent as expatriates into foreign countries to
develop the independent country subsidiary often used this structure for the main
business. The relationship to corporate headquarters by divisions took place through
informal communication among “family members.”98
A key disadvantage of the multidomestic strategy/worldwide geographic area
structure match is the inability to create strong global efficiency. With an increasing
emphasis on lower-cost products in international markets, the need to pursue worldwide
economies of scale has also increased. These changes foster use of the global strategy and
its structural match, the worldwide product divisional structure.
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Figure 11.8 Worldwide Geographic Area Structure for Implementing a Multidomestic Strategy
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Using the Worldwide Product Divisional Structure to Implement the Global
Strategy
With the corporation’s home office dictating competitive strategy, the global strategy is
one through which the firm offers standardized products across country markets. The
firm’s success depends on its ability to develop economies of scope and economies of
scale on a global level. Decisions to outsource or maintain integrated subsidiaries may
in part depend on the country risk and institutional environment in which the firm is
entering.99
The worldwide product divisional structure supports use of the global strategy. In
the worldwide product divisional structure, decision-making authority is centralized
in the worldwide division headquarters to coordinate and integrate decisions and actions
among divisional business units (see Figure 11.9). This structure is often used in rapidly growing firms seeking to manage their diversified product lines effectively. Avon
Products, Inc. is an example of a firm using the worldwide product divisional structure.
Avon is a global brand leader in products for women such as lipsticks, fragrances,
and anti-aging skin care. Committed to “empowering women all over the world since
1886,” Avon relies on product innovation to be a first-mover in its markets. For years,
Avon used the multidomestic strategy. However, the firm’s growth came to a screeching
halt in 2006. Contributing to this decline were simultaneous stumbles in sales revenues
in emerging markets (e.g., Russia and Central Europe), the United States, and Mexico.
To cope with its problems, the firm changed to a global strategy and to the worldwide
product divisional structure to support its use. Commenting on this change, CEO
Andrea Jung noted that, “Previously, Avon managers from Poland to Mexico ran their
own plants, developed new products, and created their own ads, often relying as much

Figure 11.9 Worldwide Product Divisional Structure for Implementing a Global Strategy
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Global
Corporate
Headquarters

Worldwide
Products
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In the worldwide
product divisional
structure, decisionmaking authority is
centralized in the
worldwide division
headquarters to
coordinate and integrate
decisions and actions
among divisional business
units.
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Products
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Worldwide
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Worldwide
Products
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Worldwide
Products
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Notes:
• The headquarters’circle indicates centralization to coordinate information flow among worldwide products
• Corporate headquarters uses many intercoordination devices to facilitate global economies of scale and scope
• Corporate headquarters also allocates financial resources in a cooperative way
• The organization is like a centralized federation
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Using the Combination Structure to Implement the Transnational Strategy
The transnational strategy calls for the firm to combine the multidomestic strategy’s local
responsiveness with the global strategy’s efficiency. Firms using this strategy are trying to
gain the advantages of both local responsiveness and global efficiency. The combination
structure is used to implement the transnational strategy. The combination structure is
a structure drawing characteristics and mechanisms from both the worldwide geographic
area structure and the worldwide product divisional structure. The transnational strategy is often implemented through two possible combination structures: a global matrix
structure and a hybrid global design.104
The global matrix design brings together both local market and product expertise
into teams that develop and respond to the global marketplace. The global matrix design
(the basic matrix structure was defined earlier) promotes flexibility in designing products and responding to customer needs. However, it has severe limitations in that it
places employees in a position of being accountable to more than one manager. At any
given time, an employee may be a member of several functional or product group teams.
Relationships that evolve from multiple memberships can make it difficult for employees
to be simultaneously loyal to all of them. Although the matrix places authority in the
hands of managers who are most able to use it, it creates problems in regard to corporate reporting relationships that are so complex and vague that it is difficult and timeconsuming to receive approval for major decisions.
We illustrate the hybrid structure in Figure 11.10. In this design, some divisions
are oriented toward products while others are oriented toward market areas. Thus,
in some cases when the geographic area is more important, the division managers
are area-oriented. In other divisions where worldwide product coordination and
efficiencies are more important, the division manager is more product-oriented.
The Strategic Focus on PepsiCo illustrates the hybrid design. Although PepsiCo is
generally focused on geographic areas like most consumer product companies, as it
has diversified into snacks and other foods, it also has product divisions to build better
worldwide efficiencies.
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on gut as numbers.”100 Today, Avon is organized around product divisions including
Avon Color, the firm’s “flagship global color cosmetics brand, which offers a variety of
color cosmetics products, including foundations, powders, lip, eye, and nail products,”
Skincare, Bath & Body, Hair Care, Wellness, and Fragrance. The analysis of these product
divisions’ performances is conducted by individuals in the firm’s New York headquarters.
One of the purposes of changing strategy and structure is for Avon to control its costs
and gain additional scale economies as paths to performance improvements. Avon has
announced the success of this restructuring program and vowed to cut costs even further;
the original program is “expected to result in annual savings of about $430 million by
2011–12,” while the new changes will result in “another $450 million expected to be
saved beginning in 2010.”101
Integrating mechanisms are important in the effective use of the worldwide product
divisional structure. Direct contact between managers, liaison roles between departments,
and temporary task forces as well as permanent teams are examples of these mechanisms.
One researcher describes the use of these mechanisms in the worldwide structure: “There
is extensive and formal use of task forces and operating committees to supplement communication and coordination of worldwide operations.”102 The disadvantages of the
global strategy/worldwide structure combination are the difficulty involved with coordinating decisions and actions across country borders and the inability to quickly respond
to local needs and preferences.
To deal with these types of disadvantages, Avon has a vast set of local salespeople who
are committed to the organization and who help the company to become locally responsive. Another solution is to develop a regional approach in addition to the product focus,
which might be similar to the combination structure discussed next.103

The combination
structure is a structure
drawing characteristics
and mechanisms from
both the worldwide
geographic area
structure and the
worldwide product
divisional structure.
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Figure 11.10 Hybrid Form of the Combination Structure for Implementing a Transnational Strategy
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The fits between the multidomestic strategy and the worldwide geographic area
structure and between the global strategy and the worldwide product divisional structure
are apparent. However, when a firm wants to implement the multidomestic and global
strategies simultaneously through a combination structure, the appropriate integrating
mechanisms are less obvious. The structure used to implement the transnational strategy
must be simultaneously centralized and decentralized; integrated and nonintegrated;
formalized and nonformalized.
IKEA has done a good job of balancing these organization aspects in implementing
the transnational strategy.105 IKEA is a global furniture retailer with outlets in more than
35 countries. IKEA focuses on lowering its costs and also understanding its customers’
needs, especially younger customers. It has been able to manage these seemingly opposite
characteristics through its structure and management process. It has also been able to
encourage its employees to understand the effects of cultural and geographic diversity
on firm operations. IKEA’s system also has internal network attributes, which will be
discussed next in regard to external interorganizational networks.

Matches between Cooperative Strategies and
Network Structures
As discussed in Chapter 9, a network strategy exists when partners form several alliances
in order to improve the performance of the alliance network itself through cooperative endeavors.106 The greater levels of environmental complexity and uncertainty facing
companies in today’s competitive environment are causing more firms to use cooperative
strategies such as strategic alliances and joint ventures.107
The breadth and scope of firms’ operations in the global economy create many
opportunities for firms to cooperate.108 In fact, a firm can develop cooperative relationships with many of its stakeholders, including customers, suppliers, and competitors.
When a firm becomes involved with combinations of cooperative relationships, it is part
of a strategic network, or what others call an alliance constellation or portfolio.109
A strategic network is a group of firms that has been formed to create value by participating in multiple cooperative arrangements. An effective strategic network facilitates
discovering opportunities beyond those identified by individual network participants.110
A strategic network can be a source of competitive advantage for its members when its
operations create value that is difficult for competitors to duplicate and that network
members can’t create by themselves.111 Strategic networks are used to implement
business-level, corporate-level, and international cooperative strategies.

PEPSICO: MOVING FROM
THE GEOGRAPHIC AREA
STRUCTURE TOWARD THE
COMBINED STRUCTURE
IMPLEMENTING THE
TRANSNATIONAL STRATEGY

Neville Elder/CORBIS

PepsiCo has organized its businesses into
three groups: PepsiCo North American
Beverages (PNAB), PepsiCo Americas Foods
(PAF), and PepsiCo International (PI). PNAB
focuses on the Pepsi brand that includes
carbonated soft drinks, juices and juice drinks,
ready-to-drink teas and coffees, and isotonic
sports drinks (Gatorade). It also has Aquafina water, Sierra Mist, Mug root beer, Tropicana
juice drinks, Propel, SoBe, Slice, Dole, Tropicana Twister, and Tropicana Season’s Best.
Some of these drinks are through joint ventures such as with the Thomas J. Lipton Company
(tea) and Starbucks coffee (Frappuccino). Gatorade became part of PepsiCo through a 2001
acquisition of Quaker Oats Company.
PAF is focused on food and snacks in North and South America including the products of
Frito-Lay, Quaker Oats, Sabritas (Mexican snacks and fun food), and Gamesa (one of Mexico’s
top brands for cookies, pastries, oats, and cereals).
PepsiCo International includes the PepsiCo
businesses in Europe, Asia, Africa, and Australia.
Originally, this segment focused on distribution
of beverages, but in 2003 it combined food and
beverages to form PepsiCo International.
As you can see from these descriptions of its
business segments, PepsiCo is primarily organized
geographically—beverages in North America,
food in North America, and food and beverages
internationally by region. Accordingly, like most
consumer product firms, it has traditionally
implemented the multidomestic strategy with a
regional focus, using the worldwide geographic area
structure to better create a marketing approach that
PepsiCo’s geographic organization
is adaptable to various languages, cultures, and
and move toward the implementation
lifestyles. However, as it has diversified into a variety
of a transnational strategy are supof beverages and snack foods, it has consequently
ported by a highly diverse leadership
organized into product divisions as well to gain greater team, headed by CEO and chairman
efficiencies in managing these products worldwide.
of the board, Indra Nooyi, who is
Although it is still predominately area focused through originally from India.
the management structure, it has additional structures
that allow the product divisions to be managed more efficiently. Accordingly, PepsiCo is
moving toward implementing the transnational strategy through the combination structure.
Interestingly, PepsiCo has one of the most diverse leadership teams. Its CEO and
chairman of the board, Indra Nooyi, is originally from India. A large number of board
members possess significant international experience, including the ability to speak several
languages. These board members allow a broad understanding of cultures and buying
habits within geographic regions outside of the United States. The diversity on the board
supports the geographic focus maintained by the company and has added to the success of
marketing the PepsiCo brands and products throughout the world.
Sources: 2009, The PepsiCo family, http://www.pepsico.com, June 25; H. Ehein, 2009, Internal relations, Brand Week,
February 16, 8–9; D. Morris, 2008, The Pepsi challenge, Fortune, March 3, 54; M. Useem, 2008, America’s best leaders:
Indra Nooyi, PepsiCo CEO, US News & World Report, http://www.usnews.com, November 19; 2008, Global companies
with global boards, Directorship, 34(5): 28–30; 2008, Pepsi versus Coke: An unhealthy obsession: They are global, but
are they relevant? Strategic Direction, 24(1): 6–8.
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Commonly, a strategic network is a loose federation of partners participating in the
network’s operations on a flexible basis. At the core or center of the strategic network,
the strategic center firm is the one around which the network’s cooperative relationships
revolve (see Figure 11.11).
Because of its central position, the strategic center firm is the foundation for the
strategic network’s structure. Concerned with various aspects of organizational structure,
such as formal reporting relationships and procedures, the strategic center firm manages
what are often complex, cooperative interactions among network partners. To perform
the tasks discussed next, the strategic center firm must make sure that incentives for
participating in the network are aligned so that network firms continue to have a reason
to remain connected.112 The strategic center firm is engaged in four primary tasks as it
manages the strategic network and controls its operations:113
Strategic outsourcing. The strategic center firm outsources and partners with more
firms than other network members. At the same time, the strategic center firm requires
network partners to be more than contractors. Members are expected to find opportunities for the network to create value through its cooperative work.
Competencies. To increase network effectiveness, the strategic center firm seeks ways
to support each member’s efforts to develop core competencies with the potential of
benefiting the network.
Technology. The strategic center firm is responsible for managing the development
and sharing of technology-based ideas among network members. The structural requirement that members submit formal reports detailing the technology-oriented outcomes
of their efforts to the strategic center firm facilitates this activity.114
Race to learn. The strategic center firm emphasizes that the principal dimensions of
competition are between value chains and between networks of value chains. Because of
this interconnection, the strategic network is only as strong as its weakest value-chain link.
Figure 11.11 A Strategic Network

Strategic
Center
Firm
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Implementing Business-Level Cooperative
Strategies
As noted in Chapter 9, the two types of business-level complementary alliances are vertical and horizontal. Firms with competencies in different stages of the value chain form
a vertical alliance to cooperatively integrate their different, but complementary, skills.
Firms combining their competencies to create value in the same stage of the value chain
are using a horizontal alliance. Vertical complementary strategic alliances such as those
developed by Toyota Motor Company are formed more frequently than horizontal
alliances.117
A strategic network of vertical relationships such as the network in Japan between
Toyota and its suppliers often involves a number of implementation issues.118 First, the
strategic center firm encourages subcontractors to modernize their facilities and provides
them with technical and financial assistance to do so, if necessary. Second, the strategic center firm reduces its transaction costs by promoting longer-term contracts with
subcontractors, so that supplier-partners increase their long-term productivity. This
approach is diametrically opposed to that of continually negotiating short-term contracts
based on unit pricing. Third, the strategic center firm enables engineers in upstream
companies (suppliers) to have better communication with those companies with whom
it has contracts for services. As a result, suppliers and the strategic center firm become
more interdependent and less independent.119
The lean production system (a vertical complementary strategic alliance) pioneered
by Toyota and others has been diffused throughout the global auto industry.120 However,
no auto company has learned how to duplicate the manufacturing effectiveness and
efficiency Toyota derives from the cooperative arrangements in its strategic network.121
A key factor accounting for Toyota’s manufacturing-based competitive advantage is the
cost other firms would incur to imitate the structural form used to support Toyota’s
application. In part, then, the structure of Toyota’s strategic network that it created as
the strategic center firm facilitates cooperative actions among network participants that
competitors can’t fully understand or duplicate.
In vertical complementary strategic alliances, such as the one between Toyota and
its suppliers, the strategic center firm is obvious, as is the structure that firm establishes.
However, the same is not always true with horizontal complementary strategic alliances
where firms try to create value in the same part of the value chain, as with airline alliances that are commonly formed to create value in the marketing and sales primary
activity segment of the value chain (see Table 3.6). Because air carriers commonly participate in multiple horizontal complementary alliances such as the Star Alliance between
Lufthansa, United, Continental, US Airways, Thai, Air Canada, SAS, and others, it is difficult to determine the strategic center firm. Moreover, participating in several alliances
can cause firms to question partners’ true loyalties and intentions. Also, if rivals band
together in too many collaborative activities, one or more governments may suspect the
possibility of illegal collusive activities. For these reasons, horizontal complementary alli-
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With its centralized decision-making authority and responsibility, the strategic center
firm guides participants in efforts to form network-specific competitive advantages. The
need for each participant to have capabilities that can be the foundation for the network’s competitive advantages encourages friendly rivalry among participants seeking
to develop the skills needed to quickly form new capabilities that create value for the
network.115
Interestingly, strategic networks are being used more frequently, partly because of the
ability of a strategic center firm to execute a strategy that effectively and efficiently links
partner firms. Improved information systems and communication capabilities (e.g., the
Internet) make such networks possible.116
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ances are used less often and less successfully than their vertical counterpart, although
there are examples of success, for instance, among auto and aircraft manufacturers.122

Implementing Corporate-Level Cooperative
Strategies
Corporate-level cooperative strategies (such as franchising) are used to facilitate product and market diversification. As a cooperative strategy, franchising allows the firm
to use its competencies to extend or diversify its product or market reach, but without
completing a merger or an acquisition.123 Research suggests that knowledge embedded
in corporate-level cooperative strategies facilitates synergy.124 For example, McDonald’s
Corporation pursues a franchising strategy, emphasizing a limited value-priced menu
in more than 100 countries. The McDonald’s franchising system is a strategic network.
McDonald’s headquarters serves as the strategic center firm for the network’s franchisees. The headquarters office uses strategic and financial controls to verify that the franchisees’ operations create the greatest value for the entire network.
An important strategic control issue for McDonald’s is the location of its franchisee units. Because it believes that its greatest expansion opportunities are outside the
United States, the firm has decided to continue expanding in countries such as China
and India, where it might need to adjust its menu according to the local culture. For
example, “McDonald’s adapts its restaurants in India to local tastes; in a nation that is predominantly Hindu and reveres the cow, beef isn’t on the menu, for instance, replaced by
chicken burgers and vegetable patties.”125 It plans on expanding the number of restaurants
in India by 40 in 2009 bringing the total to 200; it expanded by 25 restaurants in 2008.
Accordingly, as the strategic center firm around the globe for its restaurants, McDonald’s
is devoting the majority of its capital expenditures to develop units in non–U.S. markets.

Implementing International Cooperative
Strategies
Strategic networks formed to implement international cooperative strategies result in
firms competing in several countries.126 Differences among countries’ regulatory environments increase the challenge of managing international networks and verifying that
at a minimum, the network’s operations comply with all legal requirements.127
Distributed strategic networks are the organizational structure used to manage international cooperative strategies. As shown in Figure 11.12, several regional strategic center
firms are included in the distributed network to manage partner firms’ multiple cooperative arrangements.128
Hewlett-Packard recently acquired EDS, a large information technology consulting
firm. One of EDS’s assets is the EDS Agility Alliance, its distributed strategic network. “The
Agility Alliance is EDS’ premiere partner program bringing together industry-leading
technology providers to build and deliver end to end IT solutions.”129 EDS is the main
strategic center firm in this alliance and has two dedicated centers that are the hubs for
jointly developing initiatives with its partners. Cisco, SAP, Sun, Xerox, Oracle, EMC, and
Microsoft are members of this distributed strategic network. Symantec, an Internet antivirus and security firm, was recently added as a partner to respond to clients’ needs “for
more innovative security products and solutions that help them better secure their mission-critical business data and address specific enterprise security issues.”130 EDS’s partners each work with their own networks to complete projects that are a part of the Agility
Alliance. As this example demonstrates, the structure used to implement the international
cooperative strategy is complex and demands careful attention to be used successfully.
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Figure 11.12 A Distributed Strategic Network
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SUMMARY
•

Organizational structure specifies the firm’s formal reporting relationships, procedures, controls, and authority and
decision-making processes. Essentially, organizational structure details the work to be done in a firm and how that work
is to be accomplished. Organizational controls guide the use
of strategy, indicate how to compare actual and expected
results, and suggest actions to take to improve performance
when it falls below expectations. A proper match between
strategy and structure can lead to a competitive advantage.

•

Strategic controls (largely subjective criteria) and financial
controls (largely objective criteria) are the two types of
organizational controls used to implement a strategy. Both
controls are critical, although their degree of emphasis varies
based on individual matches between strategy and structure.

•

Strategy and structure influence each other; overall though,
strategy has a stronger influence on structure. Research
indicates that firms tend to change structure when declining performance forces them to do so. Effective managers
anticipate the need for structural change and quickly modify
structure to better accommodate the firm’s strategy when
evidence calls for that action.

•

The functional structure is used to implement business-level
strategies. The cost leadership strategy requires a centralized
functional structure—one in which manufacturing efficiency
and process engineering are emphasized. The differentiation strategy’s functional structure decentralizes implementation-related decisions, especially those concerned with
marketing, to those involved with individual organizational
functions. Focus strategies, often used in small firms, require
a simple structure until such time that the firm diversifies in
terms of products and/or markets.

•

Unique combinations of different forms of the multidivisional
structure are matched with different corporate-level diversification strategies to properly implement these strategies.
The cooperative M-form, used to implement the related constrained corporate-level strategy, has a centralized corporate
office and extensive integrating mechanisms. Divisional
incentives are linked to overall corporate performance to
foster cooperation among divisions. The related linked SBU
M-form structure establishes separate profit centers within
the diversified firm. Each profit center or SBU may have
divisions offering similar products, but the SBUs are often
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unrelated to each other. The competitive M-form structure,
used to implement the unrelated diversification strategy,
is highly decentralized, lacks integrating mechanisms, and
utilizes objective financial criteria to evaluate each unit’s
performance.
•

•

The multidomestic strategy, implemented through the
worldwide geographic area structure, emphasizes decentralization and locates all functional activities in the host
country or geographic area. The worldwide product divisional structure is used to implement the global strategy.
This structure is centralized in order to coordinate and
integrate different functions’ activities so as to gain global
economies of scope and economies of scale. Decisionmaking authority is centralized in the firm’s worldwide division headquarters.
The transnational strategy—a strategy through which the
firm seeks the local responsiveness of the multidomestic
strategy and the global efficiency of the global strategy—is

implemented through the combination structure. Because
it must be simultaneously centralized and decentralized,
integrated and nonintegrated, and formalized and nonformalized, the combination structure is difficult to organize
and successfully manage. However, two structural designs
are suggested: the matrix and the hybrid structure with both
geographic and product-oriented divisions.
•

Increasingly important to competitive success, cooperative
strategies are implemented through organizational structures
framed around strategic networks. Strategic center firms
play a critical role in managing strategic networks. Businesslevel strategies are often employed in vertical and horizontal
alliance networks. Corporate-level cooperative strategies
are used to pursue product and market diversification.
Franchising is one type of corporate strategy that uses a
strategic network to implement this strategy. This is also true
for international cooperative strategies, where distributed
networks are often used.

REVIEW

QUESTIONS

1. What is organizational structure and what are organizational
controls? What are the differences between strategic controls and financial controls? What is the importance of these
differences?

4. What are the differences among the three versions of the
multidivisional (M-form) organizational structures that are used
to implement the related constrained, the related linked, and
the unrelated corporate-level diversification strategies?

2. What does it mean to say that strategy and structure have a
reciprocal relationship?

5. What organizational structures are used to implement
the multidomestic, global, and transnational international
strategies?

3. What are the characteristics of the functional structures used
to implement the cost leadership, differentiation, integrated
cost leadership/differentiation, and focused business-level
strategies?

EXPERIENTIAL

6. What is a strategic network? What is a strategic center firm?
How is a strategic center used in business-level, corporatelevel, and international cooperative strategies?

EXERCISES

EXERCISE 1: ORGANIZATIONAL STRUCTURE
AND BUSINESS-LEVEL STRATEGY
The purpose of this exercise is to apply the concepts introduced
in this chapter to live examples of business-level strategies
and how various firms actually structure their organizations to
compete. In teams, your instructor will assign a business-level
strategy such as differentiation or cost leader. You are to identify a firm that exemplifies this strategy and pictorially draw out
its corporate structure. You will need to present the results of
your investigation by comparing your firm’s organizational chart
with that in your text identified for your particular business-level
strategy. (See text for figures labeled “Functional Structure for
Implementing a Differentiation [or Cost Leadership] Strategy.”)
Be prepared to address the following issues:
1. Describe your firm’s business-level strategy. Why do you consider it to be a cost leader or a differentiator?
2. What is the mission statement and/or vision statement of this
firm? Is this firm targeting specific strategic goals?

3. Using the text examples for a functional structure, how does
your firm match those structures or differ, if it does?
4. Summarize your conclusions. Does your team believe that this
firm is structured appropriately considering its current and
future strategic goals?

EXERCISE 2: BURGER BUDDY AND MA
MAISON
Assume that it is a few months before your college graduation.
You and some classmates have decided to become entrepreneurs. The group has agreed on the restaurant industry, but your
discussions thus far have gone back and forth between two different dining concepts: Burger Buddy and Ma Maison.
Burger Buddy would operate near campus in order to serve
the student market. Burger Buddy would be a 1950s-themed hamburger joint, emphasizing large portions and affordable prices.
Ma Maison is the alternate concept. One of your partners has
attended cooking school and has proposed the idea of a small,
upscale French restaurant. The menu would have no set items,
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1. What is the underlying strategy for each restaurant concept?
2. How would the organizational structure of the two restaurant
concepts differ?

3. How would the nature of work vary between the two restaurants?
4. If the business concept is successful, how might you expect
the organizational structure and nature of work at each restaurant to change in the next five to seven years?

VIDEO
ORGANIZATIONAL STRUCTURE AND
ACCOUNTABILITY

CASE

Concepts

Roger Parry/Former Chairman and CEO/Clear Channel
International
Roger Parry, former chairman and CEO of Clear Channel
International, discusses structure and control inside of an
organization. Before you view the video, think through your
concept of an organizational chart and its role in the modern
corporation.
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

•
•
•
•

Organizational structure
Organizational control
Strategy and structure
Performance due to proper strategy and structure alignment

Questions
1. Do you think it is important for an organization to have an
organizational chart?
2. How can organizations use structure to allow business units to
meet their goals as well as corporate goals?
3. How important is it for everyone in the organization to know
precisely their responsibility and that proper control is in place
to ensure that these responsibilities are being met?
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Strategic
Leadership

Studying thiss chapter should provide you with the strategic
managementt knowledge needed to:
1 Define strategic
rategic leadership and describe top-level managers’
importance.
e.
2. Explain what
hat top management teams are and how they affect firm
performance.
nce.
3. Describe the managerial succession process using internal and
external managerial labor markets.
4. Discuss the
e value of strategic leadership in determining the firm’s
strategic direction.
5. Describe the importance of strategic leaders in managing the firm’s
resources.
6. Define organizational culture and explain what must be done to
sustain an effective culture.
7. Explain what strategic leaders can do to establish and emphasize
ethical practices.
8. Discuss the importance and use of organizational controls.

SELECTING A NEW
CEO: THE IMPORTANCE
OF STRATEGIC
LEADERS

AP Photo/Bradley C. Bower

Evidence shows that the shelf life of a CEO is
not long, and it continues to get shorter.
In 2005, the average CEO tenure was 7.3
years and is becoming even shorter today
(about 6 years).
The brevity of CEOs and top-level managers’ tenure means that planning for and
selecting new leaders should be continuous processes. Furthermore, the importance of
strategic leaders to a firm’s overall health and success makes selecting effective leaders
critical. For example, in 2008 almost 1,500 CEOs of U.S.–based firms left their jobs.
Despite this high number of strategic leader departures, boards of directors are rarely
effective in planning for and completing the succession. A survey of boards found that
over 40 percent of the firms had no succession plan. In another survey, more than 50
percent of directors rated the boards at their firms as ineffective in succession planning.
Changes in the CEO often occur without warning. For example, in 2009 the CEOs at
Toyota, Lenovo, and Ranbaxy unexpectedly
resigned or were replaced. In the cases
of Toyota and Lenovo, poor firm
performance was the reason for change.
Both suffered net losses in 2008 and
Lenovo’s market share declined from
third to fourth place in the PC industry.
The importance of CEOs and planning for succession is clearly evident with
Steve Jobs at Apple. Jobs took time off
from the CEO role in 2009 due to illness.
Analysts expressed major concerns about
his ability to continue because of his
importance to the success of the firm. He
is believed to be especially important to
Apple’s innovation capability. While he
does not design new products, he reviews
each new project and serves as an internal
champion for those he feels are worthy.
The leadership transition at DuPont was highly
For example, Jobs supported the work on the
successful due to the early identification
iPod in its early stages despite the skepticism
of several others in the company. Furthermore, of Ellen Kullman as the likely successor to
Jobs will not accept compromises; he pushes
CEO, Charles Holliday and his ability to then
project teams to do everything possible to
serve as her mentor.
make the product right.
Jobs is a co-founder of Apple but left the company for 12 years. During that time,
the company foundered. He returned in 1997 and Apple has had a number of market
successes since that time. This is why many wonder if Jobs can be replaced. One analyst
referred to Apple without Jobs as similar to a John Wayne movie without John Wayne.
Another stated that Apple without Jobs is Sony. While Jobs has trained and delegated
authority over innovation at Apple, few believe that he can be adequately replaced. Thus, the
selection of a new CEO for Apple whenever Jobs departs will be critical for the company.
Companies can develop effective succession plans. Usually such plans call for selecting
one or more potential successors and helping them to build the capabilities necessary to be
effective CEOs. For example, they may be given challenging assignments where they can
build valuable knowledge of critical markets and/or establish relationships with important
stakeholders. They can receive mentoring and 360-degree feedback to identify positive
traits and work on negative ones. For example, Ellen Kullman was identified as a potential
CEO several years before she assumed the position at DuPont. The CEO whom she
replaced, Charles Holliday, mentored Kullman and gave her challenging assignments.
He was especially impressed with her willingness to learn. As a result, the transition from
Holliday to Kullman was seamless and successful.
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Identifying potential CEOs is a difficult assignment because of the many and varied
capabilities needed for the job. Recent efforts to identify potential successors for CEOs
focused on people who were innovative and championed innovation, had vision and could gain
others commitment to that vision, nurtured important human capital, and built relationships
with critical constituencies such as customers and suppliers.
Sources: S. Tobak, 2009, What happens when Steve Jobs leaves Apple? BNET, http://www.blogs.bnet.com,
May 26; L. Whipp, 2009, Ranbaxy chief to step down, Financial Times, http://www.ft.com, May 24; J. Soble,
2009, Toyota plans top-level overhaul, Financial Times, http://www.ft.com, May 14; M. Boyle, 2009, The art
of succession, BusinessWeek, May 11, 30–37; M. Boyle, 2009, The art of CEO succession, BusinessWeek,
http://www.businessweek.com, April 30; F. Balfour and B. Einhorn, 2009, Lenovo CEO is out; Chinese execs
return, BusinessWeek, http://www.businessweek.com, February 5; J. Scheck & N. Wingfield, 2008, How Apple
could survive without Steve Jobs, Wall Street Journal, http://www.wsj.com, December 19; B. Behan, 2008,
Shareholder proposals on CEO succession planning, BusinessWeek, http://www.businessweek.com, January 24.

As the Opening Case implies, strategic leaders’ work is demanding, challenging, and
may last for a long period of time. Regardless of how long they remain in their positions, strategic leaders (and most prominently CEOs) can make a major difference in
how a firm performs.1 If a strategic leader can create a strategic vision for the firm using
forward thinking, she may be able to energize the firm’s human capital and achieve positive outcomes. However, the challenge of strategic leadership is significant. For example,
replacing Steve Jobs at Apple will be difficult because of his special skills in identifying
and nurturing creative new products that have significant market potential. On the other
hand, the transition at DuPont was smooth because a person was identified early and
groomed to take over the CEO role when change was necessary.
A major message in this chapter is that effective strategic leadership is the foundation
for successfully using the strategic management process. As is implied in Figure 1.1 (on
page 5), strategic leaders guide the firm in ways that result in forming a vision and mission (see Chapter 1). Often, this guidance finds leaders thinking of ways to create goals
that stretch everyone in the organization to improve performance.2 Moreover, strategic
leaders facilitate the development of appropriate strategic actions and determine how to
implement them. As we show in Figure 12.1, these actions are the path to strategic competitiveness and above-average returns.3
We begin this chapter with a definition of strategic leadership; we then discuss its
importance as a potential source of competitive advantage as well as effective strategic
leadership styles. Next, we examine top management teams and their effects on innovation,
strategic change, and firm performance. Following this discussion, we analyze the internal
and external managerial labor markets from which strategic leaders are selected. Closing
the chapter are descriptions of the five key components of effective strategic leadership:
determining a strategic direction, effectively managing the firm’s resource portfolio (which
includes exploiting and maintaining core competencies along with developing human
capital and social capital), sustaining an effective organizational culture, emphasizing
ethical practices, and establishing balanced organizational controls.

Strategic Leadership and Style
Strategic leadership is the ability to anticipate, envision, maintain flexibility, and empower

Strategic leadership is
the ability to anticipate,
envision, maintain
flexibility, and empower
others to create strategic
change as necessary.

others to create strategic change as necessary. Multifunctional in nature, strategic leadership
involves managing through others, managing an entire enterprise rather than a functional
subunit, and coping with change that continues to increase in the global economy. Because
of the global economy’s complexity, strategic leaders must learn how to effectively influence human behavior, often in uncertain environments. By word or by personal example,
and through their ability to envision the future, effective strategic leaders meaningfully
influence the behaviors, thoughts, and feelings of those with whom they work.4
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The ability to attract and then manage human capital may be the most critical of the
strategic leader’s skills,5 especially because the lack of talented human capital constrains
firm growth.6 Increasingly, leaders throughout the global economy possess or are developing this skill. Some believe, for example, that leaders now surfacing in Chinese companies understand the rules of competition in market-based economies and are leading
in ways that will develop their firm’s human capital.7
In the twenty-first century, intellectual capital that the firm’s human capital possesses, including the ability to manage knowledge and create and commercialize innovation, affects a strategic leader’s success.8 Effective strategic leaders also establish the
context through which stakeholders (such as employees, customers, and suppliers) can
perform at peak efficiency.9 Being able to demonstrate these skills is important, given that
the crux of strategic leadership is the ability to manage the firm’s operations effectively
and sustain high performance over time.10
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Figure 12.1 Strategic Leadership and the Strategic Management Process

A firm’s ability to achieve a competitive advantage and earn above-average returns is
compromised when strategic leaders fail to respond appropriately and quickly to changes
in the complex global competitive environment. The inability to respond or to identify
the need for change in the competitive environment is one of the reasons some CEOs fail,
as shown by the replacement of CEOs in Toyota and Lenovo described in the Opening
Case. Therefore, strategic leaders must learn how to deal with diverse and complex environmental situations. Individual judgment is an important part of learning about and
analyzing the firm’s competitive environment.11 In particular, effective strategic leaders
build strong ties with external stakeholders to gain access to information and advice on
the events in the external environment.12
The primary responsibility for effective strategic leadership rests at the top, in particular with the CEO. Other commonly recognized strategic leaders include members of
the board of directors, the top management team, and divisional general managers. In
truth, any individual with responsibility for the performance of human capital and/or a
part of the firm (e.g., a production unit) is a strategic leader. Regardless of their title and
organizational function, strategic leaders have substantial decision-making responsibilities that cannot be delegated.13 Strategic leadership is a complex but critical form of leadership. Strategies cannot be formulated and implemented for the purpose of achieving
above-average returns without effective strategic leaders.14
The styles used to provide leadership often
affect the productivity of those being led.
Transformational leadership is the most effective
strategic leadership style. This style entails motivating
followers to exceed the expectations others have
of them, to continuously enrich their capabilities,
and to place the interests of the organization above
their own.15 Transformational leaders develop and
communicate a vision for the organization and
formulate a strategy to achieve the vision. They
make followers aware of the need to achieve valued
organizational outcomes and encourage them to
continuously strive for higher levels of achievement.
These types of leaders have a high degree of integrity
(Roy Kroc, founder of McDonald’s, was a strategic
leader valued for his high degree of integrity)16 and
character. Speaking about character, one CEO said the following: “Leaders are shaped and
defined by character. Leaders inspire and enable others to do excellent work and realize
their potential. As a result, they build successful, enduring organizations.”17 Additionally,
transformational leaders have emotional intelligence. Emotionally intelligent leaders
understand themselves well, have strong motivation, are empathetic with others, and
have effective interpersonal skills.18 As a result of these characteristics, transformational
leaders are especially effective in promoting and nurturing innovation in firms.19
Comstock Images/Jupiter Images
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Top-level management
decisions influence the
culture of firms as well
as how organizations are
structured and how goals
are set and achieved.

The Role of Top-Level Managers
Top-level managers play a critical role in that they are charged to make certain their firm
is able to effectively formulate and implement strategies.20 Top-level managers’ strategic
decisions influence how the firm is designed and goals will be achieved. Thus, a critical element of organizational success is having a top management team with superior
managerial skills.21
Managers often use their discretion (or latitude for action) when making strategic decisions, including those concerned with effectively implementing strategies.22 Managerial
discretion differs significantly across industries. The primary factors that determine the
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Top Management Teams
In most firms, the complexity of challenges and the need for substantial amounts of
information and knowledge require strategic leadership by a team of executives. Using
Figure 12.2 Factors Affecting Managerial Discretion

External Environment

Characteristics of the
Organization

• Industry structure
• Rate of market growth
• Number and type of
competitors
• Nature and degree of
political/legal
constraints
• Degree to which
products can be
differentiated

•
•
•
•

Size
Age
Culture
Availability of
resources
• Patterns of
interaction among
employees

Managerial
Discretion

Characteristics of
the Manager
• Tolerance for ambiguity
• Commitment to the
firm and its desired
strategic outcomes
• Interpersonal skills
• Aspiration level
• Degree of selfconfidence

Source: Adapted from S. Finkelstein & D. C. Hambrick, 1996, Strategic Leadership: Top Executives
and Their Effects on Organizations, St. Paul, MN: West Publishing Company.
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amount of decision-making discretion held by a manager (especially a top-level manager)
are (1) external environmental sources such as the industry structure, the rate of market
growth in the firm’s primary industry, and the degree to which products can be differentiated; (2) characteristics of the organization, including its size, age, resources, and
culture; and (3) characteristics of the manager, including commitment to the firm and
its strategic outcomes, tolerance for ambiguity, skills in working with different people,
and aspiration levels (see Figure 12.2). Because strategic leaders’ decisions are intended
to help the firm gain a competitive advantage, how managers exercise discretion when
determining appropriate strategic actions is critical to the firm’s success.23
In addition to determining new strategic initiatives, top-level managers develop a
firm’s organizational structure and reward systems. Top executives also have a major
effect on a firm’s culture. Evidence suggests that managers’ values are critical in shaping
a firm’s cultural values.24 Accordingly, top-level managers have an important effect on
organizational activities and performance.25 Because of the challenges top executives face,
they often are more effective when they operate as top management teams.
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a team to make strategic decisions also helps to avoid another potential problem when
these decisions are made by the CEO alone: managerial hubris. Research evidence shows
that when CEOs begin to believe glowing press accounts and to feel that they are unlikely
to make errors, they are more likely to make poor strategic decisions.26 Top executives
need to have self-confidence but must guard against allowing it to become arrogance and
a false belief in their own invincibility.27 To guard against CEO overconfidence and poor
strategic decisions, firms often use the top management team to consider strategic opportunities and problems and to make strategic decisions. The top management team is
composed of the key individuals who are responsible for selecting and implementing the
firm’s strategies. Typically, the top management team includes the officers of the corporation, defined by the title of vice president and above or by service as a member of the
board of directors.28 The quality of the strategic decisions made by a top management
team affects the firm’s ability to innovate and engage in effective strategic change.29

The top management
team is composed of the
key individuals who are
responsible for selecting
and implementing the
firm’s strategies.
A heterogeneous top
management team is
composed of individuals
with different functional
backgrounds, experience,
and education.

Top Management Team, Firm Performance, and Strategic Change
The job of top-level executives is complex and requires a broad knowledge of the firm’s
operations, as well as the three key parts of the firm’s external environment—the general,
industry, and competitor environments, as discussed in Chapter 2. Therefore, firms try
to form a top management team with knowledge and expertise needed to operate the
internal organization, yet that also can deal with all the firm’s stakeholders as well as its
competitors.30 To have these characteristics normally requires a heterogeneous top management team. A heterogeneous top management team is composed of individuals
with different functional backgrounds, experience, and education.
Members of a heterogeneous top management team benefit from discussing the
different perspectives advanced by team members.31 In many cases, these discussions
increase the quality of the team’s decisions, especially when a synthesis emerges within
the team after evaluating the diverse perspectives.32 The net benefit of such actions by
heterogeneous teams has been positive in terms of market share and above-average
returns. Research shows that more heterogeneity among top management team members
promotes debate, which often leads to better strategic decisions. In turn, better strategic
decisions produce higher firm performance.33
It is also important for top management team members to function cohesively. In
general, the more heterogeneous and larger the top management team is, the more difficult
it is for the team to effectively implement strategies.34 Comprehensive and long-term
strategic plans can be inhibited by communication difficulties among top executives who
have different backgrounds and different cognitive skills.35 Alternatively, communication
among diverse top management team members can be facilitated through electronic
communications, sometimes reducing the barriers before face-to-face meetings.36
However, a group of top executives with diverse backgrounds may inhibit the process of
decision making if it is not effectively managed. In these cases, top management teams
may fail to comprehensively examine threats and opportunities, leading to a suboptimal
strategic decision. Thus, the CEO must attempt to achieve behavioral integration among
the team members.37
Having members with substantive expertise in the firm’s core functions and businesses is also important to a top management team’s effectiveness.38 In a high-technology
industry, it may be critical for a firm’s top management team members to have R&D
expertise, particularly when growth strategies are being implemented. Yet their eventual
effect on strategic decisions depends not only on their expertise and the way the team
is managed but also on the context in which they make the decisions (the governance
structure, incentive compensation, etc.).39
The characteristics of top management teams are related to innovation and strategic
change.40 For example, more heterogeneous top management teams are positively associated
with innovation and strategic change. The heterogeneity may force the team or some of its
members to “think outside of the box” and thus be more creative in making decisions.41
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The CEO and Top Management Team Power
As noted in Chapter 10, the board of directors is an important governance mechanism
for monitoring a firm’s strategic direction and for representing stakeholders’ interests,
especially those of shareholders.46 In fact, higher performance normally is achieved when
the board of directors is more directly involved in shaping a firm’s strategic direction.47
Boards of directors, however, may find it difficult to direct the strategic actions of
powerful CEOs and top management teams.48 Often, a powerful CEO appoints a number
of sympathetic outside members to the board or may have inside board members who
are also on the top management team and report to her or him.49 In either case, the CEO
may significantly influence the board’s actions. Thus, the amount of discretion a CEO
has in making strategic decisions is related to the board of directors and how it chooses
to oversee the actions of the CEO and the top management team.50
CEOs and top management team members can achieve power in other ways. A CEO
who also holds the position of chairperson of the board usually has more power than the
CEO who does not.51 Some analysts and corporate “watchdogs” criticize the practice of
CEO duality (when the CEO and the chairperson of the board are the same) because it
can lead to poor performance and slow response to change.52
Although it varies across industries, CEO duality occurs most commonly in larger
firms. Increased shareholder activism, however, has brought CEO duality under scrutiny
and attack in both U.S. and European firms. As reported in Chapter 10, an independent
board leadership structure in which the same person did not hold the positions of CEO
and chair is commonly believed to enhance a board’s ability to monitor top-level managers’ decisions and actions, particularly with respect to financial performance.53 On the
other hand, if a CEO acts as a steward, holding the dual roles facilitates effective decisions and actions. In these instances, the increased effectiveness gained through CEO
duality accrues from the individual who wants to perform effectively and desires to be
the best possible steward of the firm’s assets. Because of this person’s positive orientation
and actions, extra governance and the coordination costs resulting from an independent
board leadership structure would be unnecessary.54
Top management team members and CEOs who have long tenure—on the team and
in the organization—have a greater influence on board decisions. CEOs with greater
influence may take actions in their own best interests, the outcomes of which increase
their compensation from the company.55 As reported in Chapter 10, many people are
angry about excessive top executive compensation, especially during poor economic
times when others are losing their jobs because ineffective strategic decisions made by
the same managers.
In general, long tenure is thought to constrain the breadth of an executive’s knowledge base. Some evidence suggests that with the limited perspectives associated with a
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Therefore, firms that need to change their strategies are more likely to do so if they have
top management teams with diverse backgrounds and expertise. When a new CEO is
hired from outside the industry, the probability of strategic change is greater than if
the new CEO is from inside the firm or inside the industry.42 Although hiring a new
CEO from outside the industry adds diversity to the team, the top management team
must be managed effectively to use the diversity in a positive way. Thus, to successfully
create strategic change, the CEO should exercise transformational leadership.43 A top
management team with various areas of expertise is more likely to identify environmental
changes (opportunities and threats) or changes within the firm, suggesting the need for
a different strategic direction.
In the current competitive environment, an understanding of international markets
is vital. However, recent research suggests that only about 15 percent of the top executives
in Fortune 500 firms have global leadership expertise.44 Executives generally gain this
knowledge by working in one of the firm’s international subsidiaries but can also gain
some knowledge by working with international alliance partners.45
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restricted knowledge base, long-tenured top executives typically develop fewer alternatives
to evaluate in making strategic decisions.56 However, long-tenured managers also may
be able to exercise more effective strategic control, thereby obviating the need for
board members’ involvement because effective strategic control generally produces
higher performance.57 Intriguingly, recent findings suggest that “the liabilities of short
tenure … appear to exceed the advantages, while the advantages of long tenure—firmspecific human and social capital, knowledge, and power—seem to outweigh the disadvantages of rigidity and maintaining the status quo.”58 Overall then the relationship
between CEO tenure and firm performance is complex, indicating that to strengthen
the firm, boards of directors should develop an effective relationship with the top
management team.
In summary, the relative degrees of power held by the board and top management
team members should be examined in light of an individual firm’s situation. For example, the abundance of resources in a firm’s external environment and the volatility of that
environment may affect the ideal balance of power between the board and the top management teams. Moreover, a volatile and uncertain environment may create a situation
where a powerful CEO is needed to move quickly, but a diverse top management team
may create less cohesion among team members and prevent or stall necessary strategic
actions. With effective working relationships, boards, CEOs, and other top management
team members have the foundation required to select arrangements with the highest
probability of best serving stakeholders’ interests.59

Managerial Succession

An internal managerial
labor market consists of
a firm’s opportunities for
managerial positions and
the qualified employees
within that firm.
An external managerial
labor market is the
collection of managerial
career opportunities and
the qualified people
who are external to the
organization in which the
opportunities exist.

The choice of top executives—especially CEOs—is a critical decision with important
implications for the firm’s performance.60 Many companies use leadership screening
systems to identify individuals with managerial and strategic leadership potential as
well as to determine the criteria individuals should satisfy to be candidates for the CEO
position.61
The most effective of these systems assesses people within the firm and gains valuable information about the capabilities of other companies’ managers, particularly their
strategic leaders.62 Based on the results of these assessments, training and development
programs are provided for current individuals in an attempt to preselect and shape the
skills of people who may become tomorrow’s leaders. Because of the quality of its programs, General Electric “is famous for developing leaders who are dedicated to turning
imaginative ideas into leading products and services.”63
Organizations select managers and strategic leaders from two types of managerial
labor markets—internal and external.64 An internal managerial labor market consists
of a firm’s opportunities for managerial positions and the qualified employees within
that firm. An external managerial labor market is the collection of managerial career
opportunities and the qualified people who are external to the organization in which the
opportunities exist.
Several benefits are thought to accrue to a firm when the internal labor market is used
to select an insider as the new CEO. Because of their experience with the firm and the
industry environment in which it competes, insiders are familiar with company products, markets, technologies, and operating procedures. Also, internal hiring produces
lower turnover among existing personnel, many of whom possess valuable firm-specific
knowledge. When the firm is performing well, internal succession is favored to sustain
high performance. It is assumed that hiring from inside keeps the important knowledge
necessary to sustain performance.
Results of work completed by management consultant Jim Collins support the value of
using the internal labor market when selecting a CEO. Collins found that high-performing
firms almost always appoint an insider to be the new CEO. He argues that bringing in a
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Figure 12.3 Effects of CEO Succession and Top Management Team Composition on Strategy
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well-known outsider, to whom he refers as a “white knight,” is a recipe for mediocrity.65
For example, given the phenomenal success of General Electric (GE) during Jack Welch’s
tenure as CEO and the firm’s highly effective management and leadership development
programs, insider Jeffrey Immelt was chosen to succeed Welch. However, shareholders have become disgruntled because GE’s stock values have decreased in recent years;
GE has suffered along with many other firms in the global economic crisis experienced
in 2008 and 2009. Thus, GE under Immelt’s leadership is not experiencing the returns
achieved by his predecessor.
Employees commonly prefer the internal managerial labor market when selecting
top management team members and a new CEO. In the past, companies have also had
a preference for insiders to fill top-level management positions because of a desire for
continuity and a continuing commitment to the firm’s current vision, mission, and chosen strategies.66 However, because of a changing competitive landscape and varying levels
of performance, an increasing number of boards of directors are turning to outsiders to
succeed CEOs. Although the circumstances are rather unique, Ed Whitacre, former CEO
of AT&T was chosen to be the new chairman for GM. Of course, he will have to help GM
come out of bankruptcy.67 A firm often has valid reasons to select an outsider as its new
CEO. In some situations, long tenure with a firm may reduce strategic leaders’ level of
commitment to pursue innovation. Given innovation’s importance to firm success (see
Chapter 13), this hesitation could be a liability for a strategic leader.
In Figure 12.3, we show how the composition of the top management team and the
CEO succession (managerial labor market) interact to affect strategy. For example, when
the top management team is homogeneous (its members have similar functional experiences and educational backgrounds) and a new CEO is selected from inside the firm, the
firm’s current strategy is unlikely to change. Alternatively, when a new CEO is selected
from outside the firm and the top management team is heterogeneous, the probability is
high that strategy will change. When the new CEO is from inside the firm and a heterogeneous top management team is in place, the strategy may not change, but innovation
is likely to continue. An external CEO succession with a homogeneous team creates a
more ambiguous situation. The selection of Sir Howard Stringer as CEO of Sony signaled
major changes in that firm’s future. He is not only an outsider but also a foreigner. He
is making major changes in the hopes of turning around Sony’s poor performance. His
intent is to have Sony regain its traditional excellence in innovative products.68

THE MODEL SUCCESSION
AT XEROX

Nik Rocklin/Courtesy of Xerox Corporation

Jeff Weiner/Courtesy of Xerox Corporation

Anne Mulcahy became CEO of Xerox in 2001
and is credited with restoring the company’s
profitability and market leadership during her
tenure. She championed innovation and built a strong relationship with customers. In fact,
the firm was close to bankruptcy when she became the CEO. She told Xerox shareholders
that the company’s business model at the time was not sustainable. She was advised to
declare bankruptcy but refused to do so. To gain the support needed for changes, she had
personal meetings with the top 100 managers at Xerox. She refused to cut R&D or sales but
did reduce costs significantly in other areas. The lead independent director, N. J. Nicholas,
believes she created a major turnaround that built Xerox into an innovative technology and
services company. Her work as CEO has earned her recognition as one of America’s best
leaders.
The succession process she has used reinforces that recognition. Ursula Burns was
selected as heir apparent and given the job as president to “learn the ropes” for a couple
of years before Mulcahy decided to take early retirement (Mulcahy was only 56 years old in
2009). Actually, Burns played a major role in Xerox’s turnaround. She served as Mulcahy’s
lieutenant and managed most of the day-to-day operations. She also helped to identify
gaps in Xerox’s product portfolio and found products to fill those gaps. With the largest
product portfolio in Xerox’s history, it became a major competitor in marketing products to
small and medium-sized businesses. Interestingly, Burns
is the first African-American woman to head a major U.S.
corporation. Burns (CEO) and Mulcahy (Chairman) are
planning to work as a team for a couple of years. This
is probably good because Xerox faces multiple challenges given the negative economic environment. Burns
receives praise from insiders and external analysts for
her deep knowledge of the industry and business and
her technological expertise. She is also known for her
willingness to take risks. One observer called the selection of Burns and model transition between Mulcahy
and Burns as a “bases-loaded home run.” Xerox is a
unique technology-based company because approximately one third of its almost 4,000 executives are
Anne Mulcahy, Chairman of Xerox
women. Observers expect the transition from Mulcahy to
Burns to be a major success.

Ursula Burns, CEO of Xerox

Sources: N. Byrnes and R. O. Crockett, 2009, An historic succession
at Xerox, BusinessWeek, June 8, 18–22; W. M. Bulkeley, 2009, Xerox
names Burns chief as Mulcahy retires early, Wall Street Journal, http://
www.wsj.com, May 22; 2009, Chief executive is retiring at Xerox, New
York Times, http://www.nytimes.com, May 22; 2009, Anne Mulcahy to
retire as Xerox CEO; Ursula Burns named successor, FreshNews, http://
www.freshnews.com, May 21; E. White, 2009, Xerox succession a ‘model’
case, Wall Street Journal, http://www.wsj.com, May 21; D. Gelles, 2009,
Burns to replace Mulcahy at Xerox, Financial Times, http://www.ft.com,
May 21; 2008, Women CEOs, Xerox, Financial Times, http://www.ft.com,
December 31; B. George, 2008, America’s best leaders: Anne Mulcahy,
Xerox CEO, US News, http://www.usnews.com, November 19.
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Including talent from all parts of both the internal and external labor markets
increases the likelihood that the firm will be able to form an effective top-management
team. Evidence suggests that women are a qualified source of talent as strategic leaders
that have been somewhat overlooked. In light of the success of a growing number of
female executives, the foundation for change may be established. Trailblazers such as
Catherine Elizabeth Hughes (the first African-American woman to head a firm that was
publicly traded on a U.S. stock exchange), Muriel Siebert (the first woman to purchase a
seat on the New York Stock Exchange), and publisher Judith Regan have made important
contributions as strategic leaders. Recent years have produced several prominent female
CEOs, such as Anne Mulcahy (Xerox Corporation), Meg Whitman (eBay), and Andrea
Jung (Avon Products). As noted in the Strategic Focus, Anne Mulcahy stepped out of the
role of CEO and became chairman of the board for Xerox in 2009. Ursula Burns succeeded her as the CEO.
Managerial talent is critical to a firm’s success as noted earlier. And, one area in which
managerial talent is crucial is in the integration of an acquired firm into the acquiring
business. In fact, the top management team of an acquired firm is vital to a successful
integration process because they play a critical role in helping the change be implemented
and accepted by the acquired firm’s employees.69 However, it is common for there to be
major turnover among the top management team of acquired firms. Sometimes it occurs
because the acquiring firm unwisely replaces them. In other cases, the managers depart
voluntarily to seek other top management positions. Research shows that high turnover
among the acquired firm’s top managers often produces poor performance and perhaps
even leads to a failed acquisition.70 Therefore, acquiring firms should work hard to avoid
successions during the integration process and thereafter.

Key Strategic Leadership Actions
Certain actions characterize effective strategic leadership; we present the most important
ones in Figure 12.4. Many of the actions interact with each other. For example, managing the firm’s resources effectively includes developing human capital and contributes to
establishing a strategic direction, fostering an effective culture, exploiting core competencies, using effective organizational control systems, and establishing ethical practices.
The most effective strategic leaders create viable options in making decisions regarding
each of the key strategic leadership actions.71

Determining Strategic Direction
Determining strategic direction involves specifying the image and character the firm

seeks to develop over time.72 The strategic direction is framed within the context of the
conditions (i.e., opportunities and threats) strategic leaders expect their firm to face in
roughly the next three to five years.
The ideal long-term strategic direction has two parts: a core ideology and an envisioned future. The core ideology motivates employees through the company’s heritage,
but the envisioned future encourages employees to stretch beyond their expectations
of accomplishment and requires significant change and progress to be realized.73 The
envisioned future serves as a guide to many aspects of a firm’s strategy implementation
process, including motivation, leadership, employee empowerment, and organizational
design. The strategic direction could include such actions as entering new international
markets and developing a set of new suppliers to add to the firm’s value chain.74
Most changes in strategic direction are difficult to design and implement; however,
CEO Jeffrey Immelt has an even greater challenge at GE. GE performed exceptionally
well under Jack Welch’s leadership. Although change is necessary because the competitive landscape has shifted significantly, stakeholders accustomed to Jack Welch and high
performance are experiencing problems in accepting Immelt’s changes (e.g., changes to
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Figure 12.4 Exercise of Effective Strategic Leadership
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the firm’s corporate-level strategy and structure). His challenges are made even more difficult because GE is experiencing performance problems partly the result of the difficult
economic climate.75 Additionally, information regarding the firm’s strategic direction
must be consistently and clearly communicated to all affected parties.76
A charismatic CEO may foster stakeholders’ commitment to a new vision and strategic direction. Nonetheless, it is important not to lose sight of the organization’s strengths
when making changes required by a new strategic direction. Immelt, for example, needs
to use GE’s strengths to ensure continued positive performance. The goal is to pursue the
firm’s short-term need to adjust to a new vision and strategic direction while maintaining
its long-term survivability by effectively managing its portfolio of resources.

Effectively Managing the Firm’s Resource Portfolio
Effectively managing the firm’s portfolio of resources may be the most important strategic leadership task. The firm’s resources are categorized as financial capital, human
capital, social capital, and organizational capital (including organizational culture).77
Clearly, financial capital is critical to organizational success; strategic leaders
understand this reality.78 However, the most effective strategic leaders recognize the
equivalent importance of managing each remaining type of resource as well as managing
the integration of resources (e.g., using financial capital to provide training opportunities
through which human capital is able to learn and maximize its performance). Most
importantly, effective strategic leaders manage the firm’s resource portfolio by organizing
them into capabilities, structuring the firm to facilitate using those capabilities, and
choosing strategies through which the capabilities are successfully leveraged to create
value for customers.79 Exploiting and maintaining core competencies and developing and
retaining the firm’s human and social capital are actions taken to reach these important
objectives.
Exploiting and Maintaining Core Competencies
Examined in Chapters 1 and 3, core competencies are capabilities that serve as a source
of competitive advantage for a firm over its rivals. Typically, core competencies relate
to an organization’s functional skills, such as manufacturing, finance, marketing, and
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research and development. Strategic leaders must verify that the firm’s competencies are
emphasized when implementing strategies. Intel, for example, has core competencies
of competitive agility (an ability to act in a variety of competitively relevant ways) and
competitive speed (an ability to act quickly when facing environmental and competitive
pressures).80 Capabilities are developed over time as firms learn from their actions and
enhance their knowledge about specific actions needed. For example, through repeated
interactions, some firms have formed a capability allowing them to fully understand
customers’ needs as they change.81 Firms with capabilities in R&D that develop into core
competencies are rewarded by the market because of the critical nature of innovation in
many industries.82
In many large firms, and certainly in related diversified ones, core competencies are
effectively exploited when they are developed and applied across different organizational
units (see Chapter 6). For example, PepsiCo purchased Quaker Oats (now called Quaker
Foods), which makes the sports drink Gatorade. PepsiCo uses its competence in distribution systems to exploit the Quaker assets. In this instance, Pepsi soft drinks (e.g., Pepsi
Cola and Mountain Dew) and Gatorade share the logistics activity. Similarly, PepsiCo
uses this competence to distribute Quaker’s healthy snacks and Frito-Lay salty snacks
through the same channels. Today, PepsiCo seeks “to be the world’s premiere consumer
products company focused on convenient foods and beverages.”83
Firms must continuously develop and, when appropriate, change their core competencies to outperform rivals. If they have a competence that provides an advantage
but does not change it, competitors will eventually imitate that competence and reduce
or eliminate the firm’s competitive
advantage. Additionally, firms must
guard against the competence becoming a liability, thereby preventing
change.
As we discuss next, human capital is critical to a firm’s success. One
reason it’s so critical is that human
capital is the resource through which
core competencies are developed and
used.
Developing Human Capital and
Social Capital
Human capital refers to the knowledge
and skills of a firm’s entire workforce.
From the perspective of human
capital, employees are viewed as a
capital resource requiring continuous
investment.84 At PepsiCo, people are identified as the key to the firm’s continuing success.
Given the need to “sustain its talent,” PepsiCo invests in its human capital in the form of
a host of programs and development-oriented experiences.85
Investments such as those being made at PepsiCo are productive, in that much of the
development of U.S. industry can be attributed to the effectiveness of its human capital.
This fact suggests that “as the dynamics of competition accelerate, people are perhaps the
only truly sustainable source of competitive advantage.”86 In all types of organizations—
large and small, new and established, and so forth—human capital’s increasing importance suggests a significant role for the firm’s human resource management activities.87
As a support activity (see Chapter 3), human resource management practices facilitate
people’s efforts to successfully select and especially to use the firm’s strategies.88
Effective training and development programs increase the probability of individuals
becoming successful strategic leaders.89 These programs are increasingly linked to firm
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success as knowledge becomes more integral to gaining and sustaining a competitive
advantage.90 Additionally, such programs build knowledge and skills, inculcate a
common set of core values, and offer a systematic view of the organization, thus promoting the firm’s vision and organizational cohesion. For example, PepsiCo’s development programs emphasize its “performance with purpose,” which focuses on building
shareholder value while simultaneously ensuring human, environmental, and talent
sustainability.91
Effective training and development programs also contribute positively to the firm’s
efforts to form core competencies.92 Furthermore, they help strategic leaders improve
skills that are critical to completing other tasks associated with effective strategic leadership, such as determining the firm’s strategic direction, exploiting and maintaining the
firm’s core competencies, and developing an organizational culture that supports ethical
practices. Thus, building human capital is vital to the effective execution of strategic leadership. Indeed, some argue that the world’s “best companies are realizing that no matter
what business they’re in, their real business is building leaders.”93
Strategic leaders must acquire the skills necessary to help develop human capital in
their areas of responsibility.94 When human capital investments are successful, the result
is a workforce capable of learning continuously. Continuous learning and leveraging the
firm’s expanding knowledge base are linked with strategic success.95
Learning also can preclude making errors. Strategic leaders tend to learn more from
their failures than their successes because they sometimes make the wrong attributions
for the successes.96 For example, the effectiveness of certain approaches and knowledge
can be context specific.97 Thus, some “best practices” may not work well in all situations.
We know that using teams to make decisions can be effective, but sometimes it is better
for leaders to make decisions alone, especially when the decisions must be made and
implemented quickly (e.g., in crisis situations).98 Thus, effective strategic leaders recognize the importance of learning from success and from failure.
Learning and building knowledge are important for creating innovation in firms.99
Innovation leads to competitive advantage. Overall, firms that create and maintain
greater knowledge usually achieve and maintain competitive advantages. However, as
noted with core competencies, strategic leaders must guard against allowing high levels
of knowledge in one area to lead to myopia and overlooking knowledge development
opportunities in other important areas of the business.100
When facing challenging conditions, firms sometimes decide to lay off some of their
human capital. Strategic leaders must recognize though that layoffs can result in a significant loss of the knowledge possessed by the firm’s human capital. Research evidence
shows that moderate-sized layoffs may improve firm performance, but large layoffs produce stronger performance downturns in firms because of the loss of human capital.101
Although it is also not uncommon for restructuring firms to reduce their expenditures
on or investments in training and development programs, restructuring may actually be
an important time to increase investments in these programs. The reason for increased
focus on training and development is that restructuring firms have less slack and cannot
absorb as many errors; moreover, the employees who remain after layoffs may find themselves in positions without all the skills or knowledge they need to perform the required
tasks effectively.
Viewing employees as a resource to be maximized rather than as a cost to be minimized
facilitates successful implementation of a firm’s strategies as does the strategic leader’s
ability to approach layoffs in a manner that employees believe is fair and equitable.102
A critical issue for employees is the fairness in the layoffs and in treatment in their
jobs.103
Social capital involves relationships inside and outside the firm that help the firm
accomplish tasks and create value for customers and shareholders.104 Social capital
is a critical asset for a firm. Inside the firm, employees and units must cooperate to
get the work done. In multinational organizations, employees often must cooperate
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across country boundaries on activities such as R&D to achieve performance objectives
(e.g., developing new products).105
External social capital is increasingly critical to firm success. The reason for this is
that few if any companies have all of the resources they need to successfully compete against
their rivals. Firms can use cooperative strategies such as strategic alliances (see Chapter 9)
to develop social capital. Social capital can develop in strategic alliances as firms share
complementary resources. Resource sharing must be effectively managed, though, to
ensure that the partner trusts the firm and is willing to share the desired resources.106
Research evidence suggests that the success of many types of firms may partially
depend on social capital. Large multinational firms often must establish alliances in order
to enter new foreign markets. Likewise, entrepreneurial firms often must establish alliances to gain access to resources, venture capital, or other types of resources (e.g., special
expertise that the entrepreneurial firm cannot afford to maintain in-house).107 Retaining
quality human capital and maintaining strong internal social capital can be affected
strongly by the firm’s culture.

Sustaining an Effective Organizational Culture
In Chapter 1, we define organizational culture as a complex set of ideologies, symbols,
and core values that are shared throughout the firm and influence the way business
is conducted. Evidence suggests that a firm can develop core competencies in terms
of both the capabilities it possesses and the way the capabilities are leveraged when
implementing strategies to produce desired outcomes. In other words, because the
organizational culture influences how the firm conducts its business and helps regulate
and control employees’ behavior, it can be a source of competitive advantage108 and is
a “critical factor in promoting innovation.”109 Given its importance, it may be that a
vibrant organizational culture is the most valuable competitive differentiator for business organizations. Thus, shaping the context within which the firm formulates and
implements its strategies—that is, shaping the organizational culture—is an essential
strategic leadership action.110
Entrepreneurial Mind-Set
Especially in large organizations, an organizational culture often encourages (or discourages) strategic leaders from pursuing (or not pursuing) entrepreneurial opportunities.111
This issue is important because entrepreneurial opportunities are a vital source of growth
and innovation.112 Therefore, a key role of strategic leaders is to encourage and promote
innovation by pursuing entrepreneurial opportunities.113
One way to encourage innovation is to invest in opportunities as real options—that
is, invest in an opportunity in order to provide the potential option of taking advantage
of the opportunity at some point in the future.114 For example, a firm might buy a piece of
land to have the option to build on it at some time in the future should the company need
more space and should that location increase in value to the company. Firms might enter
strategic alliances for similar reasons. In this instance, a firm might form an alliance to
have the option of acquiring the partner later or of building a stronger relationship with
it (e.g., developing a joint new venture).115
In Chapter 13, we describe how large firms use strategic entrepreneurship to pursue
entrepreneurial opportunities and to gain first-mover advantages. Small and mediumsized firms also rely on strategic entrepreneurship when trying to develop innovations as
the foundation for profitable growth. In firms of all sizes, strategic entrepreneurship is
more likely to be successful when employees have an entrepreneurial mind-set.116
Five dimensions characterize a firm’s entrepreneurial mind-set: autonomy, innovativeness, risk taking, proactiveness, and competitive aggressiveness.117 In combination,
these dimensions influence the actions a firm takes to be innovative and launch new
ventures. In sum, strategic leaders with an entrepreneurial mind-set are committed to
pursuing profitable growth.118
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Autonomy, the first of an entrepreneurial orientation’s five dimensions, allows
employees to take actions that are free of organizational constraints and permits individuals and groups to be self-directed. The second dimension, innovativeness, “reflects a
firm’s tendency to engage in and support new ideas, novelty, experimentation, and creative processes that may result in new products, services, or technological processes.”119
Cultures with a tendency toward innovativeness encourage employees to think beyond
existing knowledge, technologies, and parameters to find creative ways to add value. Risk
taking reflects a willingness by employees and their firm to accept risks when pursuing
entrepreneurial opportunities. Assuming significant levels of debt and allocating large
amounts of other resources (e.g., people) to projects that may not be completed are
examples of these risks. The fourth dimension of an entrepreneurial orientation, proactiveness, describes a firm’s ability to be a market leader rather than a follower. Proactive
organizational cultures constantly use processes to anticipate future market needs and to
satisfy them before competitors learn how to do so. Finally, competitive aggressiveness is
a firm’s propensity to take actions that allow it to consistently and substantially outperform its rivals.120
Changing the Organizational Culture and Restructuring
Changing a firm’s organizational culture is more difficult than maintaining it; however, effective strategic leaders recognize when change is needed. Incremental changes
to the firm’s culture typically are used to implement strategies.121 More significant and
sometimes even radical changes to organizational culture support selecting strategies
that differ from those the firm has implemented historically. Regardless of the reasons
for change, shaping and reinforcing a new culture require effective communication and
problem solving, along with selecting the right people (those who have the values desired
for the organization), engaging in effective performance appraisals (establishing goals
and measuring individual performance toward goals that fit in with the new core values),
and using appropriate reward systems (rewarding the desired behaviors that reflect the
new core values).122
Evidence suggests that cultural changes succeed only when the firm’s CEO, other key
top management team members, and middle-level managers actively support them.123
To effect change, middle-level managers in particular need to be highly disciplined to
energize the culture and foster alignment with the strategic vision.124 In addition, managers must be sensitive to the effects of other major strategic changes on organizational
culture. For example, major downsizings can have negative effects on an organization’s
culture, especially if it is not implemented in accordance with the dominant organizational values.125

Emphasizing Ethical Practices
The effectiveness of processes used to implement the firm’s strategies increases when
they are based on ethical practices. Ethical companies encourage and enable people at all
organizational levels to act ethically when doing what is necessary to implement strategies. In turn, ethical practices and the judgment on which they are based create “social
capital” in the organization, increasing the “goodwill available to individuals and groups”
in the organization.126 Alternatively, when unethical practices evolve in an organization,
they may become acceptable to many managers and employees.127 One study found that
in these circumstances, managers were particularly likely to engage in unethical practices
to meet their goals when current efforts to meet them were insufficient.128
To properly influence employees’ judgment and behavior, ethical practices must
shape the firm’s decision-making process and must be an integral part of organizational
culture. In fact, research evidence suggests that a value-based culture is the most effective means of ensuring that employees comply with the firm’s ethical requirements.129
As we explained in Chapter 10, managers may act opportunistically, making decisions
that are in their own best interests but not in the firm’s best interests when facing lax
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Establishing Balanced Organizational Controls
Organizational controls are basic to a capitalistic system and have long been viewed as
an important part of strategy implementation processes.136 Controls are necessary to help
ensure that firms achieve their desired outcomes.137 Defined as the “formal, informationbased … procedures used by managers to maintain or alter patterns in organizational
activities,” controls help strategic leaders build credibility, demonstrate the value of
strategies to the firm’s stakeholders, and promote and support strategic change.138 Most
critically, controls provide the parameters for implementing strategies as well as the corrective actions to be taken when implementation-related adjustments are required.
In this chapter, we focus on two organizational controls—strategic and financial—that
were introduced in Chapter 11. Our discussion of organizational controls here emphasizes strategic and financial controls because strategic leaders, especially those at the top
of the organization, are responsible for their development and effective use.
As we explained in Chapter 11, financial control focuses on short-term financial outcomes. In contrast, strategic control focuses on the content of strategic actions rather
than their outcomes. Some strategic actions can be correct but still result in poor financial
outcomes because of external conditions such as a recession in the economy, unexpected
domestic or foreign government actions, or natural disasters. Therefore, emphasizing
financial controls often produces more short-term and risk-averse managerial decisions,
because financial outcomes may be caused by events beyond managers’ direct control.
Alternatively, strategic control encourages lower-level managers to make decisions
that incorporate moderate and acceptable levels of risk because outcomes are shared
between the business-level executives making strategic proposals and the corporate-level
executives evaluating them.
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expectations regarding ethical behavior. In other words, managers acting opportunistically
take advantage of their positions, making decisions that benefit themselves to the detriment of the firm’s stakeholders.130 But strategic leaders are most likely to integrate
ethical values into their decisions when the company has explicit ethics codes, the code is
integrated into the business through extensive ethics training, and shareholders expect
ethical behavior.131
Firms should employ ethical strategic leaders—leaders who include ethical practices
as part of their strategic direction for the firm, who desire to do the right thing, and for
whom honesty, trust, and integrity are important.132 Strategic leaders who consistently
display these qualities inspire employees as they work with others to develop and support an organizational culture in which ethical practices are the expected behavioral
norms.133
Strategic leaders can take several actions to develop an ethical organizational culture.
Examples of these actions include (1) establishing and communicating specific goals
to describe the firm’s ethical standards (e.g., developing and disseminating a code of
conduct); (2) continuously revising and updating the code of conduct, based on inputs
from people throughout the firm and from other stakeholders (e.g., customers and suppliers); (3) disseminating the code of conduct to all stakeholders to inform them of the
firm’s ethical standards and practices; (4) developing and implementing methods and
procedures to use in achieving the firm’s ethical standards (e.g., using internal auditing
practices that are consistent with the standards); (5) creating and using explicit reward
systems that recognize acts of courage (e.g., rewarding those who use proper channels
and procedures to report observed wrongdoings); and (6) creating a work environment
in which all people are treated with dignity.134 The effectiveness of these actions increases
when they are taken simultaneously and thereby are mutually supportive. When strategic leaders and others throughout the firm fail to take actions such as these—perhaps
because an ethical culture has not been created—problems are likely to occur. As we
discuss next, formal organizational controls can help prevent further problems and reinforce better ethical practices.135
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The challenge strategic leaders face is to verify that their firm is emphasizing financial
and strategic controls so that firm performance improves. The Balanced Scorecard is a
tool that helps strategic leaders assess the effectiveness of the controls.

The balanced
scorecard is a framework
firms can use to verify that
they have established both
strategic and financial
controls to assess their
performance.

The Balanced Scorecard
The balanced scorecard is a framework firms can use to verify that they have established
both strategic and financial controls to assess their performance.139 This technique is most
appropriate for use when dealing with business-level strategies; however, it can also be
used with the other strategies firms may choose to implement (e.g., corporate level, international, and cooperative).
The underlying premise of the balanced scorecard is that firms jeopardize their
future performance possibilities when financial controls are emphasized at the expense
of strategic controls,140 in that financial controls provide feedback about outcomes
achieved from past actions, but do not communicate the drivers of future performance.141 Thus, an overemphasis on financial controls has the potential to promote
managerial behavior that sacrifices the firm’s long-term, value-creating potential for
short-term performance gains.142 An appropriate balance of strategic controls and
financial controls, rather than an overemphasis on either, allows firms to effectively
monitor their performance.
Four perspectives are integrated to form the balanced scorecard framework: financial (concerned with growth, profitability, and risk from the shareholders’ perspective),
customer (concerned with the amount of value customers perceive was created by the
firm’s products), internal business processes (with a focus on the priorities for various
business processes that create customer and shareholder satisfaction), and learning and
growth (concerned with the firm’s effort to create a climate that supports change, innovation, and growth). Thus, using the balanced scorecard framework allows the firm to
understand how it looks to shareholders (financial perspective), how customers view it
(customer perspective), the processes it must emphasize to successfully use its competitive advantage (internal perspective), and what it can do to improve its performance in
order to grow (learning and growth perspective).143 Generally speaking, strategic controls
tend to be emphasized when the firm assesses its performance relative to the learning and
growth perspective, whereas financial controls are emphasized when assessing performance in terms of the financial perspective.
Firms use different criteria to measure their standing relative to the scorecard’s four
perspectives. We show sample criteria in Figure 12.5. The firm should select the number of criteria that will allow it to have both a strategic understanding and a financial
understanding of its performance without becoming immersed in too many details.144
For example, we know from research that a firm’s innovation, quality of its goods and
services, growth of its sales, and its profitability are all interrelated.145
Strategic leaders play an important role in determining a proper balance between
strategic controls and financial controls, whether they are in single-business firms or
large diversified firms. A proper balance between controls is important, in that “wealth
creation for organizations where strategic leadership is exercised is possible because
these leaders make appropriate investments for future viability [through strategic control], while maintaining an appropriate level of financial stability in the present [through
financial control].”146 In fact, most corporate restructuring is designed to refocus the firm
on its core businesses, thereby allowing top executives to reestablish strategic control of
their separate business units.147
Successfully using strategic control frequently is integrated with appropriate autonomy for the various subunits so that they can gain a competitive advantage in their
respective markets.148 Strategic control can be used to promote the sharing of both tangible and intangible resources among interdependent businesses within a firm’s portfolio.
In addition, the autonomy provided allows the flexibility necessary to take advantage of
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Perspectives

Criteria

Financial

• Cash flow
• Return on equity
• Return on assets

Customer

• Assessment of ability to anticipate customers’ needs
• Effectiveness of customer service practices
• Percentage of repeat business
• Quality of communications with customers

Internal
Business
Processes

• Asset utilization improvements
• Improvements in employee morale
• Changes in turnover rates

Learning
and
Growth

• Improvements in innovation ability
• Number of new products compared to competitors
• Increases in employees’ skills

specific marketplace opportunities. As a result, strategic leadership promotes simultaneous use of strategic control and autonomy.149
The balanced scorecard is being used by car manufacturer Porsche. After this
manufacturer of sought-after sports cars regained its market-leading position, it
implemented a balanced scorecard approach in an effort to maintain this position.
In particular, Porsche used the balanced scorecard to promote learning and continuously improve the business. For example, knowledge was collected from all Porsche
dealerships throughout the world. The instrument used to collect the information was
referred to as “Porsche Key Performance Indicators.” The fact that Porsche is now the
world’s most profitable automaker suggests the value the firm gained and is gaining by
using the balanced scorecard as a foundation for simultaneously emphasizing strategic
and financial controls.150
As we have explained, strategic leaders are critical to a firm’s ability to successfully
use all parts of the strategic management process. As described in the Strategic Focus,
the new CEO for Wal-Mart, Mike Duke, has the strategic leadership skills to position
him and his company for future success. Certainly, the future for strategic leaders similar
to Duke is likely to be challenging; but he is leading a highly successful company that is
increasing its market share and is likely to grow in international markets, where he has
significant experience and knowledge. He appears to emphasize balanced organizational
controls and uses many of the principles of the Balanced Scorecard. With people like
Mike Duke in these roles, the work of strategic leaders will remain exciting and has a
strong possibility of creating positive outcomes for all of a firm’s stakeholders.
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Figure 12.5 Strategic Controls and Financial Controls in a Balanced Scorecard Framework

THE “GLOBAL DUKE
OF RETAIL”: THE NEW
STRATEGIC LEADER
OF WAL-MART

AP Photo/April L. Brown

On February 1, 2009, Mike Duke was named the
CEO of Wal-Mart. Duke had been chief of the
international division and vice chairman of the
board of directors prior to his new appointment.
The prior CEO, Lee Scott, was in the job for
almost 10 years. During his time as CEO, many changes were made in the Wal-Mart strategy.
In particular, it went back to its roots with a primary focus on providing value at the lowest
possible price. He also started a major public relations program to answer Wal-Mart critics and
placed a major emphasis on environment and sustainability. His changes started to pay off for
Wal-Mart as its stock price increased 18 percent in 2008, the best performer in the Dow Jones
industrial average. Wal-Mart’s profits increased during 2008, a year when most companies—
especially retailers—experienced declines because of the severe economic climate.
Duke began his tenure at Wal-Mart in 1995 as vice president of logistics after 23 years
with Federated Department Stores. Duke eventually ascended to the leadership of the
international division and presided over its unprecedented growth. That division is larger
than most multinational companies with more than 3,500 stores, 680,000 employees (or
“associates” in Wal-Mart terms), and approximately $100 billion in annual sales. Duke was
known for building a strong international leadership team. In fact, he is likely to emphasize
global business even more for Wal-Mart as a strategy to enhance growth.
Duke is also known for emphasizing high standards of excellence for the company’s
resources and people. This includes the redesign of the logistics and merchandise
distribution system, known as the best in the world, and in recruiting strong talent and
building excellent leadership teams. He has already announced that he will
increase the speed of and enlarge Wal-Mart’s commitment to sustainability
as a major part of the firm’s organizational culture. Duke is considered to be
a strategic thinker and a risk taker. He believes Wal-Mart should try to be the
market share leader in every foreign market it enters. Wal-Mart pulled out of
Germany and Korea for this reason. Duke is also known to have excellent
interpersonal skills.
Wal-Mart is the leading retailer in the world and one of the largest
corporations with more than $400 billion in sales. It has been positioned for
much future growth and success and Mike Duke has the strategic leadership
skills to achieve these goals.
Sources: 2009, Michael T. Duke, Wal-Mart, http://www.walmartstores.com, accessed on May 26;
2009, Wal-Mart reports first quarter financial results, New YorkTtimes, http://markets.on.nytimes.com,
May 14; S. Kapner, 2009, Changing of the guard at Wal-Mart, Fortune, March 2. 68–74; S.
Rosenbloom, 2009, Wal-Mart hopes to hold onto customers it gained from recession, New York
Times, http://wwww.nytimes.com, February 18; 2008, Wal-Mart picks Mike Duke as new CEO,
MSNBC.com, http://www.msnbc.msn.com, November 21; S. Rosenbloom, 2008, Wal-Mart taps new
chief executive, New York Times, http://www.nytimes.com, October 21.

Wal-Mart Stores Inc. President and Chief Financial Officer Mike Duke speaks during the annual Wal-Mart shareholder's meeting in Fayetteville, Arkansas. Duke has pledged to shareholders that the world's largest retailer will build on its success by keeping its customers even
when the economy improves.
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•

Effective strategic leadership is a prerequisite to successfully
using the strategic management process. Strategic leadership entails the ability to anticipate events, envision possibilities, maintain flexibility, and empower others to create
strategic change.

•

Top-level managers are an important resource for firms to
develop and exploit competitive advantages. In addition,
when they and their work are valuable, rare, imperfectly
imitable, and nonsubstitutable, strategic leaders are also a
source of competitive advantage.

•

The top management team is composed of key managers
who play a critical role in selecting and implementing the
firm’s strategies. Generally, they are officers of the corporation and/or members of the board of directors.

•

The top management team’s characteristics, a firm’s strategies, and its performance are all interrelated. For example,
a top management team with significant marketing and
R&D knowledge positively contributes to the firm’s use of a
growth strategy. Overall, having diverse skills increases most
top management teams’ effectiveness.

•

•

•

•

Typically, performance improves when the board of directors
is involved in shaping a firm’s strategic direction. However,
when the CEO has a great deal of power, the board may
be less involved in decisions about strategy formulation and
implementation. By appointing people to the board and
simultaneously serving as CEO and chair of the board, CEOs
increase their power.
In managerial succession, strategic leaders are selected
from either the internal or the external managerial labor
market. Because of their effect on firm performance, selection of strategic leaders has implications for a firm’s effectiveness. Companies use a variety of reasons for selecting
the firm’s strategic leaders either internally or externally.
In most instances, the internal market is used to select the
CEO; but the number of outsiders chosen is increasing.
Outsiders often are selected to initiate major changes in
strategy.
Effective strategic leadership has five major components:
determining the firm’s strategic direction, effectively managing the firm’s resource portfolio (including exploiting and
maintaining core competencies and managing human capital
and social capital), sustaining an effective organizational
culture, emphasizing ethical practices, and establishing balanced organizational controls.
Strategic leaders must develop the firm’s strategic direction. The strategic direction specifies the image and character the firm wants to develop over time. To form the
strategic direction, strategic leaders evaluate the conditions

(e.g., opportunities and threats in the external environment)
they expect their firm to face over the next three to five
years.
•

Strategic leaders must ensure that their firm exploits its core
competencies, which are used to produce and deliver products that create value for customers, when implementing its
strategies. In related diversified and large firms in particular,
core competencies are exploited by sharing them across
units and products.

•

The ability to manage the firm’s resource portfolio and
manage the processes used to effectively implement the
firm’s strategy are critical elements of strategic leadership. Managing the resource portfolio includes integrating
resources to create capabilities and leveraging those capabilities through strategies to build competitive advantages.
Human capital and social capital are perhaps the most
important resources.

•

As a part of managing the firm’s resources, strategic leaders
must develop a firm’s human capital. Effective strategic leaders view human capital as a resource to be maximized—not
as a cost to be minimized. Such leaders develop and use
programs designed to train current and future strategic leaders to build the skills needed to nurture the rest of the firm’s
human capital.

•

Effective strategic leaders also build and maintain internal
and external social capital. Internal social capital promotes
cooperation and coordination within and across units in the
firm. External social capital provides access to resources the
firm needs to compete effectively.

•

Shaping the firm’s culture is a central task of effective strategic leadership. An appropriate organizational culture encourages the development of an entrepreneurial orientation
among employees and an ability to change the culture as
necessary.

•

In ethical organizations, employees are encouraged to exercise ethical judgment and to always act ethically. Improved
ethical practices foster social capital. Setting specific goals to
meet the firm’s ethical standards, using a code of conduct,
rewarding ethical behaviors, and creating a work environment where all people are treated with dignity are actions
that facilitate and support ethical behavior.

•

Developing and using balanced organizational controls are
the final components of effective strategic leadership. The
balanced scorecard is a tool that measures the effectiveness
of the firm’s strategic and financial controls. An effective balance between strategic and financial controls allows for flexible use of core competencies, but within the parameters of
the firm’s financial position.
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REVIEW
1. What is strategic leadership? In what ways are top executives
considered important resources for an organization?
2. What is a top management team, and how does it affect a
firm’s performance and its abilities to innovate and design
and implement effective strategic changes?
3. How do the internal and external managerial labor markets
affect the managerial succession process?
4. What is the effect of strategic leadership on determining the
firm’s strategic direction?
5. How do strategic leaders effectively manage their firm’s
resource portfolio to exploit its core competencies and

QUESTIONS

leverage the human capital and social capital to achieve a
competitive advantage?
6. What is organizational culture? What must strategic leaders do to develop and sustain an effective organizational
culture?
7. As a strategic leader, what actions could you take to establish and emphasize ethical practices in your firm?
8. What are organizational controls? Why are strategic controls
and financial controls important aspects of the strategic
management process?

EXPERIENTIAL EXERCISES
EXERCISE 1: EXECUTIVE SUCCESSION
For this exercise, you will identify and analyze a case of CEO succession. Working in small groups, find a publicly held firm that
has changed CEOs. The turnover event must have happened at
least twelve months ago, but no more than twenty four months
ago. Use a combination of company documents and news articles
to answer the following questions:
1. Why did the CEO leave? Common reasons for CEO turnover
include death or illness, retirement, accepting a new position, change in ownership or control, or termination. In cases
of termination, there is often no official statement as to why
the CEO departed. Consequently, you may have to rely on
news articles that speculate why a CEO was fired, or forced
to resign.
2. Did the replacement CEO come from inside the organization,
or outside?
3. What are the similarities and differences between the new CEO
and the CEO who was replaced? Possible comparison items
could include functional experience, industry experience, etc.
If your library has a subscription to Hoover’s Online, you can
find information on top managers through this resource.
4. At the time of the succession event, how did the firm’s financial performance compare to industry norms? Has the firm’s

standing relative to the industry changed since the new CEO
took over?
5. Has the firm made major strategic changes since the succession event? Has the firm made major acquisitions or divestitures? Launched or closed down product lines?
Create a PowerPoint presentation that presents answers to
each of the above questions. Your presentation should be brief,
consisting of no more than five to seven slides.

EXERCISE 2: STRATEGIC LEADERSHIP IS TOUGH!
Your textbook defines strategic leadership as “The ability to
anticipate, envision, maintain flexibility, and empower others.…” Accordingly, this exercise combines the practical
elements of leadership in an experiential exercise. You are
asked to replicate leaders and followers in the attainment of
a defined goal.
First, the class is divided into teams of three to five individuals. Next, each team chooses a leader, which also dictates
who the followers will be. It is important to choose your leader
wisely. The classroom instructor will then assign the task to be
completed.
Students should be prepared to debrief the assignment when
completed. Your instructor will guide this discussion.

VIDEO
LEADERS ARE MADE, NOT BORN
Sanjiv Ahuja/Chairman/Orange, UK
Sanjiv Ahuja, Chairman of Orange, UK talks about leadership.
In particular, those who believe they have the desire and capability to be leaders and whether people are born with these traits or
if they can acquire them. Much of what he talks about is having
the right attitude.

CASE

Before you watch the video consider the following concepts and questions and be prepared to discuss them in class:

Concepts
•

Leadership traits

•

Effectively managing your personal resource portfolio

•

Entrepreneurial mind-set
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1. Do you believe that one’s propensity to become a leader is
an acquired skill or that the ability to be a leader is something that individuals are born with?

2. How well do you know yourself? Think through a top 5 list of
your personal strengths and weaknesses.
3. Once you have identified personal strengths and weaknesses,
think through an action plan to either leverage your strengths
or work on weaknesses.
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Studying thiss chapter should provide you with the strategic
managementt knowledge needed to:
1. Define strategic
ategic entrepreneurship and corporate entrepreneurship.
2. Define entrepreneurship
trepreneurship and entrepreneurial opportunities and explain
their importance.
ortance.
3. Define invention,
ention, innovation, and imitation, and describe the relationship
among them.
em.
4. Describe entrepreneurs and the entrepreneurial mind-set.
ternational entrepreneurship and its importance.
5. Explain international
6. Describe how firms internally develop innovations.
7. Explain how firms use cooperative strategies to innovate.
8. Describe how firms use acquisitions as a means of innovation.
9. Explain how strategic entrepreneurship helps firms create value.

THE CONTINUING
INNOVATION REVOLUTION
AT AMAZON: THE
KINDLE AND E-BOOKS

AP Photo/Mark Lennihan

Jeff Bezos led the Internet retailing revolution
with his entry into the book retail market
in 1995. Since that time, Amazon.com has
significantly expanded its product lines and
implemented several innovations, especially in
processes and approaches to marketing their products. Recently, Bezos and Amazon are
leading a potential revolution in the book market with the Kindle, which provides easy access
to store and read many e-books. Let’s be clear—Amazon did not create the digital book.
E-books have been available for several years, but access to and use of e-books has not been
necessarily easy. But, with the development of the Kindle e-reader, access to and ease of
reading e-books has been simplified and it is predicted to revolutionize the book publishing
business within the next five years.
The Kindle was first introduced in
2007, and two newer and improved
versions were introduced in 2009. The
Kindle 2 was introduced in February
2009 and according to market analysts,
it literally “flew off the shelves” at a
time when consumers were curtailing
purchases of most other products. Then
in May 2009, Amazon introduced a
large-screen version of the Kindle 2, the
Kindle DX, which has a 9.7-inch screen.
While the DX appears to be a little
cumbersome, it provides larger screen
access to graphics-heavy publications
common in college textbooks. The Kindle
currently can be used to download any of
the 285,000 e-books available in
Amazon’s inventory. Amazon’s new
The new Kindle 2 electronic reader “flew off the
Kindles are thinner than a pencil and
shelves” at a time when consumers were curtailing
offer a feature allowing text to be
purchases of most other products.
translated into voice. This means that
it can read to you! Bezos demonstrated this feature at the introduction by having the
computer-generated voice read the Gettysburg Address.
Amazon’s success in the first quarter of 2009 (e.g., a 24 percent increase in earnings
from the first quarter 2008) was largely attributed to the Kindle. It is predicted to be wildly
successful. Barclays Capital has predicted that it will reach annual sales of $3.7 billion in
2012 with a profit of $840 million. This amount would account for approximately 20 percent
of Amazon’s predicted sales that year. Amazon also earns a return by selling content for use
on the Kindle in the form of e-books and other electronic content. For example, Amazon
sells subscriptions to 37 different newspapers for the Kindle at $10 per month. This set
includes such respected newspapers as the New York Times, Boston Globe, and Washington
Post. It also has an agreement for a pilot program at five major universities, hoping that
students will soon be carrying all of their textbooks on the Kindle in their backpacks.
Clearly, Amazon’s biggest potential challenge may come from competitors. The Kindle
technology is likely imitable and Sony already has a competitor e-reader on the market.
Thus, Amazon must entrench the Kindle quickly and continue to enrich its features (the
Kindle currently only provides “black-and-white” content even though it is said to provide
better resolution than can be obtained in print copies). While the Kindle may help Amazon
become the Apple of the e-reader market, the Kindle is likely to revolutionize all publishing
industries (e.g., book publishers, newspapers).
Sources: S. Stein, 2009, Old, real book vs. Kindle alternative: Which will win? CNET.com, http://www.cnet.com,
June 12; J. M. O’Brien, 2009, Amazon’s next revolution, Fortune, June 8, 68–76; B. Stone & M. Rich, 2009,
Amazon introduces big-screen Kindle, New York Times, http://www.nytimes.com, May 7; D. MacMillan, 2009,
Amazon’s widescreen Kindle DX: Winners and losers, BusinessWeek, http://businessweek.com, May 7; C.
Dannen, 2009, Amazon CEO Jeff Bezos unveils Kindle DX in New York, Fast Company, http://www.fastcompany.
com, May 6; D. Darlin, 2009, First impressions of the new Kindle DX, New York Times, http://www.gadgetwise.
blogs.nytimes.com, May 6; C. Gallo, 2009, How Amazon’s Bezos sparked demand for Kindle 2, BusinessWeek,
http://businessweek.com, February, 24.
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Strategic
entrepreneurship is
taking entrepreneurial
actions using a strategic
perspective.
Corporate
entrepreneurship is
the use or application of
entrepreneurship within an
established firm.

In Chapter 1, we indicated that organizational culture refers to the complex set of ideologies,
symbols, and core values that are shared throughout the firm and that influence how the
firm conducts business. Thus, culture is the social energy that drives—or fails to drive—
the organization. The Opening Case explains Amazon’s new innovation, the Kindle,
that is expected to revolutionize the publishing industries (any businesses which provide
products printed with ink on paper). Increasingly, a firm’s ability to engage in innovation
makes the difference in gaining and maintaining a competitive advantage and achieving
performance targets.1
Amazon is clearly an entrepreneurial and innovative company. Amazon is the leading Internet retailer in the world and also consistently produces innovations. Not all of
them are successful, but the Kindle appears to be on the verge of being highly successful.
From reading this chapter, you will understand that Amazon’s ability to innovate shows
that it successfully practices strategic entrepreneurship.
Strategic entrepreneurship is taking entrepreneurial actions using a strategic perspective. In this process, the firm tries to find opportunities in its external environment that it can try to exploit through innovations. Identifying opportunities to exploit
through innovations is the entrepreneurship dimension of strategic entrepreneurship,
while determining the best way to manage the firm’s innovation efforts is the strategic
dimension. Thus, firms engaging in strategic entrepreneurship integrate their actions
to find opportunities and to successfully innovate in order to pursue them.2 In the
twenty-first–century competitive landscape, firm survival and success depend on a
firm’s ability to continuously find new opportunities and quickly produce innovations to
pursue them.3
To examine strategic entrepreneurship, we consider several topics in this chapter.
First, we examine entrepreneurship and innovation in a strategic context. Definitions
of entrepreneurship, entrepreneurial opportunities, and entrepreneurs as those who
engage in entrepreneurship to pursue entrepreneurial opportunities are presented. We
then describe international entrepreneurship, a phenomenon reflecting the increased
use of entrepreneurship in economies throughout the world. After this discussion,
the chapter shifts to descriptions of the three ways firms innovate. Internally, firms
innovate through either autonomous or induced strategic behavior. We then describe
actions firms take to implement the innovations resulting from those two types of
strategic behaviors.
In addition to innovating within the firm, firms can develop innovations by using
cooperative strategies, such as strategic alliances, and by acquiring other companies to
gain access to their innovations and innovative capabilities.4 Most large, complex firms
use all three methods to innovate. The chapter closes with summary comments about how
firms use strategic entrepreneurship to create value and earn above-average returns.
As emphasized in this chapter, innovation and entrepreneurship are vital for young
and old and for large and small firms, for service companies as well as manufacturing
firms, and for high-technology ventures.5 In the global competitive landscape, the longterm success of new ventures and established firms is a function of their ability to meld
entrepreneurship with strategic management.6
A major portion of the material in this chapter is on innovation and entrepreneurship within established organizations. This phenomenon is called corporate entrepreneurship, which is the use or application of entrepreneurship within an established
firm.7 Corporate entrepreneurship has become critical to the survival and success of
established organizations.8 Indeed, established firms use entrepreneurship to strengthen
their performance and to enhance growth opportunities.9 Of course, innovation and
entrepreneurship play a critical role in the degree of success achieved by startup entrepreneurial ventures as well. Much of the content examined in this chapter is equally
important in entrepreneurial ventures (sometimes called “startups”) and established
organizations.10
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Entrepreneurship and Entrepreneurial
Opportunities
Entrepreneurship is the process by which individuals, teams, or organizations identify

and pursue entrepreneurial opportunities without being immediately constrained by
the resources they currently control.11 Entrepreneurial opportunities are conditions in
which new goods or services can satisfy a need in the market. These opportunities exist
because of competitive imperfections in markets and among the factors of production
used to produce them or because they were independently developed by entrepreneurs.12
Entrepreneurial opportunities come in many forms such as the chance to develop and
sell a new product and the chance to sell an existing product in a new market.13 Firms
should be receptive to pursuing entrepreneurial opportunities whenever and wherever
they may surface.14
As these two definitions suggest, the essence of entrepreneurship is to identify and
exploit entrepreneurial opportunities—that is, opportunities others do not see or for
which they do not recognize the commercial potential.15 As a process, entrepreneurship
results in the “creative destruction” of existing products (goods or services) or methods
of producing them and replaces them with new products and production methods.16
Thus, firms engaging in entrepreneurship place high value on individual innovations as
well as the ability to continuously innovate across time.17
We study entrepreneurship at the level of the individual firm. However, evidence
suggests that entrepreneurship is the economic engine driving many nations’ economies in the global competitive landscape.18 Thus, entrepreneurship, and the innovation it
spawns, is important for companies competing in the global economy and for countries
seeking to stimulate economic climates with the potential to enhance the living standard
of their citizens.19 A recent study conducted by the Boston Consulting Group and the
Small Business Division of Intuit found that 10 million people in the United States were
considering starting a new business. About one-third of those who do will expand into
international markets. The study suggested that by 2017 the number of entrepreneurs
will increase, and the entrepreneurs will be younger and include more women and immigrants. Thus, even though the importance of entrepreneurship continues to grow, the
“face” of those who start new ventures is also changing.20

Innovation
Peter Drucker argued that “innovation is the specific function of entrepreneurship,
whether in an existing business, a public service institution, or a new venture started
by a lone individual.”21 Moreover, Drucker suggested that innovation is “the means by
which the entrepreneur either creates new wealth-producing resources or endows existing resources with enhanced potential for creating wealth.”22 Thus, entrepreneurship
and the innovation resulting from it are critically important for all firms. The realities
of competition in the competitive landscape of the twenty-first century suggest that to
be market leaders, companies must regularly develop innovative products desired by
customers. This means that innovation should be an intrinsic part of virtually all of a
firm’s activities.23
Innovation is a key outcome firms seek through entrepreneurship and is often the
source of competitive success, especially in turbulent, highly competitive environments.24
For example, research results show that firms competing in global industries that invest
more in innovation also achieve the highest returns.25 In fact, investors often react positively to the introduction of a new product, thereby increasing the price of a firm’s stock.
Furthermore, “innovation may be required to maintain or achieve competitive parity,
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the process by which
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opportunities without
being immediately
constrained by
the resources they
currently control.
Entrepreneurial
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much less a competitive advantage in many global markets.”26 Investing in the development of new technologies can increase the performance of firms that operate in different
but related product markets (refer to the discussion of related diversification in Chapter
6). In this way, the innovations can be used in multiple markets, and return on the investments is earned more quickly.27
In his classic work, Schumpeter argued that firms engage in three types of innovative
activities.28 Invention is the act of creating or developing a new product or process.
Innovation is the process of creating a commercial product from an invention.
Innovation begins after an invention is chosen for development.29 Thus, an invention
brings something new into being, while an innovation brings something new into use.
Accordingly, technical criteria are used to determine the success of an invention, whereas
commercial criteria are used to determine the success of an innovation.30 Finally, imitation
is the adoption of a similar innovation by different firms. Imitation usually leads to
product or process standardization, and products based on imitation often are offered
at lower prices, but without as many features. Entrepreneurship is critical to innovative
activity in that it acts as the linchpin between invention and innovation.31
In the United States in particular, innovation is the most critical of the three types
of innovative activities. Many companies are able to create ideas that lead to inventions,
but commercializing those inventions has, at times, proved difficult.32 This difficulty is
suggested by the fact that approximately 80 percent of R&D occurs in large firms, but
these same firms produce fewer than 50 percent of the patents.33 Patents are a strategic
asset and the ability to regularly produce them can be an important source of competitive advantage, especially for firms competing in knowledge-intensive industries (e.g.,
pharmaceuticals).34

Entrepreneurs
Entrepreneurs are individuals, acting independently or as part of an organization, who

Invention is the act of
creating or developing a
new product or process.
Innovation is the process
of creating a commercial
product from an invention.
Imitation is the adoption
of a similar innovation by
different firms.
Entrepreneurs are
individuals, acting
independently or as
part of an organization,
who perceive an
entrepreneurial
opportunity and then
take risks to develop an
innovation to exploit it.
The person with an
entrepreneurial mindset values uncertainty
in the marketplace and
seeks to continuously
identify opportunities with
the potential to lead to
important innovations.

perceive an entrepreneurial opportunity and then take risks to develop an innovation
to pursue it. Entrepreneurs can be found throughout an organization—from top-level
managers to those working to produce a firm’s goods or services. Entrepreneurs are
found throughout Amazon, for example. Many Amazon employees must devote at least
a portion of their time to develop innovations. Entrepreneurs tend to demonstrate several characteristics: They are highly motivated, willing to take responsibility for their
projects, self-confident, and often optimistic.35 In addition, entrepreneurs tend to be passionate and emotional about the value and importance of their innovation-based ideas.36
They are able to deal with uncertainty and are more alert to opportunities than others.37
Interestingly, recent research found that genetic factors partly influence people to engage
in entrepreneurship.38 To be successful, entrepreneurs often need to have good social
skills and to plan exceptionally well (e.g., to obtain venture capital).39 Entrepreneurship
entails much hard work to be successful but it can also be highly satisfying. As noted by
Mary Kay Ash, founder of Mary Kay Cosmetics, “It is far better to be exhausted from
success than to be rested from failure.”40
Evidence suggests that successful entrepreneurs have an entrepreneurial mind-set.
The person with an entrepreneurial mind-set values uncertainty in the marketplace
and seeks to continuously identify opportunities with the potential to lead to important
innovations.41 Because it has the potential to lead to continuous innovations, an individual’s entrepreneurial mind-set can be a source of competitive advantage for a firm.42
Entrepreneurial mind-sets are fostered and supported when knowledge is readily available throughout a firm. Indeed, research has shown that units within firms are more
innovative when they have access to new knowledge.43 Transferring knowledge, however,
can be difficult, often because the receiving party must have adequate absorptive capacity
(or the ability) to learn the knowledge.44 Learning requires that the new knowledge be
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linked to the existing knowledge. Thus, managers need to develop the capabilities of their
human capital to build on their current knowledge base while incrementally expanding
that knowledge.45
Some companies are known for their entrepreneurial culture. For example, in 2008
Apple was ranked as the most innovative company for the fourth year in a row. The
rest of the top 10 most innovative companies were Google, Toyota, General Electric,
Microsoft, Tata Group, Nintendo, Procter & Gamble, Sony, and Nokia. Yet, there are
other companies known as the antithesis of innovative. For example, GM was known
for sacrificing innovation for profits. Of course, this approach eventually led to GM’s
demise.46

International Entrepreneurship
International entrepreneurship is a process in which firms creatively discover and

exploit opportunities that are outside their domestic markets in order to develop a competitive advantage.47 As the practices suggested by this definition show, entrepreneurship
is a global phenomenon.48 As noted earlier, approximately one-third of new ventures
move into international markets early in their life cycle. Most large established companies have significant foreign operations and often start new ventures in domestic and
international markets. Large multinational companies, for example, generate approximately 54 percent of their sales outside their domestic market, and more than 50 percent
of their employees work outside of the company’s home country.49
A key reason that entrepreneurship has become a global phenomenon is that in general, internationalization leads to improved firm performance.50 Nonetheless, decision
makers should recognize that the decision to internationalize exposes their firms to various risks, including those of unstable foreign currencies, problems with market efficiencies, insufficient infrastructures to support businesses, and limitations on market size.51
Thus, the decision to engage in international entrepreneurship should be a product of
careful analysis.
Because of its positive benefits, entrepreneurship is at the top of public policy
agendas in many of the world’s countries, including Finland, Ireland, Israel, and the
United States. Entrepreneurship has become a particularly important public agenda
item with the global economic crisis, which began in late 2007. For example, the U.S.
government and the Michigan state government are emphasizing entrepreneurial
activity to revitalize the Detroit area hurt seriously by the loss of jobs due to the U.S.
auto companies’ decline.52
Even though entrepreneurship is a global phenomenon, the rate of entrepreneurship differs across countries. A study of 43 countries found that the percentage of adults
involved in entrepreneurial activity ranged from a high of more than 45 percent in Bolivia
to a low of approximately 4.4 percent in Russia. The United States had a rate of almost 19
percent. Importantly, this study also found a strong positive relationship between the rate
of entrepreneurial activity and economic development in a country.53
Culture is one of the reasons for the differences in rates of entrepreneurship among
different countries. The research suggests that a balance between individual initiative
and a spirit of cooperation and group ownership of innovation is needed to encourage
entrepreneurial behavior. For firms to be entrepreneurial, they must provide appropriate
autonomy and incentives for individual initiative to surface, but also promote cooperation and group ownership of an innovation if it is to be implemented successfully.
Thus, international entrepreneurship often requires teams of people with unique skills
and resources, especially in cultures that highly value individualism or collectivism. In
addition to a balance of values for individual initiative and cooperative behaviors, firms
must build the capabilities to be innovative and acquire the resources needed to support
innovative activities.54
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The level of investment outside of the home country made by young ventures is
also an important dimension of international entrepreneurship. In fact, with increasing
globalization, a greater number of new ventures have been “born global.”55 Research has
shown that new ventures that enter international markets increase their learning of new
technological knowledge and thereby enhance their performance.56
The probability of entering international markets increases when the firm has top
executives with international experience, which increases the likelihood of the firm successfully competing in those markets.57 Because of the learning and economies of scale
and scope afforded by operating in international markets, both young and established
internationally diversified firms often are stronger competitors in their domestic market
as well. Additionally, as research has shown, internationally diversified firms are generally more innovative.58
As explained in the Strategic Focus, innovation has become highly important in the
global competitive landscape. Thus, the ability of firms to gain and sustain a competitive
advantage may be based partly or largely on the capability to produce innovations. Thus,
we next discuss different types of innovations.

Internal Innovation
In established organizations, most innovation comes from efforts in research and development (R&D). Effective R&D often leads to firms’ filing for patents to protect their
innovative work. Increasingly, successful R&D results from integrating the skills available in the global workforce. Thus, the ability to have a competitive advantage based on
innovation is more likely to accrue to firms capable of integrating the talent of human
capital from countries around the world.59
Both Intel and Nokia have been innovative firms and market leaders. In 2009, they
announced an agreement to jointly develop new mobile computing products that provide functions beyond the current smartphones and netbooks. The new products likely
will integrate features of both phones and computers. Thus, the two companies can
combine and integrate their current knowledge and capabilities of both types of products
and the markets for them. While Intel has not yet “cracked” the smartphone market with
its memory chips, Nokia has been successful with smartphones but was caught off guard
when Apple introduced its now highly popular iPhone. Therefore, the marriage between
the two should help each to overcome its weaknesses by integrating their strengths. In
addition to the development of new products from their joint R&D efforts, they also plan
to develop software for devices using the Linux operating system.60
Increasingly, it seems possible that in the twenty-first century competitive landscape,
R&D may be the most critical factor in gaining and sustaining a competitive advantage
in some industries, such as pharmaceuticals. Larger, established firms, certainly those
competing globally, often try to use their R&D labs to create competence-destroying new
technologies and products. Being able to innovate in this manner can create a competitive advantage for firms in many industries.61 Although critical to long-term corporate
success, the outcomes of R&D investments are uncertain and often not achieved in the
short term, meaning that patience is required as firms evaluate the outcomes of their
R&D efforts.62

Incremental and Radical Innovation
Firms produce two types of internal innovations—incremental and radical innovations—
when using their R&D activities. Most innovations are incremental—that is, they build
on existing knowledge bases and provide small improvements in the current product
lines. Incremental innovations are evolutionary and linear in nature.63 “The markets for
incremental innovations are well-defined, product characteristics are well understood,
profit margins tend to be lower, production technologies are efficient, and competition
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In 2009, the United States continued to
be ranked as the most competitive nation.
This top ranking and those of some other
developed countries are based on the quality
of infrastructures, educational systems, and
laws regarding business operations. It is also due to their advanced levels of innovation over
the years. Yet, the major economic crisis beginning in late 2007 and early 2008 has shown
some “cracks” in the economic leadership of these countries. In the twenty-first century,
economic power has begun to shift to major emerging economies such as China and India.
However, the shift may be even more fundamental, as many believe that innovation is
the most critical factor in a nation’s competitiveness over time. In fact, the United States
competitiveness is likely based on the significant innovative capabilities and innovative output
of its businesses. While certain business leaders in the United States understand the importance of innovation (e.g., members of the U.S. Council on Competitiveness), the country is no
longer ranked as the most innovative nation. In fact, the United States ranked eighth in the
2009 International Innovation Index (among the 110 countries ranked). Singapore was ranked
first. In a report issued by the Information Technology and Innovation Foundation, the United
States was ranked sixth among 40 countries and regions around the world. Singapore was
also ranked first in this report. Singapore developed
a strategy to promote specific programs by investing heavily in attracting major technologies and
recruiting top scientists to develop more innovation.
That strategy is now paying substantial dividends.
Firms based in the United States have focused too
much on producing short-term returns, leading to
an overemphasis on incremental innovations. As a
result, the country is now in danger of losing its lead
in science and technology. Perhaps one of the most
prominent examples is Exxon-Mobil, which receives
approximately $756,000 in revenue per minute.
Rather than focus on developing new sources of
energy, it seeks to enhance its ability to gain access to
and extract with greater efficiency black gold or oil.
According to a 2009 report in BusinessWeek,
With forward-thinking investments in the
recruitment of top scientists and
technological breakthroughs in a number of fields have
attraction of key technologies, Singapore
been few in number since 1998 (e.g., medical science,
is the world leader in innovation.
drugs, information technology, etc.). The leadership
in these fields is largely represented by firms based in the United States. However, future
technological breakthroughs in these fields are likely to be produced by firms based in other
countries. Regaining this lead will require a major change in mind-set, investments, and promotion of entrepreneurial endeavors. Efforts have been implemented to encourage and develop
more entrepreneurial activities in a number of industries and geographic regions to stop the
economic decline and facilitate economic growth in the United States. It is unclear if these
efforts will be successful in the short or long term.
Sources: M. Mandel, 2009, Innovation interrupted, BusinessWeek, June 15, 034-040; 2009, International innovation index,
Wikipedia, http://www.answers.com, June 13; B. Ott, 2009, Top companies can tame bear markets, Yahoo News, http://www
.yahoo.com, June 11; A. S. Choi, 2009, Can entrepreneurs save this town? BusinessWeek, http://www.businessweek.com,
June 5; M. Scott, 2009, Competitiveness: The U.S. and Europe are tops, BusinessWeek, http://www.businessweek.com, May
19; M. Richtel & J. Wortham, 2009, Weary of looking for work, some create their own, New York Times, http://www.nytimes
.com, March 14; S. Lohr, 2009, In innovation, U.S. said to be losing competitive edge, New York Times, http://www.nytimes
.com, February 25; J. Rae-Dupree, 2009, Innovation should mean more jobs, not less, New York Times, http://www.nytimes
.com, January 4; R. Empson, 2008, Encouraging innovation: How can we do it better? Fast Company, http://www
.fastcompany.com, August 1.
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is primarily on the basis of price.”64 Adding a different kind of whitening agent to a soap
detergent is an example of an incremental innovation, as are improvements in televisions
over the last few decades. Companies launch far more incremental innovations than
radical innovations because they are cheaper, easier and faster to produce, and involve
less risk.65
In contrast to incremental innovations, radical innovations usually provide significant technological breakthroughs and create new knowledge.66 Radical innovations,
which are revolutionary and nonlinear in nature, typically use new technologies to serve
newly created markets. The development of the original personal computer (PC) was a
radical innovation at the time. Reinventing the computer by developing a “radically new
computer-brain chip” (e.g., with the capability to process a trillion calculations per second) is an example of a radical innovation. Obviously, such a radical innovation would
seem to have the capacity to revolutionize the tasks computers could perform. Perhaps
some of the new products to be produced by the joint venture between Intel and Nokia
integrating smartphones and computers will be considered to be radical innovations.
Because they establish new functionalities for users, radical innovations have strong
potential to lead to significant growth in revenue and profits.67 Developing new processes
is a critical part of producing radical innovations. Both types of innovations can create
value, meaning that firms should determine when it is appropriate to emphasize either
incremental or radical innovation. However, radical innovations have the potential to
contribute more significantly to a firm’s efforts to earn above-average returns.
Radical innovations are rare because of the difficulty and risk involved in developing
them. The value of the technology and the market opportunities are highly uncertain.68
Because radical innovation creates new knowledge and uses only some or little of a firm’s
current product or technological knowledge, creativity is required. However, creativity
does not produce something from nothing. Rather, creativity discovers, combines, or
synthesizes current knowledge, often from diverse areas.69 This knowledge is then used
to develop new products that can be used in an entrepreneurial manner to move into new
markets, capture new customers, and gain access to new resources.70 Such innovations
are often developed in separate business units that start internal ventures.71
Internally developed incremental and radical innovations result from deliberate
efforts. These deliberate efforts are called internal corporate venturing, which is the set
of activities firms use to develop internal inventions and especially innovations.72 As
shown in Figure 13.1, autonomous and induced strategic behaviors are the two types
of internal corporate venturing. Each venturing type facilitates incremental and radical
innovations. However, a larger number of radical innovations spring from autonomous
strategic behavior while the greatest percentage of incremental innovations come from
induced strategic behavior.

Autonomous Strategic Behavior
Autonomous strategic behavior is a bottom-up process in which product champions pursue new ideas, often through a political process, by means of which they develop and
coordinate the commercialization of a new good or service until it achieves success in the
marketplace. A product champion is an organizational member with an entrepreneurial
vision of a new good or service who seeks to create support for its commercialization.
Product champions play critical roles in moving innovations forward. Indeed, in many
corporations, “Champions are widely acknowledged as pivotal to innovation speed and
success.”73 Champions are vital to sell the ideas to others in the organization so that the
innovations will be commercialized. Commonly, product champions use their social capital to develop informal networks within the firm. As progress is made, these networks
become more formal as a means of pushing an innovation to the point of successful commercialization.74 Internal innovations springing from autonomous strategic behavior
frequently differ from the firm’s current strategy, taking it into new markets and perhaps
new ways of creating value for customers and other stakeholders.
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Source: Adapted from R. A. Burgelman, 1983, A model of the interactions of strategic behavior, corporate context, and
the concept of strategy, Academy of Management Review, 8: 65.

Autonomous strategic behavior is based on a firm’s wellspring of knowledge and
resources that are the sources of the firm’s innovation. Thus, a firm’s technological capabilities and competencies are the basis for new products and processes.75 As described
in the Strategic Focus, Exxon-Mobil does not appear to use autonomous strategic
behavior to identify new technologies and products that can better serve its customers.
Alternatively, the iPod likely resulted from autonomous strategic behavior in Apple,
though the development of the iPhone was more the result of induced strategic behavior
discussed in the next section.
Changing the concept of corporate-level strategy through autonomous strategic
behavior results when a product is championed within strategic and structural contexts
(see Figure 13.1). Such a transformation occurred with the development of the iPod and
introduction of iTunes at Apple. The strategic context is the process used to arrive at
strategic decisions (often requiring political processes to gain acceptance). The best firms
keep changing their strategic context and strategies because of the continuous changes in
the current competitive landscape. Thus, some believe that the most competitively successful firms reinvent their industry or develop a completely new one across time as they
compete with current and future rivals.76
To be effective, an autonomous process for developing new products requires that
new knowledge be continuously diffused throughout the firm. In particular, the diffusion of tacit knowledge is important for development of more effective new products.77
Interestingly, some of the processes important for the promotion of autonomous new
product development behavior vary by the environment and country in which a firm
operates. For example, the Japanese culture is high on uncertainty avoidance. As such,
research has found that Japanese firms are more likely to engage in autonomous behaviors under conditions of low uncertainty.78

Induced Strategic Behavior
The second of the two forms of internal corporate venturing, induced strategic behavior, is
a top-down process whereby the firm’s current strategy and structure foster innovations
that are closely associated with that strategy and structure.79 In this form of venturing, the
strategy in place is filtered through a matching structural hierarchy. In essence, induced
strategic behavior results in internal innovations that are highly consistent with the firm’s
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Figure 13.1 Model of Internal Corporate Venturing
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Nokia is trying to
overcome the iPhone’s
lead in the smartphone
market through a joint
venture with Intel.

current strategy. Thus, the top management team plays a key role
in induced strategic behavior, suggesting that the composition
and the effectiveness of the team are important.80
Nokia’s joint venture with Intel is an example of induced
innovation. The two firms have specific goals in the development
of new products to support their strategies. Intel has had a strategic interest in the smartphone market, and Nokia is trying to
overcome Apple’s lead in this market with the iPhone. The strategic intent of these firms is to develop a market leading product in the smartphone market that incorporates more features of
the personal computer and sophisticated software to enrich the
functionality of the product. These actions and approaches are
intended to ensure that both firms are number one in the global
market.

Implementing Internal Innovations

An entrepreneurial mind-set is required to be innovative and to
develop successful internal corporate ventures. Because of environmental and market uncertainty, individuals and firms must
be willing to take risks to commercialize innovations. Although they must continuously
attempt to identify opportunities, they must also select and pursue the best opportunities and do so with discipline. Employing an entrepreneurial mind-set entails not only
developing new products and markets but also execution in order to do these things
effectively. Often, firms provide incentives to managers to be entrepreneurial and to
commercialize innovations.81
Having processes and structures in place through which a firm can successfully
implement the outcomes of internal corporate ventures and commercialize the innovations is critical. Indeed, the successful introduction of innovations into the marketplace reflects implementation effectiveness.82 In the context of internal corporate
ventures, managers must allocate resources, coordinate activities, communicate with
many different parties in the organization, and make a series of decisions to convert
the innovations resulting from either autonomous or induced strategic behaviors into
successful market entries.83 As we describe in Chapter 11, organizational structures are
the sets of formal relationships that support processes managers use to commercialize
innovations.
Effective integration of the various functions involved in innovation processes—
from engineering to manufacturing and, ultimately, market distribution—is required
to implement the incremental and radical innovations resulting from internal corporate ventures.84 Increasingly, product development teams are being used to integrate the
activities associated with different organizational functions. Such integration involves
coordinating and applying the knowledge and skills of different functional areas in order
to maximize innovation.85 Teams must help to make decisions as to which projects should
be commercialized and which ones should end. Although ending a project is difficult,
sometimes because of emotional commitments to innovation-based projects, effective
teams recognize when conditions change such that the innovation cannot create value as
originally anticipated.

Cross-Functional Product Development Teams
Cross-functional teams facilitate efforts to integrate activities associated with different
organizational functions, such as design, manufacturing, and marketing. These teams
may also include representatives from major suppliers because they can facilitate the
firm’s innovation processes.86 In addition, new product development processes can be
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Facilitating Integration and Innovation
Shared values and effective leadership are important for achieving cross-functional integration and implementing innovation.94 Highly effective shared values are framed around
the firm’s vision and mission and become the glue that promotes integration between
functional units. Thus, the firm’s culture promotes unity and internal innovation.95
Strategic leadership is also highly important for achieving cross-functional integration and promoting innovation. Leaders set the goals and allocate resources. The
goals include integrated development and commercialization of new goods and services.
Effective strategic leaders also ensure a high-quality communication system to facilitate
cross-functional integration. A critical benefit of effective communication is the sharing
of knowledge among team members. Effective communication thus helps create synergy
and gains team members’ commitment to an innovation throughout the organization.
Shared values and leadership practices shape the communication systems that are formed
to support the development and commercialization of new products.96
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completed more quickly and the products more easily commercialized when crossfunctional teams work effectively.87 Using cross-functional teams, product development stages are grouped into parallel or overlapping processes to allow the firm to
tailor its product development efforts to its unique core competencies and to the needs
of the market.
Horizontal organizational structures support the use of cross-functional teams in
their efforts to integrate innovation-based activities across organizational functions.88
Therefore, instead of being designed around vertical hierarchical functions or departments, the organization is built around core horizontal processes that are used to produce and manage innovations. Some of the core horizontal processes that are critical to
innovation efforts are formal; they may be defined and documented as procedures and
practices. More commonly, however, these processes are informal: “They are routines or
ways of working that evolve over time.”89 Often invisible, informal processes are critical
to successful innovations and are supported properly through horizontal organizational
structures more so than through vertical organizational structures.
Two primary barriers that may prevent the successful use of cross-functional teams
as a means of integrating organizational functions are independent frames of reference
of team members and organizational politics.90 Team members working within a distinct
specialization (e.g., a particular organizational function) may have an independent frame
of reference typically based on common backgrounds and experiences. They are likely
to use the same decision criteria to evaluate issues such as product development efforts
as they do within their functional units. Research suggests that functional departments
vary along four dimensions: time orientation, interpersonal orientation, goal orientation,
and formality of structure.91 Thus, individuals from different functional departments
having different orientations on these dimensions can be expected to perceive product
development activities in different ways. For example, a design engineer may consider
the characteristics that make a product functional and workable to be the most important
of the product’s characteristics. Alternatively, a person from the marketing function may
hold characteristics that satisfy customer needs most important. These different orientations can create barriers to effective communication across functions and even produce
conflict in the team at times.92
Organizational politics is the second potential barrier to effective integration in crossfunctional teams. In some organizations, considerable political activity may center on
allocating resources to different functions. Interunit conflict may result from aggressive
competition for resources among those representing different organizational functions.
This dysfunctional conflict between functions creates a barrier to their integration.93
Methods must be found to achieve cross-functional integration without excessive political conflict and without changing the basic structural characteristics necessary for task
specialization and efficiency.
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Creating Value from Internal Innovation
The model in Figure 13.2 shows how firms can create value from the internal corporate
venturing processes they use to develop and commercialize new goods and services.
An entrepreneurial mind-set is necessary so that managers and employees will consistently try to identify entrepreneurial opportunities the firm can pursue by developing
new goods and services and new markets. Cross-functional teams are important for
promoting integrated new product design ideas and commitment to their subsequent
implementation. Effective leadership and shared values promote integration and vision
for innovation and commitment to it. The end result for the firm is the creation of
value for the customers and shareholders by developing and commercializing new
products.97 We should acknowledge that not all entrepreneurial efforts succeed, even
with effective management. Sometimes managers must exit the market as well to avoid
value decline.98
In the next two sections, we discuss the other ways firms innovate—by using cooperative strategies and by acquiring companies.

Innovation through Cooperative Strategies
Virtually all firms lack the breadth and depth of resources (e.g., human capital and
social capital) in their R&D activities needed to internally develop a sufficient number
of innovations to meet the needs of the market and remain competitive. As such, firms
must be open to using external resources to help produce innovations.99 Alliances with
other firms can contribute to innovations in several ways. First, they provide information on new business opportunities and how to exploit them.100 In other instances, firms
use cooperative strategies to align what they believe are complementary assets with the
potential to lead to future innovations.101
Figure 13.2 Creating Value through Internal Innovation Processes

Cross-functional
product development
teams

Creating value
through innovation

Entrepreneurial
mind-set

Facilitating integration
and innovation
• Shared values
• Entrepreneurial
leadership
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The rapidly changing technologies of the twenty-first–century competitive landscape,
globalization, and the need to innovate at world-class levels are primary influences on
firms’ decisions to innovate by cooperating with other companies. Evidence shows that
the skills and knowledge contributed by firms forming a cooperative strategy to innovate
tend to be technology-based, a fact suggesting how technologies and their applications
continue to influence the choices firms make while competing in the twenty-first century
competitive landscape.102 Indeed, some believe that because of these conditions, firms
are becoming increasingly dependent on cooperative strategies as a path to successful
competition in the global economy.103 Even venerable old firms such as Intel and Nokia
have learned that they need help to create innovations necessary to be competitive in
a twenty-first–century environment. Their agreement to jointly develop products that
integrate functions of the smartphones and personal computers is based on their realization that they need great capabilities to develop market-leading products in the dynamic
and highly competitive markets in which they participate.
Both entrepreneurial firms and established firms use cooperative strategies (e.g., strategic alliances and joint ventures) to innovate. An entrepreneurial firm, for example,
may seek investment capital as well as established firms’ distribution capabilities to successfully introduce one of its innovative products to the market.104 Alternatively, moreestablished companies may need new technological knowledge and can gain access to
it by forming a cooperative strategy with entrepreneurial ventures.105 Alliances between
large pharmaceutical firms and biotechnology companies increasingly have been formed
to integrate the knowledge and resources of both to develop new products and bring
them to market.106
Because of the importance of strategic alliances, particularly in the development
of new technology and in commercializing innovations, firms are beginning to build
networks of alliances that represent a form of social capital to them.107 Building social
capital in the form of relationships with other firms provides access to the knowledge
and other resources necessary to develop innovations.108 Knowledge from these alliances
helps firms develop new capabilities.109 Some firms now even allow other companies to
participate in their internal new product development processes. It is not uncommon, for
example, for firms to have supplier representatives on their cross-functional innovation
teams because of the importance of the suppliers’ input to ensure quality materials for
any new product developed.110
However, alliances formed for the purpose of innovation are not without risks. In
addition to conflict that is natural when firms try to work together to reach a mutual
goal,111 cooperative strategy participants also take a risk that a partner will appropriate a
firm’s technology or knowledge and use it to enhance its own competitive abilities.112 To
prevent or at least minimize this risk, firms, particularly new ventures, need to select their
partners carefully. The ideal partnership is one in which the firms have complementary
skills as well as compatible strategic goals.113 However, because companies are operating
in a network of firms and thus may be participating in multiple alliances simultaneously,
they encounter challenges in managing the alliances.114 Research has shown that firms
can become involved in too many alliances, which can harm rather than facilitate their
innovation capabilities.115 Thus, effectively managing a cooperative strategy to produce
innovation is critical.
As explained in the Strategic Focus, the social networking Internet sites have become
highly popular with the general public and with professionals as well. Furthermore,
entrepreneurs have begun to use them in ways to facilitate their businesses. These sites
provide many opportunities for businesses and especially for gaining access to ideas and
information. Therefore, they can facilitate innovation. Firms can use them to identify
unique product ideas, to do market research, and to access new markets and new customers. As a result the social networking sites are highly valuable business mechanisms.

ALL IN A TWITTER ABOUT
MY SPACE IN ORDER TO
BE LINKED IN TO THE
BOOK OF FACES: THE
SOCIAL NETWORKING
PHENOMENON

davidbleekerphotography.com/Alamy

Social networks are one of the major innovations
in the first decade of the twenty-first century.
Perhaps the most popular and important
social networking Internet sites are Facebook,
MySpace, Twitter, and LinkedIn. In 2009,
Facebook reached a level of approximately 1.2
million visits per month. MySpace was second
with slightly more than 800,000 monthly visits, followed by Twitter in third place. LinkedIn
was fifth but growing rapidly among professionals. While these are all largely used for
personal social networking, their potential uses are much greater. For example, Facebook is
used by approximately 150 million people globally with more than 50 million unique visitors
monthly. Facebook is used in 170 different countries and territories and appears in
35 different languages. The access to people for many different reasons is substantial—
perhaps larger than through any other single means other than television. In addition
MySpace has 76 million members with the average user spending about 4.4 hours per
month on the site, about 1.7 hours longer than users on the site of its nearest competitor.
The “rage” most recently has been Twitter, which is a microblogging Web site. Its use grew
by 752 percent in 2008 alone. It has attracted a more educated young adult audience.
Smart entrepreneurs are identifying ways to use these social networking sites for business
purposes. For example, they may be useful to access markets. Gary Vaynerchuk used Twitter
to grow his wine distribution business from $5 million (when he took over the business
from his father) to $50 million within three years. He performed an
experiment using a direct mail advertisement, a billboard, and a
Twitter announcement to determine which would bring in more new
customers (at the lowest cost). The direct mail ad brought in 200
new customers (at a cost of $75 each); the billboard brought in 300
new customers (at a cost of $25 each) and the Twitter announcement
brought in 1,800 new customers (at no additional cost). He now
produces short videos on wine for use on Twitter.
Social networking sites are also being used to identify potential
new employees and to make all types of professional and business
contacts. They provide access to new ideas and information that
can be useful for solving problems and even for making strategic
decisions. The access to information and ideas makes these sites
excellent sources in the innovation process. For example, the use of
cross-functional teams and an occasional outsider to develop new
products has been valuable because of the integration of diverse
ideas incorporating multiple and important perspectives. Yet,
social networking sites provide access to many more and diverse
perspectives and ideas. In addition, the opportunity to perform
virtual market tests with a large sample from the market exists with
these sites. Finally, they provide the opportunity to identify new and
different markets for existing and new product ideas. Therefore, if
managed properly, they could be highly valuable in the innovation
process, from the identification of new product ideas, through
market research to market reach (many, many potential customers).
The demographics of social media usage
are shifting quickly, with adults rapidly
coming online and driving the growth of
newer services such as Twitter.
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Innovation through Acquisitions
Firms sometimes acquire companies to gain access to their innovations and to their
innovative capabilities. One reason companies make these acquisitions is that the
capital market values growth; acquisitions provide a means to rapidly extend one or
more product lines and increase the firm’s revenues.116 Acquisitions pursued for this
reason should, nonetheless, have a strategic rationale. For example, several large pharmaceutical firms have made acquisitions in recent years for several reasons, such as enhancing growth. However, a primary reason for acquisitions in this industry has been to
acquire innovation—new drugs that can be commercialized. In this way they strengthen
their new product pipeline.117
Similar to internal corporate venturing and strategic alliances, acquisitions are not a
risk-free approach to innovating. A key risk of acquisitions is that a firm may substitute
an ability to buy innovations for an ability to produce innovations internally. In support
of this contention, research shows that firms engaging in acquisitions introduce fewer
new products into the market.118 This substitution may take place because firms lose
strategic control and focus instead on financial control of their original and, especially,
of their acquired business units. Yet, careful selection of companies to acquire—ones
with complimentary science and technology knowledge—can enhance innovation if the
knowledge acquired is used effectively.119
We note in Chapter 7 that companies can also learn new capabilities from firms they
acquire. Thus, firms may gain capabilities to produce innovation from an acquired company. Additionally, firms that emphasize innovation and carefully select companies for
acquisition that also emphasize innovation are likely to remain innovative.120 Likewise,
firms must manage well the integration of the acquired firms’ technical capabilities so
that they remain productive and continue to produce innovation after the acquired firm
is merged into the acquiring firm.121 Cisco has been highly successful with the integration
of acquired technology firms. Cisco managers take great care not to lose key personnel in
the acquired firm, realizing they are the source of many innovations.
This chapter closes with an assessment of how strategic entrepreneurship helps firms
create value for stakeholders through its operations.

Creating Value through Strategic
Entrepreneurship
Newer entrepreneurial firms often are more effective than larger established firms in
the identification of entrepreneurial opportunities.122 As a consequence, entrepreneurial
ventures often produce more radical innovations than do their larger, more established
counterparts. Entrepreneurial ventures’ strategic flexibility and willingness to take risks
at least partially account for their ability to identify opportunities and then develop radical innovations to exploit them.
Alternatively, larger and well-established firms often have more resources and capabilities to exploit identified opportunities.123 Younger, entrepreneurial firms generally
excel in the opportunity-seeking dimension of strategic entrepreneurship while more
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established firms generally excel in the advantageseeking dimension. However, to compete effectively
in the twenty-first century competitive landscape,
firms must not only identify and exploit opportunities but do so while achieving and sustaining a
competitive advantage.124 Thus, on a relative basis,
newer entrepreneurial firms must learn how to
gain a competitive advantage (advantage-seeking
behaviors), and older, more established firms must
relearn how to identify entrepreneurial opportunities (opportunity-seeking skills).
In some large organizations, action is being
taken to deal with these matters. For example, an
increasing number of widely known, large firms,
including Williams-Sonoma, Inc., Wendy’s
International, AstraZeneca, and Choice Hotels,
have created a new, top-level managerial position commonly called president or
executive vice president of emerging brands. The essential responsibility for people
holding these positions is to find entrepreneurial opportunities for their firms. If a
decision is made to pursue one or more of the identified opportunities, this person
also leads the analysis to determine whether the innovations should be internally
developed, pursued through a cooperative venture, or acquired. The objective is to
help firms develop successful incremental and radical innovations.
To be entrepreneurial, firms must develop an entrepreneurial mind-set among their
managers and employees. Managers must emphasize the management of their resources,
particularly human capital and social capital.125 The importance of knowledge to identify
and exploit opportunities as well as to gain and sustain a competitive advantage suggests that firms must have strong human capital.126 Social capital is critical for access to
complementary resources from partners in order to compete effectively in domestic and
international markets.127
Many entrepreneurial opportunities continue to surface in international markets, a
reality that is contributing to firms’ willingness to engage in international entrepreneurship. By entering global markets that are new to them, firms can learn new technologies
and management practices and diffuse this knowledge throughout the entire enterprise.
Furthermore, the knowledge firms gain can contribute to their innovations. Research
has shown that firms operating in international markets tend to be more innovative.128
Entrepreneurial ventures and large firms now regularly enter international markets.
Both types of firms must also be innovative to compete effectively. Thus, by developing
resources (human and social capital), taking advantage of opportunities in domestic and
international markets, and using the resources and knowledge gained in these markets
to be innovative, firms achieve competitive advantages.129 In so doing, they create value
for their customers and shareholders.
Firms practicing strategic entrepreneurship contribute to a country’s economic
development. In fact, some countries have made dramatic economic progress by changing the institutional rules for businesses operating in the country. This approach could
be construed as a form of institutional entrepreneurship. Likewise, firms that seek to
establish their technology as a standard, also representing institutional entrepreneurship, are engaging in strategic entrepreneurship because creating a standard produces a
competitive advantage for the firm.130
Research shows that because of its economic importance and individual motives,
entrepreneurial activity is increasing around the globe. Furthermore, more women are
becoming entrepreneurs because of the economic opportunity entrepreneurship provides
and the individual independence it affords. Recent research showed that about one-third
Spencer Platt/Getty Images
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Established companies
such as WilliamsSonoma are seeking to
identify and capitalize
on entrepreneurial
opportunities by
devoting top managers
to the development of
emerging brands.
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SUMMARY
•

•

Strategic entrepreneurship is taking entrepreneurial actions
using a strategic perspective. Firms engaging in strategic
entrepreneurship simultaneously engage in opportunityseeking and advantage-seeking behaviors. The purpose is
to continuously find new opportunities and quickly develop
innovations to exploit them.
Entrepreneurship is a process used by individuals, teams,
and organizations to identify entrepreneurial opportunities
without being immediately constrained by the resources
they control. Corporate entrepreneurship is the application
of entrepreneurship (including the identification of entrepreneurial opportunities) within ongoing, established organizations. Entrepreneurial opportunities are conditions in which
new goods or services can satisfy a need in the market.
Increasingly, entrepreneurship positively contributes to individual firms’ performance and stimulates growth in countries’
economies.

•

Firms engage in three types of innovative activities: (1) invention, which is the act of creating a new good or process,
(2) innovation, or the process of creating a commercial product from an invention, and (3) imitation, which is the adoption of similar innovations by different firms. Invention brings
something new into being while innovation brings something
new into use.

•

Entrepreneurs see or envision entrepreneurial opportunities and then take actions to develop innovations to exploit
them. The most successful entrepreneurs (whether they are
establishing their own venture or are working in an ongoing

organization) have an entrepreneurial mind-set, which is an
orientation that values the potential opportunities available
because of marketplace uncertainties.
•

International entrepreneurship, or the process of identifying and exploiting entrepreneurial opportunities outside the
firm’s domestic markets, is important to firms around the
globe. Evidence suggests that firms capable of effectively
engaging in international entrepreneurship outperform those
competing only in their domestic markets.

•

Three basic approaches are used to produce innovation:
(1) internal innovation, which involves R&D and forming
internal corporate ventures, (2) cooperative strategies such
as strategic alliances, and (3) acquisitions. Autonomous strategic behavior and induced strategic behavior are the two
forms of internal corporate venturing. Autonomous strategic
behavior is a bottom-up process through which a product
champion facilitates the commercialization of an innovative
good or service. Induced strategic behavior is a top-down
process in which a firm’s current strategy and structure
facilitate the development and implementation of product
or process innovations. Thus, induced strategic behavior is
driven by the organization’s current corporate strategy and
structure while autonomous strategic behavior can result
in a change to the firm’s current strategy and structure
arrangements.

•

Firms create two types of innovations—incremental and
radical—through internal innovation that takes place in the
form of autonomous strategic behavior or induced strategic
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of all entrepreneurs are now women.131 In the United States, for example, women are the
nation’s fastest-growing group of entrepreneurs.132 In future years, entrepreneurial activity may increase the wealth of less-affluent countries and continue to contribute to the
economic development of the more-affluent countries. Regardless, the entrepreneurial
ventures and large, established firms that choose to practice strategic entrepreneurship
are likely to be the winners in the twenty-first century.133
After identifying opportunities, entrepreneurs must develop capabilities that will
become the basis of their firm’s core competencies and competitive advantages. The
process of identifying opportunities is entrepreneurial, but this activity alone is not
sufficient to create maximum wealth or even to survive over time.134 As we learned
in Chapter 3, to successfully exploit opportunities, a firm must develop capabilities that are valuable, rare, difficult to imitate, and nonsubstitutable. When capabilities satisfy these four criteria, the firm has one or more competitive advantages to
exploit the identified opportunities (as described in Chapter 3). Without a competitive advantage, the firm’s success will be only temporary (as explained in Chapter 1).
An innovation may be valuable and rare early in its life, if a market perspective is
used in its development. However, competitive actions must be taken to introduce
the new product to the market and protect its position in the market against competitors to gain a competitive advantage. 135 These actions combined represent strategic
entrepreneurship.
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behavior. Overall, firms produce more incremental innovations but radical innovations have a higher probability of significantly increasing sales revenue and profits. Cross-functional
integration is often vital to a firm’s efforts to develop and
implement internal corporate venturing activities and to
commercialize the resulting innovation. The cross-functional
teams now commonly include representatives from external
organizations such as suppliers. Additionally, integration and
innovation can be facilitated by developing shared values and
effectively using strategic leadership.
•

may form a cooperative relationship such as a strategic alliance
with other companies, some of which may be competitors.
•

Acquisitions are another means firms use to obtain innovation. Innovation can be acquired through direct acquisition,
or firms can learn new capabilities from an acquisition,
thereby enriching their internal innovation abilities.

•

The practice of strategic entrepreneurship by all types of
firms, large and small, new and more established, creates
value for all stakeholders, especially for shareholders and
customers. Strategic entrepreneurship also contributes to the
economic development of countries.

To gain access to the specialized knowledge commonly
required to innovate in the complex global economy, firms

REVIEW
1. What is strategic entrepreneurship? What is corporate entrepreneurship?

QUESTIONS

5. What is international entrepreneurship? Why is it important?
6. How do firms develop innovations internally?

2. What is entrepreneurship, and what are entrepreneurial
opportunities? Why are they important for firms competing
in the twenty-first–century competitive landscape?

7. How do firms use cooperative strategies to innovate and to
have access to innovative capabilities?

3. What are invention, innovation, and imitation? How are
these concepts interrelated?

8. How does a firm acquire other companies to increase the
number of innovations it produces and improve its capability
to produce innovations?

4. What is an entrepreneur, and what is an entrepreneurial
mind-set?

EXPERIENTIAL

9. How does strategic entrepreneurship help firms to create
value?

EXERCISES

EXERCISE 1: DO YOU WANT TO BE AN
ENTREPRENEUR?
Would you make a good entrepreneur? In this exercise, we will
explore how individual attributes and characteristics contribute to
entrepreneurial success. If you believe that you have the traits of
a successful entrepreneur, would you be more effective working
within a large firm or starting your own business? Complete the
first stage of the exercise individually, then meet in small groups
to discuss your answers.

Individual
Brainstorm a list of personal attributes or characteristics that could
help (or hinder) a person’s success as an entrepreneur. Next, evaluate the importance of each item on your list. Finally, compare your
prioritized list against your personal characteristics. Do you think that
you are a good candidate to be an entrepreneur? Why or why not?

Group
First, compare each person’s list of attributes and characteristics.
Combine similar items and create a composite list. Second, as
a group, evaluate the importance of each item on the list. It is
not important to rank order the characteristics. Rather, sort them
into the categories “very important,” “somewhat important,” and
“minimally important.” Then, discuss within your group which

team member seems to be the best suited to be an entrepreneur. Create a brief profile of how to describe that person if he
or she were applying for a job at an innovative company such as
Google, Intel, or Motorola.

Whole Class
The instructor will ask for student volunteers to present their interview profiles.

EXERCISE 2: THE SOCIAL NATURE OF
ENTREPRENEURSHIP
Entrepreneurship is said to be as much about social connections
and networks as it is about the fundamentals of running a new
venture. The relationships that an entrepreneur can count upon
are also a key resource for financial capital, human capital, mentoring, and legal advice.
A popular blog covering social media and Web 2.0, http://
mashable.com, recently identified what it considered to be the
top 10 social networks for entrepreneurs (http://mashable.com,
March 12, 2009):
1.
2.
3.
4.

Entrepreneur Connect
PartnerUp
StartupNation
LinkedIn

397
Biznik
Perfect Business
Go Big Network
Cofoundr
The Funded
Young Entrepreneur

In teams, choose one of the sites from the list; each team
must select a different site. Then, spend some time reading the
posts on that site to get a feel for the types of information that is
presented. After your review, prepare a 10-minute presentation
to the class on your network site, paying attention to address the
following, at a minimum:

1. Provide an overview of the site—what it is used for, how
popular is it, features, types of conversations, etc.
2. What is unique about this site? Why does it attract followers?
What technologies are enabled here—RSS, Twitter, etc.?
3. Describe the target audience for this site. Who would use
it and what types of information are available to entrepreneurs?
4. How do you think this site maintains it presence? Does it support itself with ad revenue, corporate sponsor, a not-for-profit
sponsor, etc.?
5. Would this site be useful for corporate entrepreneurs as well
as startup entrepreneurs? If so, how?

VIDEO
THE DNA OF THE ENTREPRENEUR

CASE

Questions

Dame Anita Roddick/Founder/The Body Shop International
Dame Anita Roddick, founder of The Body Shop International,
talks about the skill set required for an entrepreneur to grow a
business. Roddick founded her firm in 1976 with no experience
or training, but due to life experiences and economic necessity
created a very successful firm dedicated to the pursuit of social
and environmental causes.
Before you watch the video consider the following concepts
and questions and be prepared to discuss them in class:

1. Research Dame Anita Roddick and describe her as an entrepreneur.
2. What do you think about entrepreneurs who are interested
in personal wealth creation vs. those with aspirations about
building a business that may not lead to personal wealth
creation?
3. Can large organizations encourage entrepreneurship within
their existing structures?
4. Are you a future entrepreneur? Why or why not?

Concepts
•
•
•

Entrepreneur
Entrepreneurial mind-set
Entrepreneurial opportunities
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Fiat, 335
Fiat SpA, 4
FireFox, 227
Flextronics, 167
Food Lion, 262
Ford Motor Company, 4, 18,
53–54, 80, 90, 104, 167,
190, 222
Ford of Europe, 335
Foster’s Group, 157–158, 163, 177
FOX, 259, 263
France Telecom SA’s Orange,
217
Friendster, 9
Frito-Lay, 42, 104, 338
Fujitsu, 254, 256, 267

G

Gamesa, 338
Gap, Inc., 104
Gartner Group, 64
Gateway, 99–100, 143, 190
Gazprom, 273
GE Capital, 319
Genentech Inc., 196
General Electric (GE), 9, 10, 25,
42, 76–77, 80, 82, 130, 160,
171, 318, 358–359, 361, 383
General Mills, 265, 289
General Motors (GM), 4, 37, 46,
74, 167, 175, 217, 219, 222,
233, 236, 238, 242, 296, 320,
324, 359
Genpact, 92
Gillette Co., 173, 192, 197

Godiva Chocolatier, Inc., 147–148
Going, Inc., 193
Goldman Sachs, 194, 200
Google, 51, 55, 217, 225, 227,
230, 240, 267, 383, 396
Gordon Brothers Brands LLC, 40
GovernanceMetrics
International, 307
Goya Foods, 116
Green Truck, 118
Greif & Company, 116
Greyhound Lines, Inc., 108–109
Grow Fast Grow Right, 244
Guess, Inc., 138

International Air Transport
Association (IATA), 63
International Anti-Counterfeiting
Coalition, 241
International Association of
Outsourcing Professionals
(IAOP), 92
International Harvester, 233
International Trade Commision
(ITC), 241
Interpublic Group, 158, 169
Intuit, 381
IronPort Systems Inc., 195, 317

H

J. C. Penney, 137
Jacobs Chuck Manufacturing,
172
Jacobs Vehicle Systems, 172
Jaguar, 192, 200
Japan Airlines International, 63
Japan International Tobacco, 59
Japan Tobacco International,
39, 54
Jason’s Deli, 104
JC Penney, 262
J.D. Power and Associations, 206
JetBlue, 107, 130, 133
Jimmy and Doug’s Farmclub, 263
Johnson & Johnson, 167–170
Jones Apparel Group, 262
JSR, 253

H. J. Heinz, 41, 49, 115, 125
Hamilton Sundstrand, 197
Harley-Davidson, 55, 80
Harmony, 233
Harrah’s Entertainment, 101
Hartmarz Corp., 262
HealthSouth, 306
Health & Well-Being, 197
Hennessy Industries, 172
Hermes, 241
Hershey, 129, 147, 148, 166
Hewlett-Packard (HP), 53, 58,
92, 99, 116–117, 143, 146,
164, 176, 254, 256, 267, 270,
317, 321, 327, 329–330, 342
Hilco Consumer Capital LP, 40
Hill’s Pet Nutrition, 103
Hilton International, 267
Hitachi, 58, 267
Hiuyuan Juice Group, Ltd., 221
Hoechst, 223
Holcim, 229
Hollywood Pictures, 168
Home Depot, 59
Honda, 55, 164, 222
Honest Tea, 51
Huawei Technologies Co., Ltd.,
217, 218
Hugo Boss, 81
Hutchison Whampoa Limited
(HWL), 161
Hyatt, 266
Hyperion Solutions, 165

I

IBIS World, 124
IBM, 24, 53, 89, 92, 130, 143,
253–254, 254–255, 267, 270,
317, 330
IKEA, 28, 118, 120, 220, 338
Illinois Tool Works (ITW), 172
ILOG, 253
imeen, Inc., 264
IMG Worldwide, 269
Infosys Technologies, 92
ING, 62
In-N-Out Burger, 4
Intel, 55, 61, 167, 384, 396

J

K

Kashi, 290
Kazoo Toys, 118–119
Keebler Co., 290
Kellogg’s, 41, 265, 289
Kia Motors, 73, 108
Kimho Asiana Group, 200
Kleenex, 115
KLM, 63
K-Mart, 332
Kodak, 255
Kohler, 42
Komatsu, Ltd., 81, 135, 233
Korea Express, 200
Kosmos Energy, 194
Kraft Foods, Inc., 105, 159
KT&G, 304

L

Lafarge, 229
LaLa Media, 264
Land Rover, 192, 200
Lehman Brothers, 174
Lenovo, 99, 143, 190, 351, 354
LexisNexis, 210
Lexus, 101, 112–113
Lindt & Sprungli, AG, 147
Linens ‘n Things, 6
Linksys, 317
Liuzhou Wuling Motors Co.,
217, 222

Liz Claiborne, Inc., 120, 202–203,
262
LNP, 18
Lockheed Martin, 255
L’Oréal, 241–242
Louis Vuitton, 115, 117
Lowe’s, 59
Luby Cafeterias, 74
Lufthansa, 63, 259, 265, 341
Luxottica Group, 158
LVMH, 241

M

Macy’s, 262
Mail Boxes, Etc., 198, 199
Marriott International, 267
Mars, 129, 166
Mary Kay Cosmetics, 382
Matsushita, 58
Maytas Infra, 305
Maytas Properties, 305
Mazda, 190
McDonald’s Corporation, 3–4,
6, 14, 18, 24, 49, 51, 57,
243–244, 267, 342, 354
McGraw Hill Companies,
206
McKinsey & Co., 64, 81, 113
Medco, 167
Merck, 160, 175
Merrill Lynch, 291, 294, 299,
300, 306
Mervyn’s, LLC, 6
MG Rover Group, 235
Michaels, 42
Microsoft, 9, 55, 61, 71, 81, 102–
103, 227, 320, 342, 383
Midwest Corp., 258
Mint Global, 124
Mitsubishi, 58
Mitsubishi Electric, 267
Mitusbishi UFJ Financial Group,
256
Moody’s, 200
Morgan Stanley, 200, 256
Motorola, Inc., 206, 217, 396
Mrs. Fields Cookies, 268
MSNBC, 9
Mustang Engineering, 83
MySpace, 9, 100–102, 392
MySpace Music, 264

N

Nasdaq, 227
National Australia Bank Ltd.,
190, 191
National Football League (NFL),
64, 92
NBC Universal, 9, 259, 263
NCsoft, 225
NEC, 58, 267
Nestle, 129–130, 131, 147–148,
166
NetApp, 189, 200
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O

Oakley, 158
Occidental Petroleum, 285
Och-Ziff Capital Management,
263
Olive Garden, 135
Oneworld, 64, 259
Oracle, 53, 164–165, 171, 321,
342
Orange, UK, 372
Organization of American States
(OAS), 231
Otis Elevator Co., 81, 197
Oz Minerals, 235

P

Packard Bell, 99–100, 190
Patch Media Corp., 193
PayPal, 174
Peabody Energy Corp., 75–76
PeopleSoft, 165
PepsiCo, 42, 59, 81, 85, 104,
129–130, 131, 134, 221, 337,
339, 363
Perfigo Inc., 195
Petters Group, 40
Peugeot Citroen, 73, 335
Pfizer, 187, 193, 195–197, 202, 263
Philip Morris International
(PMI), 35–36, 38, 40, 50, 54,
59, 233, 241
Phillips-Van Heusen, 262
1020 Placecast, 266
Polaroid Corporation, 39–40, 75
Polo Ralph Lauren Corp., 81
Porsche, 222, 369
Porsche AG, 217
Post, 265
Pratt & Whitney, 197
Prêt a Manager, 3

Procter & Gamble (P&G), 10, 39,
41, 49, 51, 54, 81, 160, 163,
173, 191, 197, 383
ProEnergy Services, 105
Protego Networks Inc., 195
Providence Equity Partners, 259

Q

Quaker Oats Company, 104, 265,
338, 363

R

Raketu, 9
Ralph Lauren, 113
Ranbaxy, 351
Redbox, 112
Renault-Nissan alliance, 263,
265, 274
Research in Motion, 266
Reuter’s Online, 209
RGD, 233
Ringer, 229
Rio Tinto Ltd., 194, 195
Riverhead Networks Inc., 195
Robert Talbot, 113–116
Rocky Mountain Chocolate
Factory, 129–131
Rolex, 117
Ryanair, 63, 83–84

S

Sabritas, 338
Safeway, Inc., 105
SAIC, 219, 222, 224, 233, 235
Sam’s Club, 111, 137, 325
Samsung Electronics Co., 58,
161, 217
Samuel Electric, 264
Sandoz, 263
SAP, 321, 342
Sara Lee, 177
Sargento Foods, 143
SAS, 341
SAS Institute, 105
Satyam, 304, 305, 306
SBI Holdings Inc., 257
Schering-Plough, 103
Schweppes, 209
Scientific-Atlanta, 317
Sears Holdings, 332
Shanghai Airlines, 141, 259
Shanghai Automotive Industry
Corporation (SAIC), 217
Sharpe, 226
Sharper Image Corp., 6
Sheraton, 233
Siebel Systems, 165
Siemens, 130, 226, 256
Siemens AG, 218
Sikorsky, 197
Singapore Airlines, 63
Sinopec Group, 194
Sinosteel Corp., 258
Skype, 174
Sky Team Alliance, 61, 64, 259
Sodexo, 92

Sony Corp., 81, 230, 351, 359,
383
Sony Corp.’s Music
Entertainment, 217
Southcorp, 157
Southwest Airlines, 23, 63, 83,
85, 105–107, 130, 133, 141
S&P 500, 287
Sprint, 234
St. James Place Capital, 181
Standard & Poor, 200
Star Alliance, 61, 64, 259, 341
Starbuck’s, 147–148, 269–270, 338
Starwood Hotels and Resorts
Worldwide, 233
Steel Partners, LLC, 304
Subway, 268
Sun Microsystems, 53, 254, 342
SunTech Power Holdings, 225, 226
Swedish Match AB, 36
Symantec, 342

T

Target, 39, 50, 110, 120–121,
137, 141
Tata Consulting Service, Ltd., 92,
267, 270, 317
Tata Group, 383
Tata Motors, 192, 200
Tech Mahindra, 92, 305
Telefon AB L.M. Ericsson, 217
Telus Corp., 217
Temasek Holdings, 189
Tesco PLC, 262
Textron, Inc., 161, 210, 332–333
Thai, 341
Thales SA, 236
Thomas & Betts Corporation,
172
Thomas J. Lipton Company, 338
Thomson Consumer Electronics,
81
TIAA-CREF, 293, 301
Time Warner, 24, 174
Time Warner Cable, 12
TNK-BP, 272–274
Toshiba Corp., 264, 267
Touchstone Pictures, 168
Towers Perrin, 197
Towers Perrin Forster & Crosby
Inc., 189
Toyota, 112–113, 222, 230, 236,
242, 341, 351, 354, 383
Toys “R” Us, Inc., 190
Tropicana, 104
Twitter, 71, 118, 392
Tyco, 306

U

U.S. Airways, 106
U.S. Steel, 258
UBS, 168, 174
Under Armour, 327
Unilever, 51, 262
United Airlines, 56–57, 63, 106,
130, 259, 265, 341

United Parcel Service (UPS),
41, 134–135, 160, 166, 198,
199, 236
United Technologies Corp.
(UTC), 161, 171, 197, 201
Universal Music, 264
USAA, 101
US Airways, Inc., 63, 341

V

Veolia Environment, 130
VeraSun, 187
Verizon, 12, 234
Vertu, 190
VEVO, 264
Virgin Group Ltd., 164
Vivendi SA, 9, 264
Vivendi SA’s Universal Music,
217
Vodaphone Group PLC, 217
Volkswagen, 73, 217, 219, 222,
238, 264

W

Walgreens, 167
Wal-Mart, 3, 6–8, 10, 13, 39, 81,
82, 108–112, 136–138, 141,
234, 262, 325, 369, 370
Walt Disney Co., 144, 167–168
Wards Company, 7
Warner Music, 217, 264
Watson Wyatt Worldwide Inc.,
189, 197
WebEx, 317
WellPoint, 167
Wendy’s International, 4, 24,
57, 394
Williams-Sonoma, Inc., 394
Wipro Technologies, 92
Witt Gas Technology, 81
Wm. Wrigley Jr. Company, 159,
166
Women’s National Basketball
Association (WNBA), 92
WorldCom, 291, 294, 306
World Trade Organization
(WTO), 218, 222, 224, 239
Worthington Foods, Inc., 290
WPP, 169
www.Hulu.com, 259, 263
Wyeth, 187, 193, 195–197

X

Xerox, 81, 342, 360–361
Xstrata, 189

Y

Yahoo!, 51, 227, 228, 229
Yahoo! Finance, 209
Yandex, 225, 226–227, 240
YouTube, 71, 267
YRC Worldwide, 133

Z

Zara, 121
ZTE, 217, 218, 234
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Netflix, 40, 102, 112, 129
NetJets, 151
New Look Laser Tattoo Removal,
118
News Corp., 257, 264
New York Stock Exchange, 124,
180, 294
NextRx, 167
Nike, 269, 327
Nintendo, 260–261, 383
Nippon Cargo Airlines, 264
Nokia, 218, 266, 383, 384, 388
Nokia Siemens Networks, 217
Nordstrom, 81, 262
Norrell Corporation, 81
North American Free Trade
Agreement (NAFTA),
231–232
Northrup Grumman Corp.,
255
Northwest Airlines, 63
Novartis AG, 263
NRG Energy, 190
Nucor, 258
NutraSweet, 56
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Subject Index

A

Ability, 136
Above-average returns, 4
definition, 5
I/O model, 13–15
resource-based model, 15–17
Acquisitions, 234–235
bureaucratic controls, 203
cross-border, 192–193
definition, 189
effective, 203–205
horizontal, 190–191
innovation through, 393
managers overly focused on,
202–203
new product development,
193–195
pharmaceutical industry,
187–188
problems in
achieving success, 198–200
debt, 192
diversification, 195
firm size, 196
focus, 202
integration, 198
synergy, 201
target evaluation, 201
reasons for
barriers to entry, 192–193
capabilities, 197–198
competitive scope, 197
diversification, 196–197
increased market power,
190–191
lower risk, 196
speed to market, 193
related, 191–192
strategies, 187
Chinese firms, 194, 200
too large, 203
vertical, 191
see also Mergers
Actions
competitive, 130–131
drivers, 133–134
I-18

strategic, 138
tactical, 138
Activist foreign shareholders,
273, 298
Activist hedge funds, 273, 299
Activist shareholders, 273, 299
Activities
primary, 85, 87, 100, 112, 117
support, 85, 87, 100, 112, 117
value-creating, 72, 80–83
Actor’s reputation, 143
Adaptability in acquisitions, 205
Advanced information
technologies, 253–254
Aerospace industry, 197, 236
Affiliation dimension
customer relationships,
102–103
African-American workers, 47
Age structure, 44
Agency costs, 291–292
definition, 291
Agency relationships, 288–290
definition, 288
problems in, 289–290
Aggressive pricing, 138
Air cargo industry, 229–231
Air carriers, 341
Air transportation industry, 255
Airline industry, 23
activity maps, 107
capital market stakeholders, 20
costly to imitate capabilities,
82
retaliation, 52
strategic alliances in, 255–260
Alliance network, 270–271
Alliances, 380
equity-based, 256
see also Strategic alliances
American steel industry, 258
Animal health business, 103
Antitrust regulations, 173–174
Artificial boundaries, 73
Asia
boundary-less retailing, 8

building conglomerates, 206
conglomerates, 206
international expansion into,
223
internet auction markets, 229
Asian American workers, 47
Assessing
business-level cooperative
strategies, 260–261
corporate-level cooperative
strategies, 263–264
definition, 39, 41
Assets
direct investment in, 218–219
managerial decisions, 75
production, 79
specialized, 58
tangible resources as, 78
Attack, likelihood of, 139–142
first-mover incentives,
139–140
organizational size, 140–141
quality, 141
Automobile industry, 48, 57,
217–218
complementary alliances, 263
overdiversification, 201
product quality, 141–142
Autonomous strategic behavior,
386–387
Autonomy, 366
Average returns
definition, 5
Awareness, 132, 135

B

Balanced scorecard, 368–369
Banking industry, 300
Bankruptcy, 200, 297
Bargaining power
of buyers, 53, 111, 115
of suppliers, 53, 56, 111, 115
Barriers to entry, 53–55
overcoming, 192–193
Biotechnology firms, 196–197
Blackmail, 81

Blogging, 392
Board of directors, 293–295
classification of members,
294
definition, 294
enhancing the effectiveness,
295–297
Boundaries
artificial, 73
Boundary-less retailing, 10
Brand name, 42
loyalty, 114
tarnished, 80
Brazil
acquisition strategies in, 192
debt in acquisition, 230
Breakfast cereal, 289, 339
Broad target
competitive scope, 107–108
Bureaucratic controls
on acquisitions, 203
Business-level cooperative
strategies, 260–266
assessment of, 265–266
complementary, 260–261
implementing, 341
Business-level strategies, 97–128,
158
customer needs, 104
customer relationships,
101–105
determining core
competencies, 104–105
functional structure and,
324–327
international, 223
purpose, 105–107
target customers, 103–104
types, 107–123
Buyers
particular group, 116
power of, 39
in cost leadership strategy,
108
in differentiation strategy,
112
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California’s Silicon Valley, 270
Canada
age structure, 47
boundary-less retailing, 10
contingency workers, 47
Capabilities, 80
costly-to-imitate, 83
definition, 15
examples, 81
learning and developing,
197–198
nonsubstitutable, 83
rare, 83
valuable, 82
Capital, 168
financial, 362
intellectual, 353
requirements, 54
Capital market
external, 168
internal, 168
stakeholders, 21–22
Capital structure change, 301
Cash flows
uncertain future, 181
Casually ambiguous, 83
Cell chips, 386
Cell phones, 384
Celler-Kefauver Antimerger Act
(1950), 173
Centralization, 324
Chief executive officer (CEO),
18, 23
compensation, 285–286
duality, 357
role of, 284–285
selection of, 351
succession, 295
top management team and,
354–355, 357–358
China
acquisition strategies, 192–193
air cargo market, 236
auto manufacturing industry,
217–220
collectivism and social
relations, 47
competitor analyses, 48
debt in acquisition, 230
environment pressures on
Wal-Mart, 39
global economy and, 9
guanxi (personal relationships
or good connections), 47
inhwa (harmony), 49
population size in
demographic segment,
43–44
Client-specific capabilities, 80
Coal industry, 76
Collaborative advantage, 255
Collaborative relationship, 270
Collusive strategy, 255

Combination structure
transnational strategy,
337–338
Combined Code on Corporate
Governance of the United
Kingdom, 306
Common buying factor
segments, 103
Communitarianism, 49
Competence misrepresentation,
272
Competencies, 72–73
in internal analysis, 90
network structure and, 340
Competition
multipoint, 166
Competition response strategy,
263–264
Competition-reducing strategy,
264–265
Competitive action
definition, 138
drivers of, 135–136
types, 142
Competitive advantage, 107
defined, 4
internal analysis leading to, 74
sustainable, 82–85
sustained, gradual erosion, 145
Competitive aggressiveness, 366
Competitive agility, 363
Competitive behavior, 130
Competitive dynamics, 144–148
from competitors to, 130–131
definition, 131
Competitive Equality Banking
Act of 1986 (CEBA), 174
Competitive form, 332–333
Competitive landscape, 8–15
Competitive response
definition, 138
likelihood of, 142–143
Competitive risks
in cost-leadership strategy, 112
in differentiation strategy,
115–116
of focus strategies, 120
integrated cost leadership/
differentiation strategy,
122
Competitive rivalry, 138–139
definition, 130
model, 132
Competitive scope, 107, 197
Competitive speed, 363
Competitiveness
innovation and, 385
strategic, 3
Competitor analysis, 38–39,
59–61, 133–135
framework, 135
market commonality, 132
resource similarity, 133
Competitor intelligence, 60

Competitors
to competitive dynamics,
130–131
definition, 130
numerous or equally balanced,
57
rivalry among, 57–60
Complementary business-level
cooperative strategies,
260–261
Complementary strategic
alliances. see Strategic
alliances
Complementors, 61
Complexity
in internal organization, 75
Conglomerates, 161, 170–171,
173, 201
discount, 168
Consumer electronic retailer, 317
Consumer foods producer, 134
Consumer markets, 103
Consumption patterns, 103
Cooperative form
multidivisional structure,
327–328
Cooperative strategies, 252–281
competitive risks, 271–272
innovation through, 390–391
managing, 272
matches with Network
structures, 338
strategic alliances, 255–260
Core competencies, 80–81,
362–363
building of, 82–84
definition, 16
determination of, 104–105
Corporate charter amendment,
301
Corporate entrepreneurship, 380
Corporate governance
China, 303–304
definition, 286
effective, 309–310
failure, 305
Germany, 302
global, 304
international, 302–306
international codes, 308
Japan, 302
Corporate relatedness, 164–166
simultaneous operational
relatedness, 167–168
Corporate-level cooperative
strategy, 266–268
assessment, 268
diversifying, 266
franchising, 267–268
implementing, 342
synergistic, 267
Corporate-level core
competencies, 164
Corporate-level strategy, 25

definition, 158
match with multidivisional
structure, 327–334
Cost disadvantages
independent of scale, 54–55
Cost-leadership strategy,
108–112
using functional structure to
implement, 324–325
value-creating activities
associated with, 110
Costly-to-imitate capabilities, 83
Counterfeit products, 241
Cross-border acquisitions,
192–193
Cross-border strategic alliance,
268
Cross-functional product
development teams,
388–389
Customer perspective
in balanced scorecard, 368
Customer segmentation, 103
Customers
bargaining power of, 111
determining core
competencies, 112
determining which needs to
satisfy, 112
determining who to serve,
111–112
managing relationships with,
101
size segments, 103
Customization, 53

D

Database software management,
166
Debt
acquisition problem of, 200
Decentralized approach, 227
Decision-making, 75
Demand conditions, Porter’s
model, 223
Demographic factors, 103
Demographic segment, 38, 43–44
definition, 43
Deregulation, 303
Derek Higgs report, 306
Diamond model, 225
Differentiation
lack of, 57–58
Differentiation strategies,
112–116
definition, 112
functional structure and, 326
value-creating activities
associated with, 114
Diffuse ownership, 292–293
Direct costs, 201
Direct investment
in assets, 219
foreign, 193

Subject Index

C

Subject Index
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Directors (Board members), 294
Distributed strategic networks,
338, 342–343
Distribution, 80
channels, access to, 54
Diverse labor force, 47
Diversification, 195
incentives, 173–176
levels of, 159–161
low levels, 160–161
moderate and high levels,
160–161
product, 159
reasons for, 161–163
resources and, 176–177
strategies for, 158
too much, 201
unrelated, 168–173
value-creating, 163–168
value-neutral, 173–177
value-reducing, 161, 177–179
Diversifying strategic alliance,
266
Divestiture, 206
Domestic market, 188, 383–384
Domestic strategic alliances, 256
Domestic-only firms, 289
Dominant-business
diversification strategy,
159–160
Downscoping, 206
Downsizing, 205–206
Drivers of competitive actions
and responses, 135–136
Due diligence, 200, 205
Dynamic alliance network, 271
Dynamics of mode of entry, 236

E

Eavesdropping, 61
E-commerce, 167
Economic environment, 38
Economic risks, 240
Economic segment, 38
definition, 45
Economics of scope, 163
Economies of learning, 222
Economies of scale, 9, 53, 222
Educational institutions
cooperative strategies, 257
Elements of general
environment, 37
Emerging economies, 192–193
Emerging markets, 220
Emotional barriers, 58
Employee buyouts (EBO), 207
Employees as organizational
stakeholders, 22
End-use segments, 103
Entrepreneurial mind-set, 365,
382
Entrepreneurial opportunities
definition, 381
Entrepreneurs, 382–383

Entrepreneurship
corporate, 380
definition, 381
international, 383–384
strategic, 380
Environment
competitor, 37–39
general, 36–38
industry, 37–39
Environmental trends, 230–231
Envisioned future, 361
Equity strategic alliance, 256
Ethical behavior
governance mechanisms and,
306–307
Ethical considerations, 61–62
Ethical practices, 366–367
Ethnic mix, 44–45
Europe
acquisition strategies, 186
age structure in demographic
segment, 44
building conglomerates, 206
contingency workers, 47
global economy and, 8
European Union (EU), 46, 229
Evolutionary patterns of
organizational structure,
322–328
Evolutionary patterns of
strategy, 322–328
Executive compensation,
297–298
definition, 297
effectiveness of, 298
Exit barriers, 58
Explicit collusion, 264
Exporting, 232
External environment, 5, 35–36
analysis, 39–40
effect on strategic actions,
36
External managerial labor
market, 358

Fixed costs, 57
of exit, 58
Flash memory business, 267
Flexibility in acquisitions, 205
Flexible manufacturing systems
(FMS), 121
Focus strategy
competitive risks, 120
definition, 116–120
Focused cost leadership strategy,
118
Focused differentiation strategy,
118–120
Food industry, 399
Forecasting
definition, 39, 41
Foreign direct investment, 193
Foreign institutional investors,
303
Foreignness
liability of, 230
Formality, value of, 49
Formulation, 25
For-profit organization, 89
Framework of competitor
analysis, 135
Franchising, 267–268
Fraudulent behavior, 291
Free cash flow, 170, 290
Friendly acquisitions, 205
Functional structure, 323
business-level strategies and,
324–327
use to implement cost
leadership strategy,
324–325
use to implement
differentiation strategy,
326
use to implement integrated
cost leadership/
differentiation strategy,
327

F

Garns-St. Germain Deposit
Institutions Act of 1982
(GDIA), 174
General environment, 37–39
definition, 37
segments, 43–49
Generic strategies
definition, 101
Geographic distribution, 44
Geographic factors, 103
Geographic segments, 103
Germany
corporate governance in,
302–303
structures used to govern
global companies,
287–288
Global economy, 9–10
definition, 9

Face-to-face meetings, 356
Fast-cycle markets, 257, 259
definition, 145
Federal Communications
Commission (FCC), 174
Financial Accounting Standards
Board, 174
Financial controls, 320–321
Financial economies, 168
Financial perspective
in balanced scorecard, 368
Financial resources, 78
Firm infrastructure
in support activities, 87
First mover
definition, 139
Five forces model of competition,
14, 50, 52

G

Global markets
choice of entry, 232
foreign firms, 217–218
Global matrix structure, 338
Global mind-set, 73
Global segment, 38, 48–49
definition, 48
Global strategy, 228–229
worldwide product divisional
structure for, 336–338
Globalfocusing, 49
Globalization
definition, 10
Golden parachute, 301
Governance mechanisms
competition, 308
ethical behavior and, 306–307
Government and social
restrictions, 58
Government antitrust policies,
173
Government policy, 55
Green initiatives, 50
Greenfield venture, 235–236
Greenmail, 301
Guanxi (personal relationships
or good connections), 47

H

Health care costs, 47
Health care products, 167
Hedge funds, activist, 273, 299
Hierarchical order, value of, 49
Historical conditions
unique, 83
Horizontal acquisitions, 190–191
Horizontal complementary
strategic alliance, 263
Hostile takeover
defense strategy, 301
Human capital, 363
Human resources, 79–80
in support activities, 87
Hypercompetition, 9

I

Imitation
definition, 382
Inbound logistics
primary activities, 87
Income distribution, 45
Incremental innovation, 384
India
acquisitions strategies, 194
debt in acquisition, 230
debt in acquisitions, 192
emerging economies, 192
environmental pressures on
Wal-Mart, 33
growing high-tech sector, 48
population size, 49
Indirect costs, 201
Induced strategic behavior,
387–388
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International cooperative
strategies
implementing, 342–343
International cooperative
strategy, 268–270
International corporate-level
strategy, 225–227
International diversification
innovation, 237–238
returns, 237
International entrepreneurship
definition, 383
International entry mode,
231–236
International environment
risks, 238–239
International expansion
limits to, 240–242
International strategies,
219–225
matches with worldwide
structure, 334–338
opportunities and outcomes,
219
types, 223–230
Internet, 12
Internet service providers (ISPs),
12
Intraorganizational conflict, 76
Invention
definition, 382

J

Japan
contingency workers, 47
corporate governance in,
302–303
structures used to govern
global companies,
287–288
Joint venture, 256
Junk bonds, 200

K

Knowledge
increasing intensity of, 13–14

L

Laptop computers, 257
Large-block shareholders, 292
Late mover
definition, 140
Latin America
conglomerates, 206
contingency workers, 47
Learning and growth
in balanced scorecard, 368
Leverage, 74
Leveraged buyouts (LBO), 207
Leveraging a firm’s knowledge,
384
Liability of foreignness, 11
Licensing, 232–233
Litigation, 301

Location advantages
international, 222–223
Low levels of diversification,
160–161
Low performance
incentive to diversify, 174–175
Loyalty to a brand name, 114

M

Management buyouts (MBO),
207
Management information
systems, 80
Managerial control
ownership separation,
287–292
Managerial decisions, 76
Managerial defense tactics,
300–302
Managerial discretion, 354
Managerial motives
for diversification, 177–179
Managerial opportunism, 288
Managerial succession, 358–359
Manufacturing, 80
Market commonality, 133–134
Market dependence
definition, 143
Market for corporate control,
299–302
definition, 299
Market power, 166–167
increased, 190
Market segmentation
definition, 103
Market size
international, 221
Marketing, 80
Marketing and sales
primary activities, 87
Markets
international, 221
no-growth, 57
regional focus, 290
segmentation, 103
slow-growth, 57
Matrix organization, 330
Mergers, 187–188
definition, 189
popularity of strategies, 188
reasons for, 190
takeovers and, 189
see also Acquisitions
Mexico
boundary-less retailing, 8
foreign market production, 10
international expansion, 233,
242
Mission, 16–18
definition, 16–18
Mode of entry
Dynamics of, 236
Model of competitive rivalry, 132
Mom and pop culture, 83

Monitoring
definition, 39–41
Motivation, 135
Multidivisional (M-form)
structure, 323–324
competitive form of, 332–333
cooperative form of, 327–328
match with corporate-level
strategies, 327–334
strategic business unit form,
331–332
Multidomestic strategy,
227–226
fit between geographic area
structure and, 338
using worldwide geographic
area structure for,
334–335
Multimarket competition, 130
Multinational firms
complexity of management,
238–239
entering emerging economies,
192
securing needed resources, 220
Multipoint competition, 166
Mutual forbearance, 265

N

Narrow target
competitive scope, 107–108
National advantage,
determinants of, 222
Network cooperative strategy,
270–271
alliance network types, 270
defined, 270
Network structures
cooperative strategies and, 338
New wholly owned subsidiary,
235–236
No-growth markets, 57
Noncyclical business, 197
Nonequity strategic alliance,
256–257
Nonsubstitutable capabilities, 83
Nonsubstitutable resources, 16
North American Free Trade
Agreement (NAFTA),
231–232
Not-for-profit organization, 89

O

Offshore outsourcing, 237
Oil and gas, Russia, 273
Oil tycoons, Russia, 273
Online advertising, 193
Operational relatedness, 163–164
simultaneous corporate
relatedness, 167–168
Operations
primary activities, 87
Opportunity, 48
definition, 39
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Industrial markets, 103
Industrial organization (I/O)
above-average returns, 13–15
model, 8
Industry
definition, 50
Industry analysis
interpreting, 58–59
Industry environment, 38–39
analysis, 38, 50–58
definition, 38
Industry growth
slow, 57
Information age, 11, 12
Information networks, 121–122
Information-rich relationships,
11
Inhwa (harmony), 49
Innovation
in acquisitions, 205
definition, 381–382
facilitating, 389–390
incremental and radical, 384
internal, 384, 387–390
international diversification
and, 237–238
organizational culture, 380
resources, 79
through acquisitions, 393
through cooperative strategies,
390–391
Innovativeness, 366
Insiders, 294
Institutional owners, 292–293
definition, 293
Intangible resources, 78, 79
Integrated cost leadership/
differentiation strategy,
120–123
competitive risks, 122
definition, 120
functional structure and, 326
Integration
difficulties, 198
facilitating, 389–390
vertical, 166
Internal analysis
context, 73–74
Internal business process
in balanced scorecard, 368
Internal capital market
allocation, 168–171
Internal corporate venturing
definition, 386–387
Internal innovation, 384
creating value from, 390
implementing, 387–390
Internal managerial labor
market, 358
Internal organization
analyzing, 73–76
creating value, 74–75
International business-level
strategy, 223–225
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maximization management
approach, 274
Organizational controls, 320–
321, 367–368
Organizational culture, 83, 380
changing and restructuring,
366
definition, 23
sustaining, 365–366
Organizational resources, 78
Organizational size, 140–141
Organizational stakeholders,
21–23
Organizational structure,
319–320
accountability and, 345
business-level strategy and,
344
evolutionary patterns, 322–328
Outbound logistics
primary activities, 87
Outcomes
sustainable competitive
advantage, 82–85
Outsiders, 294
Outsourcing, 256
definition, 89
offshore, 237
Overdiversification, 201
Ownership
concentration, 292–293
percentages, 292–293
separation of managerial
control, 287–292

P

Partnering for success, 257
Patent laws, 144
Patents, 382, 385
PE ratio, 171
Perceptual factors, 103
Perpetual innovation
definition, 11
Pharmaceutical companies,
169–170
acquisition activities, 173–176
Pharmacy-benefits manager,
167–168
Physical environment segment,
38, 49–50
definition, 49
Physical resources, 78
Poison pill, 301
Political/legal segment, 38
definition, 46
Political risks, 238–239
Population size, 43–44
POS (Positively Outrageous
Service), 23
Potential entrants
in cost-leadership strategy, 111
in differentiation strategy, 115
Primary activities
definition, 85

Private equity firms, 207, 259,
299
Private equity investors, 205
Private synergy, 201
Privatization of industries and
economies, 258
Proactiveness, 366
Procurement
support activities, 87
Product champion
definition, 386
Product development
cross-functional teams,
388–389
lower risk, 195
new, 193–195
Product differentiation, 53–54
Product diversification
example of an agency
problem, 289–290
Product lines, different segment
of, 116
Product market
stakeholders, 21–22
Product quality dimensions,
142
Product segments, 103
Product substitutes
in cost-leadership strategy,
111–112
in differentiation strategy,
115
Production assets, 79
Profit pools
definition, 24
Psychological factors, 103
Pure strategies, 123

Q

Quality
definition, 141
dimensions of goods and
services, 142

R

Race to learn, 340
Radical innovation, 384, 386
Rare capabilities, 83
Rare resources, 16
Rate of technology, 145
Reach dimension
customer relationships, 102
Reach dimension of
relationships, 102
Reciprocal relationship, 13
Regional focus on markets, 290
Regionalization, 230–231
Regulatory requirements, 144
Related acquisition, 191–192
Related constrained
diversification strategy, 160
Related linked diversification
strategy, 160
Related linked strategy

strategic business unit form
for, 331–332
Related outsiders, 294
Relational advantage, 255
Reputation
definition, 143
Reputational resources, 79
Research & development, 80
Residual returns, 287
Resource portfolio, 362–365
Resource-based model, 7
above-average returns, 15–17
Resources, 78–80
costly to imitate, 16
definition, 15
dissimilarity, 136
diversification and, 176–177
financial, 78
human, 79
innovation, 79
intangible, 78, 79
nonsubstitutable, 16
organizational, 78
physical, 78
reputational, 79
similarity, 134–135
tangible, 78, 79
technological, 78
valuable, 16
Restructuring, 205–209
of assets, 171–173
downscoping, 206
downsizing, 205
leveraged buyouts, 205
outcomes, 207
Retailing, boundary-less, 10
Retaliation
expected, 55–56
Retirement planning, 44
Return on assets, 320
Return on investment (ROI),
202, 320
international, 221–222
Revenue-based synergy, 176
Reverse engineering, 145
Richness dimension
customer relationships, 102
Risk reduction as incentive to
diversify, 161
Risk taking, 365–366
Risks
acquisitions lower, 196
defined, 6
in an international
environment, 238–239
new wholly owned subsidiary,
232
Rivalry
among competing firms, 53, 57
among competitors, 57–60,
107
competitive, 128–154, 138–139
with existing competitors,
109–111, 114–5

Russia
debt in acquisition, 230
oil and gas, 273
political risks, 238–239

S

Sarbanes-Oxley (SOX) Act, 46,
291–293
Scale economies, 220–221, 261
Scanning
definition, 39–40
Scope, economies of, 163
Second mover
definition, 140
Securities and Exchange
Commission (SEC), 293,
321
Segments of general
environment, 37
Self-control, 49
Service
primary activities, 87
Service quality dimensions, 142
Shareholders, 20
large-block, 292
Simple structure, 323
Single-business diversification
strategy, 159
Slack, 139
Slow-cycle markets, 257–259
definition, 144
Slow-growth markets, 57
Social capital, 364–365
Sociocultural segment, 38, 46–47
definition, 46
Socioeconomic factors, 103
Specialization, 324
Specialized assets, 58
Stable alliance network, 271
Stakeholders, 20–23
capital market, 20–21
classification, 20–21
definition, 20
organizational, 20–21
product market, 20–21
Standard-cycle markets, 258–260
definition, 148
Standstill agreement, 301
Stealing, 61
Storage costs, 57
Strategic actions, 20
definition, 138
external environment effects,
36
Strategic alliances, 233–234,
255–260
reasons for development,
257–260
types, 256–257
Strategic behavior
autonomous, 386–387
induced, 387–388
Strategic business unit (SBU)
form

I-23
relationship with structure,
321–322
Strengths
in internal analysis, 90
Structural flexibility, 319
Structural stability, 319, 320
Structure
relationship with strategy,
321–322
Suppliers
bargaining power of, 111
Support activities
definition, 85
Sustainable competitive
advantage, 83–85
Switching costs, 54, 57–58
Synergistic strategic alliance,
267
Synergy
definition, 175
firm risk reduction and,
175–176
inability to achieve, 201
revenue-based, 176

T

Tacit collusion, 264
Tactical action
definition, 138
Tactical response
definition, 138
Takeover
definition, 189
Tangible resources, 78, 79
Tax laws, 173–174
Technological development
support activities, 87
Technological resources, 78
Technological segment, 38,
47–48
definition, 47
Technology
diffusion, 11–12
disruptive, 11–12
network structure and, 340
and technological changes,
11–14

Threat, 48
definition, 39
of new entrants, 52–53
of substitute products, 53, 56
Top management teams,
354–358
definition, 355
heterogeneous, 356
Top-level managers, 354–358
Total quality management
(TQM), 122
Transformational leadership, 354
Transnational strategy, 229
using combination structure
to implement, 337–338
Trespassing, 61

U

Uncertain future cash flow
incentive to diversify, 174–175
Uncertainty
in internal organization, 75
Uncertainty-reducing strategy,
264
Unique historical conditions, 83
United Kingdom
Combined Code on Corporate
Governance, 306
debt in acquisition, 230
environment pressures on
Wal-Mart, 39
United States
age structure, 47
contingency workers, 47
foreign market production, 10
structures used to govern
global companies,
287–288
Unrelated diversification
strategy, 161, 168–173
using competitive form of
multidivisional structure,
332–333

V

Valuable capabilities, 82
Value, 74–75

definition, 73
Value chain analysis, 85–89
internet applications, 88
Value-creating activities
cost leadership strategy,
110
differentiation strategy,
114
Value-creating diversification,
161, 162
related constrained and linked,
163–168
Value-neutral diversification,
161, 173–177
Value-reducing diversification,
161, 177–179
Vertical acquisitions, 191
Vertical complementary strategic
alliance, 260–261
Vertical integration, 166
Video on demand (VOD), 9
Vision, 16–18
definition, 17
Voice over internet protocol
(VoIP), 9

W

Wa (group harmony and social
cohesion), 49
Weaknesses
in internal analysis, 90
Web technology, 103
Western Europe contingency
workers, 47
Worldwide geographic area
structure, 334–335, 338
Worldwide product divisional
structure to implement
global strategy, 336–338
Worldwide structure
implementing multidomestic
strategy, 334–335
matches with international
strategies, 334–338
Worldwide structure and
international strategies, 319,
334–338
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to implement related linked
strategy, 331–332
Strategic center form, 340
Strategic change, 355–356
Strategic competitive outcomes,
237–239
Strategic competitiveness
above-average returns, 5
definition, 4
internal analysis leading to, 74
Strategic controls, 319
Strategic decisions
in internal analysis, 90
predicting outcomes, 24–25
Strategic direction, 361–362
determinants of, 357
Strategic entrepreneurship
creating value through,
393–395
definition, 380
Strategic flexibility
definition, 13
Strategic groups
definition, 59
Strategic inputs, 5, 20
Strategic interrelationships, 58
Strategic leaders
definition, 23
work of effective, 23–24
Strategic leadership, 352–354
actions, 361–362
Strategic management process,
25–26
definition, 4–6
Strategic network, 338–340
Strategic outsourcing, 340
Strategic response
definition, 138
Strategic stakes, 58
Strategy
business-level, 97–128
definition, 3, 4
evolutionary patterns,
322–328
formulation, 5
implementation, 5
ineffective, 7–8

